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MAIN TRENDS AND CONCLUSIONS
V.Gurevich

Russia’s oil industry, which still remains the biggest donor of the federal
budget, is undergoing a process of profound modernization, both mental and
physical, thus making the future of the Russian treasury cloudy and uncer-
tain.

Thus, when negotiations on the oil industry’s transition to new taxation
principles (revenue-added tax) were entering their final phase, Rosneft, fol-
lowed by the rest of Russia’s leading oil producers, demanded that their ma-
ture water-flooded reservoirs with active oil reserves should be granted con-
siderable tax benefits, and that the old taxation scheme should be preserved
for them. However, the RF Ministry of Finance has some misgivings about
succumbing to this demand: it fears that once this happens, the whole sys-
tem of tax innovations will be emasculated. At the same time, the federal
budget will gradually be losing more and more tax receipts from the oil indus-
try because most of Russia’s oil production will shift to new oil fields, which
were already granted long-term tax benefits at the start of their exploitation
and development. If the old tax-breaks are to be accompanied by the tax ben-
efits granted to mature oil fields, how will Russia be able to raise money to fill
holes in the federal budget?

The oilmen counter the alarmist misgivings of the Ministry by accentu-
ating the well-known calculation showing that in Russia, the tax burden (in-
cluding excise taxes) per physical unit of produced oil (one tonne) or sold
gasoline is already very high by global standards. Moreover, the already im-
plemented fiscal innovations have drastically reduced the profitability of
oil refining, while the profitability of retail sales of oil refining products has
likewise tumbled and continues to slide. The prospects for marketing petro-
leum fuel products have indeed become so grim that LUKoil has reputedly
decided to get rid of one-third of its filling stations. One can only guess as
to whether this decision was predominantly motivated by the fact that the
fuel retail business is characterized by a very narrow margin between costs
and revenue, or by the low quality of the entire business climate in Russia.
Nevertheless, one cannot but realize that the era of the blissful and mutually
prosperous cohabitation of the federal budget and the oil industry is giving
way to a long period of bitter wrangling over taxes.

While Russia’s major oil producers are certainly not underdogs on the
home front, they cannot control a number of important and poorly predict-
able factors outside of Russia. Some of these factors are as follows: Saudi
Aramco, 5% of which will likely be worth more than any Russian corporation
as a whole, after that Saudi company’s next year’s IPO; Elon Musk, with his
penchant for electric motors; the Harvard engineers inventing ever more ef-
ficient energy storage systems; and, of course, the small and medium-sized
shale-oil companies that have come out of the blue and now are apparently
here to stay.

Naturally, there are some people within the oil industry itself who are
eager to promote abstract mental constructions, and who are effective-
ly ignoring both the existence of such factors and the speed of their deve-
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lopment. Thus, having emerged in 2010, shale oil producers turned the oil
market upside down over the course of only four years. It is also true, how-
ever, that the oil industry can reassure itself by the indisputable fact that
the price of oil is still used as a reference indicator in all long-term scenarios
of Russia’s economic development (in other words, as a traditional ‘spiritual
brace’). Which means that the authorities openly admit that oilmen need
not fear that they may become redundant in the foreseeable future, and that
the upper limit to their ‘working life expectancy’ is not even hinted at by the
authors of the aforesaid scenarios. Nevertheless, the former ideas regarding
the role and importance of oil (coal, nuclear energy) are undergoing a radical
transformation. Therefore, both the trajectory of tax rates and the trajectory
of investment have also remained vague. It should be added with regret that
the same is equally true of the entire process of ‘kicking the oil habit’”.

The process of curbing the rate of inflation is much more obvious. The
visible decline in the inflation rate has made it possible for the RF Central
Bank to slightly reduce its key interest rate, and for the reinstatement of El-
vira Nabiullina as its head to be justified and understandable.

Our experts explain the Bank of Russia’s decision to cut its key interest
rate, among other things, by the behavior of the inflation rate, which was
declining even faster than forecasted by the regulator itself: down to 4.3% as
of the end of the second decade of March. It should be said that as recently
as October 2016, the RF Central Bank had expected that the inflation rate
would drop to 5.5% only in October 2017. The decline in the rate of inflation
was also contributed to by the slow pace of demand recovery and by the
strengthening of the ruble. The deceleration in the growth rate of prices is
taking place across a broad range of major categories of goods and services:
food commodities; prices for services/tariffs; and non-food commodities. It is
noteworthy that the latter category of goods, which had experienced a 0.7%
rise in prices during January and February 2017, has made the largest contri-
bution (almost 50%) to the general increase in prices.

As far as the strengthening of the ruble is concerned, it is predominantly
related to non-residents’ interest in Russian financial assets due to their high-
er interest rates coupled with the relatively high oil prices. According to our
experts, in early 2017 the real effective exchange rate of the ruble, after hav-
ing been close to the fundamentally justified level throughout 2016, began
to deviate from it, which has resulted in the ruble being currently overvalued
by approximately 5%. A return of the ruble’s real effective exchange rate to a
‘balanced’ trajectory will require the ruble’s nominal weakening by about 8%
(which means that the real effective exchange rate of the ruble amounts to
Rb 62—64 per USD).

Thus, the medium-term risks of the ruble’s weakening remain relatively
high. The same is true of inflation expectations — actually, in February they rose
by 1.4 p.p., to 12.9%. Because of the forthcoming elections, the government’s
intentions with regard to its budget policy continue to be elusive. Bearing all
this in mind, the RF Central Bank is most likely to proceed with gradually soften-
ing its policy, which will nevertheless remain moderately rigid. The question of
just how rigid this policy should be remains open. Having amounted in 2016 to
an average of 11.3%, the growth rate of Russia’s money supply (M2) in January
2017 amounted to 12.0% (relative to January 2016).

According to experts, over the course of the first two months of 2017, the
volume of non-cash resources (the non-cash component of M2) increased by
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0.4%. However, by March 1, 2017, non-cash ruble-denominated accounts had
grown by 13.4% relative to the same date of the previous year, to Rb 30.8 tril-
lion. The ongoing rise in the amount of non-cash monies is mostly due to the
growth of individual persons’ ruble-denominated bank deposits (by March 1,
their foreign exchange-denominated accounts had also increased, by 6.2%,
on the previous year, to $ 91.4bn). At the same time, the amount of mon-
ies kept in the bank accounts and deposits of organizations is growing at a
much slower pace (while the amount of monies kept in the foreign exchange-
denominated accounts of legal persons has declined by 6%, to $ 127.7bn). At
the same time, the share of term deposits (as of the beginning of 2017, the
amount of monies kept in fixed-term deposit accounts amounted to about Rb
12 trillion) is gradually declining. Experts believe that this may be indicative
of a renewal of interest in investing in productive assets (real investment).

The business surveys regularly carried out by the Ye. T. Gaidar Institute
for Economic Policy (IEP) likewise confirm that positive expectations are defi-
nitely on the rise across Russian industry. Moreover, the set of representative
indicators obtained during 2015 and 2016 is by no means typical of a crisis
period. According to the IEP’s surveys, the Industrial Optimism Index (IOl)
has been buoyant since the beginning of Q2 2016 and reached its five-year
record high in November. The IOI’s drop in 2015 and early 2016 had been
insignificant in comparison with its dismal behavior in September 1998 and
December 2008.

According to IEP researchers, the Industry Adaptation (Normality) Index
designed to indicate the percentage of enterprises estimating their indicators
as normal (or abnormal) also suggests that those who doubted the existence
of an industrial crisis in 2015 and 2016 may have been right after all. The
worst readings shown by this index date back to late 2013 and early 2014,
while in late 2016, on the contrary, it hit its historic high of the entire period
of observation since 1994.

The true crisis-like behavior was demonstrated by only two indices. First,
the enterprises began to feel that bank loans had become unobtainable (the
peak index (45%) in the number of enterprises reporting this opinion was ob-
served over the period from September 2014 through February 2015). How-
ever, the lending crisis proved to be less severe than in 2008—2009 (the peak
index then amounting to 65% of all enterprises). In early 2017, loan availabi-
lity returned to its pre-crisis level. Besides, even at the height of the current
crisis that factor was considered to be an obstacle to production growth only
by 10% of enterprises (compared with, e.g., 36% of those who believed the
weak ruble to be an obstacle). Secondly, the crisis-triggered slump was mani-
fest in the investment plans across Russian industry (the percentage of nega-
tive estimates of that factor was on the rise from August 2014 until February
2015). It took nearly two years to overcome that trend. Although as early as
March 2016 industry came close to a positive balance in its reported invest-
ment intentions, that index truly moved to plus side only early this year. On
the whole, it can be said that industrial enterprises have rather successfully
adapted to the current situation in the market.

The expert estimations of the prospects for the welfare services sector’s
transition to market conditions, in particular to relying on government orders
for the provision of such services (to be placed on the market), and the plans
to abolish government obligations to support the relevant budget-funded
institutions, are quite different. The reform oriented to a switchover from
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budget-based funding to cost-based funding in that sector was announced
more than a decade ago, but its actual implementation effectively started
only in 2016. It was expected that this move will create incentives for cut-
ting costs and creating appropriate conditions for a competition for budget
money between public and private organizations.

Experts are very critical of this undertaking (viewing with skepticism many
of its parameters, including the attempts to apply single norms to the ever-
increasing list of new types of costs), believing that this approach is fraught
with grave risks of degradation across the entire welfare services sector. They
suggest that some of the major components of that reform should be abo-
lished, having come to the conclusion that the idea of market placement of
government orders for the provision of welfare services is essentially a dead
end.®
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1. WHY THE RF CENTRAL BANK PURSUES A CAUTIOUS POLICY
A.Bozhechkova, P.Trunin

On March 24, the Bank of Russia decided to reduce its key rate by 0.25 p.p. to
9.75%. The Bank of Russia’s intention to continue its moderately rigid mon-
etary policy, in spite of the significant slowdown in real inflation, can be ex-
plained by the inertia of inflation expectations, as well as the persistent risks
of potential worsening of the balance of payments as a result of a plunge of
prices of energy carriers followed by considerable capital outflow.

The previous reduction of the key rate from 10.5% to 10% had taken place
in mid-September 2016. The RF Central Bank did not change its key rate for
six months in a row in an apparent effort to stabilize the downward trend dis-
played by inflation. In January—March 2017, the rate of inflation continued to
decline, amounting to 5% in January (relative to January 2016) and to 4.6%
in February (relative to February 2016). Over the first twenty days of March,
the consumer price index (CPI) dropped to 4.3% (relative to the same period
2016), that is, its June 2012 level (Fig. 1). As a result, the CPI index in early
2017 was below its target forecasted by the regulator. In October 2016, the
Bank of Russia had believed that it would be possible to push down the infla-
tion index to 4.5% only by October 2017. The slowdown in inflation had been
conduced to by the low recovery rate of aggregate demand, as well as the
ruble’s continual strengthening for four months in a row.

Inflation decline has been continuing across all of its main components.
Over the period January—February 2017, the prices of foodstuffs rose by 1.1%.
The most significant factor responsible for their upward movement was the
seasonal surge in prices of fruit and vegetable products. Overall, the slow-
down of inflation in the foodstuff sector (from 4.6% in December 2016 rela-
tive to December 2015 to 3.7% in February 2017 relative to February 2016)
was more noticeable than the downward movement of any other inflation
component. In addition to the ruble’s strengthening, the other important fac-
tor were the high crop yields in 2016, which had resulted in huge agricultural
stockpiles.

The growth rate of the prices of nonfood commodities over January—Feb-
ruary was 0.7% (vs. 5.7% in February 2017 relative to February 2016, and
6.5% in December 2016 relative to December 2015). Their contribution to
the CPI growth rate in January—February 2017 was highest compared with all
the other inflation components, amounting to 44.1%. The prices and tariffs
established for commercial services rendered to the population gained 0.8%
over the first two months of 2017, due in the main to the raised prices for
passenger transport services. On the whole, inflation in the services sector in
per annum terms declined from 4.9% in December 2016 to 4.3% in February
2017.

Low consumer demand remains one of the key factors that prevent rapid
inflation growth. After their January surge, caused in part by the one-time
pension benefit payment in the amount of Rb 5,000, real disposable mon-
ey income once again lost 4.1% in February relative to the same period of
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rage ruble-to-USD exchange rate for Fig. 1. The CPI Growth Rate in 2011-2017 (% Year-on-Year)
January—March was Rb 58.8 per USD,

whereas the RF Ministry of Economic Development’s basic scenario had been

based on the assumption that the average annual exchange rate of the ruble

against the US dollar would be Rb 67.5 per USD.

The ruble’s current strengthening has had to do in the main with the sig-
nificant interest in Russian financial assets displayed by non-residents in con-
ditions of the persistently high interest rates in the RF coupled with high oil
prices during the period from January through early March 2017 (on the ave-
rage $ 55 per barrel). As a result, over January—February 2017, the Russian
ruble gained more in nominal terms than the national currencies of nearly
all the other developing countries, coming second only to the Brazilian real
(growth by 6.7%).

According to our estimates, in early 2017 the real effective exchange rate
of the ruble, after having been close to the fundamentally justified level
throughout 2016, began to deviate from it, which has resulted in the ruble
being currently overvalued by approximately 5%. As a result, over the period
January—February 2017, the ruble’s real effective exchange rate gained 5.7%
relative to December 2016. So, a return of the ruble’s real effective exchange
rate to a ‘balanced’ trajectory® will require the ruble’s nominal weakening by
about 8%. This means that the fundamentally substantiated real effective ex-
change rate of the ruble amounts to Rb 62—64 per USD.

Thus, the medium-term risks of the ruble’s weakening remain relatively
high. The catalyst of its plunge may become the downward movement of oil
prices caused by the continuing discrepancy between of supply and demand
in the world oil market. The other potential threats are the economic slow-
down in China and the tougher monetary policy of the US Federal Reserve.
The latter may increase the attractiveness of US assets, thus triggering capital
outflow from the other developed and developing markets, Russia including.
All these factors are potentially fraught with inflation risks in 2017.

Another factor that has been responsible for the RF Central Bank exercis-
ing caution in its monetary policy is the inflation expectations of economic
agents. It should be noted that in February, the index of inflation expectations
of the population rose by 1.4 p.p. to 12.9% after a two-month long decline.

1 When the rate of inflation in Russia amounts to 4.6% (February 2017 relative to Febru-
ary 2016), and the average rate of inflation in Russia’s trading partner countries amounts to 2%.
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The question of just how rigid the in 20002017
current monetary policy should be re-
mains open. Thus, while in 2016 the growth rate of Russia’s money supply
(M2) had amounted to an average of 11.3%, in January 2017 it was 12.0%
relative to January 2016 (Fig. 2). In face of the current inflation slowdown,
this will mean accelerated growth of real money supply, which is not quite
compatible with the ‘monetary policy toughening’ hypothesis.

Thus, bearing in mind the existing risks of inflation processes acceleration
in 2017, the Bank of Russia will most likely continue to gradually soften its
policy, while taking into account the behavior of aggregate demand, inflation
expectations and the government’s budget policy.®
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2. BANK LIABILITIES ARE ON THE RISE
DUE TO INCREASING INDIVIDUAL DEPOSITS
M.Khromov

Growth of non-cash monies has been sustained in the main by that of indi-
vidual ruble-denominated bank deposits. The deposits and monies kept on
their bank accounts by organizations have been growing at a slower pace,
thus corresponding to the movement of their turnover in nominal terms. At
the same time, the relative share of term deposits in the total amount of or-
ganizations’ funds held in the banking system has been shrinking. This may be
a sign of reviving interest in investing in real production.

Over the first two months of 2017, the volume of ruble-denominated non-
cash monies (non-cash component of M2) remained practically unchanged?.
As of March 1, 2017, it amounted to 100.4% relative to its index as of the
year’s beginning. Thus, for the first time in several years, the seasonal mo-
ney supply plunge that occurred in early 2017 was offset by its growth, as
shown by the period-end results of Q2. Over the period of financial insta-
bility (2014-2016), the plunge of ruble-denominated non-cash monies over
the first two months of each year amounted to 1.2—-2.8%. In those years, the
seasonal factor’s effects were strengthened by the effects of devaluation —
the ruble’s weakening was followed by shrinkage in the demand for ruble-
denominated cash residuals. However, even prior to 2014, the movement
of money supply over each year’s first two months had always been nega-
tive — the seasonal decline in January was usually offset by growth towards
the third month’s end.

The growth of non-cash monies kept in ruble-denominated bank ac-
counts that occurred over the first few months of 2017 (relative to their last
year’s growth rate) translated in their higher annual growth rate, while the
total amount of ruble-denominated non-cash monies as of March 1, 2017
amounted to Rb 30.8 trillion. While their year-end growth index for 2016 was
9.9%, as of March 1, 2017 is amounted to 13.4% (relative to March 1, 2016).
The overall movement trajectory of this index since early 2016 has been rath-
er stable. Its year-end value for 2015 was 14.3%, and since then, it has been
hovering around 10-14%.

Among the main components of ruble-denominated non-cash monies in
the money supply structure, the highest growth rate, as before, was demon-
strated by individual bank deposits. Ruble-denominated bank accounts and
deposits of individuals demonstrated 0.7% growth since the year’s beginning,
while those of organizations shrank by 0.1%. By the end of February, the an-
nual rate of growth demonstrated by individuals’ monies rose to 16.2% rela-
tive to its 2016 year-end index of 14.2%. The growth rate of ruble-denomina-
ted non-cash monies held by individuals, similarly to that of the total amount
of non-cash monies, had largely recovered by the year-end of 2015, demon-
strating growth by 19.4% after the slowdown in 2014. Over the course of

1 Hereinafter, the money aggregate indices as of March 1, 2017 corresponent to the
Gaidar Institute’s estimates based on bank reports for February 2017.
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the opposite direction — over the period

from March 1, 2016 through March 1, 2017, the amount of foreign exchange-
denominated funds placed by individuals with banks gained 6.2% in US dol-
lar terms, rising to $ 91.4bn, while the amount of funds held in foreign ex-
change-denominated bank accounts by legal entities, on the contrary, shrank
by 6.0% to S 127.6bn. The movement of foreign exchange-denominated non-
cash monies in ruble terms remained negative over the past year due to the
ruble’s strengthening against major foreign currencies. This translated into
a shrinkage, by 1.1% in ruble terms, of the total amount of monies kept by
bank clients in their accounts over the 12-month period preceding March 1,
2017, as well as a reduced relative share of foreign exchange-denominated
funds in the total volume of funds kept in bank accounts and as bank depo-
sits by individuals and legal entities. As of March 1, 2017, the relative share of
foreign exchange-denominated bank deposits placed with banks by individu-
als declined to 22.3% vs. 29.1% a year earlier. As of the same date, the rela-
tive share of foreign exchange-denominated funds placed by legal entities
amounted to 37.4% vs. 47.7% a year earlier.

The substantial monies invested by organizations as bank deposits indi-
cate that there are no attractive ways of investing in real production. Howe-
ver, one positive sign has been the halt in the growth of term deposits placed
by legal entities, as demonstrated by the year-end results of 2016 and the
first few months of 2017. The relative share of term deposits in the total

11
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of 2016 it plunged to 30 days, and then to 29 days as of March 1, 2017. The
amount of monies held in settlements accounts remains stable relative to
business activity, corresponding to a 20—22-day turnover. At the same time,
in 2016 and early 2017, both the current accounts and term deposits of or-
ganizations demonstrated progressive de-dollarization. In early 2017, total
term deposits placed by organizations with banks amounted to approximate-
ly Rb 12 trillion. Considering the fact that bank deposits have been gradu-
ally losing their attractiveness as a form of investment following the ruble’s
strengthening and interest rate decline, in 2017 these monies can become an
important source of investment in fixed assets.®
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3. THE RUSSIAN INDUSTRY IN 2015-2016: WAS THERE ANY CRISIS?
S.Tsukhlo

The monitoring of a representative set of indicators of business surveys car-
ried out by the Gaidar Institute permits to identify the specifics of the 2015—
2016 crisis in Russian industry. Firstly, within the two crisis years the dynamics
of the main indicators (demand, output and prices) were rather weak which
situation was quite an unexpected one for observers and different from the
previous crises. Secondly, one could get psychologically prepared to the 2015
crisis several years in advance when the thesis of “the second wave of the
crisis” was introduced. The above factors formed the third specifics of 2015 —
Russian enterprises went through that crisis rather smoothly. Fourthly, the
only manifestations of the 2015-2016 crisis for Russian industry were a dra-
matic surge in the interest rate on bank loans and a collapse of investment
plans.

Rather unusual dynamics of the Russian industry in the 20152016 cri-
sis years coupled with an ambiguous estimate of the Rosstat’s official data
permit us to take a different view of the Gaidar Institute’s business survey
data. The main specifics of the Gaidar Institute’s business surveys consists in
the fact that a well-devised set of statistical indicators show what enterprise
managers think of the most important aspects of their enterprises’ business
activities. The above set permits to get a better idea of how the Russian in-
dustry went through the 2015-2016 period.

Aggregate (Integral) Estimates of the State of Russian Industry

Aggregate indicators built on the basis
of a set of initial indicators unique to the 30
Russian survey statistics give the initial
estimates and a general idea of the situ- 45 _
ation in the Russian industry. The indus-
trial optimism index is a traditional de-
rived indicator which is used in business
surveys, while the Industry Adaptability

03/07

10/10

08/14
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Index (normality) is the Gaidar Institute’s 15 1
new elaboration which permits to reveal
the specifics of the 2015-2016 period. 30 |

The industrial optimism index has 1210
shown that the initial estimates of the -45 :?9/9}8:::}:::1::: ——
situation in Russian industry in 2015 1/97 1/99 1/01 1/03 1/05 1/07 1/09 1/11 1/13 1/15 1/17

were far from being crisis ones. The in-

dex remained in the positive zone and Fig.1. The Gaidar Institute’s Industrial Optimism Index, 1997-2017
its value even improved as compared to

November-December of the previous year. The indicator’s subsequent fluctu-

ations took place due to panic sentiments of officials and analysts who pub-

licly got prepared to the crisis on the pattern of that in 2008—2009. However,

a downturn in enterprises’ sentiments turned out to be a small one, quite
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comparable to the indicator’s values in the period between the crises and
was overcome soon. As a result, though the aggregate indicator was in the
negative zone it never amounted to its worst inter-crisis values (Fig. 1). In
August 2015, the Gaidar Institute’s aggregate index attained its local (2015)
maximum under the influence of statements that “a rebound from the crisis
bottom” was to take place soon. But the rebound which never materialized
resulted in the local (crisis) minimum in February 2016.

From the beginning of Q2 2016, the surveys pointed to improvement of
the situation in the Russian industry. In November 2016, with small inter-
ruptions the index of optimism amounted to the five-year (!) maximum. It
seems that the 2015-2016 crisis is over. At the same time, an extremely
negligible drop in the industrial optimism index in 2015-2016 as compared
to the results of September 1998 and December 2008 calls into question
the definition of the 2015-2016 period as a crisis in the Russian industry.
The above thesis is completely underpinned by the dynamics of another
aggregate indicator received on the basis of the Gaidar Institute’s surveys,
that is, the Industry Adaptability Index (normality).

The Industry Adaptability
Index (that is, assessment of
the situation as normal and de- The 2008-2009 The 20142016
viations therefrom) permits to 8 1 e
broaden comprehension of the
2015-2016 crisis in the Rus- 60 The 1998 default

100

2015
sian industry. Firstly, according
to the estimates of enterprises 40
no crisis and abnormal things
took place in the Russian in- 20 S P B
dustry either in 2015 or 2016. 88889588855955888555888385
The index remained confidently §883888888888888szs8s38¢38¢8

high (Fig. 2). It is to be noted

that the Russian industry’s es- Fig. 2. The Industry Adaptability Index (normality), 1994-2017, %
timates of Q1 2015 — the most

difficult period in emotional terms — were not that panic as those of Russian

officials and observers. Proceeding from the above, an extraordinary conclu-

sion can be made: the industry adapted itself for long and quite confidently

to the actual dynamics of the past few years. More importantly, the Indus-

try Adaptability Index shows that from the end of 2010 the Russian industry

maintained a high level of adaptation to economic conditions which used to

be formed in each quarter of that period.

In the 2011-2015 period, the Industry Adaptability Index was within the
range of 68-72%. In the above period, the maximum reduction amounted to
2 points, while the worst values of the indicator (68%) were received late in
2013 and early in 2014, rather than in the crisis year of 2015. Also, late in the
crisis year of 2016 the Industry Adaptability Index amounted to its absolute
maximum (75%) in the entire period of calculations (1994-2016). Enterprises
got completely accustomed to the realities of the Russian economy and eco-
nomic policy.

The Dynamics of the Most Important Indices

Let us review the dynamics of estimates of individual indicators of Russian
industry during the two crisis years.
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According to the initial data on the situation of Russian industry early in
2015, there was not much evidence of a crisis. The actual dynamics of de-
mand and output, estimates of volumes of finished goods and hiring plans
were typical of January and looked optimistic amid the prevailing pre-crisis
sentiments. However, forecasts of demand, output plans and investment
plans failed to gain that extent of optimism which was typical of the begin-
ning of a year. However, according to the results of Q1 2015 the industry
managed to escape a crisis slump in production.

Amid lay-offs in other sectors of the economy and with slowdown of
growth in wages and salaries, the Russian industry gained in general more
opportunities of handling its personnel-related issues. According to surveys,
as early as Q1 2015 (when crisis sentiments reached their utmost) a quarter
of industrial enterprises experienced personnel shortages to maintain their
output at the current level, while 15% of enterprises expected preservation
thereof in the short-term prospect with forecasted changes in demand taken
into account. In such a situation, it looked quite logical that positive dynam-
ics of employment were attained in March 2015 (that is, the share of hiring
reports exceeded that of lay-off reports), though it was not quite typical of a
crisis.

In the 2015-2016 period, in terms of employment, Russian industry man-
aged to escape a crisis surge in the rate of redundancy as it happened in the
pre-default years and during the 2008-2009 crisis. Secondly, in the above pe-
riods the industry hardly managed to maintain the balance between the es-
timates of the existing number of its workers and those of small labor short-
ages, that is, industrialists responded more often that “it was insufficient”,
rather than “more than sufficient”. Thirdly, the extent of labor shortages for
the current output to be maintained exceeded largely that of shortages in
other resources (capacities, raw materials and loans). Fourthly, in the 2016
crisis year the industry succeeded in gaining its historical maximum in normal
(sufficient) provision of its needs with personnel: the index rose to 78%.

Enterprises’ estimates of production capacities in the 2015-2016 period
did not have much evidence of a crisis, either. Firstly, as in case with a number
of workers the industry managed without a crisis revision of estimates of in-
stalled capacities towards their excessiveness. This indicator remained at the
level of the 2012—-2014 period and amounted to 24%, which means that nearly
a quarter of Russian industry in the 2012—2016 period believed that their out-
put capacities were excessive due to expected changes in demand. Secondly,
the balance of estimates of capacities in the 2012—-2016 period was stable, too,
but was drawn up by the industry with large surplus (unlike the balance of esti-
mates of the number of workers). In other words, in industry there were much
more enterprises with excessive capacities than those lacking them.

Estimation of output capacities was influenced among other things by a
rather high utilization of production capacities. According to the data of the
IEP surveys, the average annual utilization of capacities during the crisis did
not change much as compared to the pre-crisis period and amounted to 66%
and 67% in 2015 and 2016, respectively. However, it is to be noted that at
present the Russian industry is capable of increasing utilization of its capaci-
ties to 82% using the equipment in a normal mode without investments be-
ing made and producing competitive products.

Estimates of volumes of finished products showed no evidence of a crisis
of sales in the 2015-2016 period, either. As never before, the industry ma-
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naged to control successfully the volumes of finished products. In Q1 2015
(that is, at the very beginning of the crisis), the share of normal estimates of
supplies of finished products remained at its historical maximum level (70%
of that achieved in 2014), while the average quarter balance of other esti-
mates turned out to be zero. In other words, in the 1992-2014 period Rus-
sian industry had such good supplies of finished products as never before
and, most importantly, those supplies were not typical of a crisis at all.

A similar non-crisis situation was observed in evaluating by enterprises
of volumes of primary products and materials. The beginning of the 2015—
2016 crisis did not cause any changes in estimates of volumes of such prod-
ucts, while in Q3 2016 the share of estimates of volumes of primary products
and materials as normal amounted to the historical maximum of 80%. As
never before, Russian industry was well supplied with primary products, ma-
terials and utilities for the current output to be maintained and even modi-
fied. Russian industry placed “the lack of primary products and materials” on
the 12—13 place in the rating of 17 limitations of industrial growth (as per the
version of enterprises).

The first place in the rating of industrial growth limitations is tradition-
ally occupied by “insufficient demand”. However, in 2015-2016 that factor
(that is, a negative effect on output) was mentioned less than in the 2012-
2014 period and much less than in 1994-1998 and 2009 crisis years for Rus-
sian industry. Direct estimates of the volumes of demand ranged as “above
norm”, “normal” and “below norm” show that a majority (though a minimum
one) of enterprises were satisfied with volumes of demand on their products
during the two “crisis” years.

What was the Actually Crisis Like for the Industry?

It is to be noted that the 2015-2016 crisis created anyway problems for
the Russian industry, but only in two fields which a majority of enterprises did
not regard as the most important ones in crisis conditions.

Enterprises’ estimates showed dramatic growth — which is typical of a cri-
sis —in loans being unavailable. From September 2014 till February 2015 that
index rose 30 points up and amounted to the crisis maximum of 45%, that is,
the percentage of enterprises which believed that loans were unavailable to
them in the beginning of 2015. However, the maximum in question is much
(20 points) lower than that of the previous crisis when loans were unavailable
to 65% of enterprises. So, the crisis of lending in 2015-2016 turned out to be
smoother than in 2008-2009. Early in 2017, the rate of both unavailability
and availability of loans returned to the pre-crisis level.

It is to be noted that even at the peak of the 2015-2016 crisis the shor-
tage of loans was far from being the most painful problem for the Russian
industry. According to the version of enterprises, the above factor hindered
output growth with maximum 10% of enterprises and rose only to the 12t
place in the rating of 17 limitations of industrial growth. It is to be noted that
the weak ruble was a more wide-spread limitation of output growth during
the current crisis — up to 36% of enterprises pointed to that factor, so, accor-
ding to the version of enterprises it was rated the third in the above rating of
industrial growth limitations.

A crisis slump was registered by surveys in enterprises’ investment plans,
as well. As applied to the above index, the word “crisis” can be used with-
out inverted commas and reservations as a drop in investment plans of the
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industry amounted to 43 points (the balance collapsed to -36 points). But
according to our monitoring, that crisis actually began after Russia entered
“a war of sanctions” in August 2014. In subsequent six months, the Russian
industry’s investment plans steadily gained pessimism, having fallen to the
crisis minimum by February 2015. It took enterprises almost two years to
overcome it. Though as early as March 2016 the industry was close to at-
taining a positive balance of investment intentions, statements made by the
authorities on a delayed nature of the crisis probably prompted enterprises
to adjust their plans and the balance explicitly became positive only in the
beginning of 2017.@®
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4. RISKS OF THE NEW STAGE OF THE REFORM
OF BUDGET-FUNDED ENTITIES
A.Zolotareva

The reform to switch over from budget financing of state-financed entities to
payment of their services on the basis of unified cost standards was declared
more than a decade ago, but actually launched only in 2016. At the new stage
of the reform, it is planned to give up the practice of financing budget-funded
entities and switch over to a state order for social services being placed on a
tender basis. The above plans entail serious risks of the budget-funded institu-
tion network shrinking unchecked, state property dilapidating and the quality
of social services getting worse. To reduce these risks, it is necessary to turn
down the entire range of measures envisaged by the reform.

A switchover from budget financing of state-financed entities to payment
of their services on the basis of cost standards was planned more than a de-
cade ago!. The reform pursued the following two objectives: first, to create
motivation for public institutions to cut costs and, second, to ensure condi-
tions for competition between public and private entities for budget funding.
However, until recently budget financing was abandoned rather formally in
most sectors because subsidy volumes for each entity were determined on
the basis of individual cost standards for services, that is, standards were ad-
justed to actual volumes of funding which existed before.

In 2016, a switchover to a state order being financed on the basis of uni-
fied cost standards for services began and adjustment ratios were introduced
to take into account differences in types and conditions of activities of enti-
ties of the same profile?.

The scope of entities’ costs to be taken into account in calculating of stand-
ards is growing and in the short-term prospect the standard is to include all
the costs except real property depreciation®. So, at present costs related to
purchasing of particularly valuable movables are financed by means of subsi-
dies for other goals and that makes it possible to take into account the extent
entities were initially provided with such property. From 2018, standards are
expected to include costs on provisions to be made for complete rehabilita-
tion of particularly valuable movables, so disparities in entities’ financial re-
sources are inevitable.

The share of notionally permanent property maintenance costs, which
compensation is guaranteed to entities regardless of the number of con-
sumers keeps falling, while from 2019 it is planned to give up completely
compensation of costs on property which is not utilized in carrying out of
the public order. It means that with the state order volumes reduced entities

1 Resolution No.249 of May 22 of 2004 of the Government of the Russian Federation
on Measures Aimed at Upgrading Efficiency of Budget Expenditures.

2 See Article 69.2.5 of the Budget Code in the version of Federal Law No.406-FZ of
December 29, 2015.

3 Resolution No.640 of June 26, 2015 on The Guidelines of Formation of the State
Order for Provision of State Services (Fulfillment of Jobs) by Federal State-Owned Entities and
Financial Support of the State Order.

18



4. RISKS OF THE NEW STAGE OF THE REFORM OF BUDGET-FUNDED ENTITIES

may lack funds to pay costs related to reasonable property maintenance. The
above may result in dilapidation and potential loss of property. From 2017,
cost standards for fulfillment of jobs were introduced, too. With the above
measures implemented, entities may find no financial reserves to cover costs
which exceed for objective reasons the average level.

A permanent expansion of the scope of state entities’ expenditures in-
cluded in standards is justified by the government’s intensions to motivate
private providers to compete with state entities for budget funding provided
in compliance with those standards. Also, the frameworks of such a compe-
tition were elaborated on. In 2016, the State Duma passed in the first rea-
ding the draft law?, under which distribution of state order volumes between
budget-funded entities based on capacities thereof should be replaced by
tenders for the right to render state (municipal) services in which budget
funded and private entities could participate on an equal basis. To make their
positions equal, it is necessary to withdraw from entities’ operating manage-
ment the state property and include average costs on leasing thereof in cost
standards. The RF Ministry of Finance is going to apply the above measure
from 20192

A large number of state-owned entities may find themselves on the down-
ward path with the quality of their service to households getting seriously
worse as a result of gradual implementation of the above plans. If it happens,
it would be quite a problem to make investment spending and retain capi-
tal assets and personnel. Households’ solvent demand in services rendered
traditionally by budget-funded entities is insufficient to make up for possible
demand fluctuations. With the public sector reduced, the government will
have at best to buy at the same price services of inferior quality from fleeting
and substandard providers, while at worst to increase prices because it can-
not impose unfavorable conditions of the state order on private providers (in
case of state-owned entities such a practice is feasible).

To avoid such developments, it is important to review plans of the reform
of budget-funded entities and give up the most radical measures, including
the following:

1) the idea of the state order for social services being placed on market
terms. Attraction of private providers for those purposes should not be a goal
in itself and restructuring of the budget-funded entity network is not to be
carried out erratically under the effect of the current market situation. As
long as a state (municipal) institution functions, it should be funded as saving
of funds on property maintenance is a kind of economic mismanagement. If
a budget-funded entity works below capacity due to insufficient demand on
its services, it should not be the case for funding being automatically cut to
that entity. It is necessary to identify factors behind this situation and find
the ways of dealing with it (they may range from liquidation of an entity if it
is no longer needed for objective reasons to provision of better funding to
upgrade the quality if its services). Priority financing of budget-funded insti-
tutions does not exclude the prospect of private providers being attracted
for rendering state services where necessary (for example: in case of a lack
of a certain profile entities in the area; for rendering of services which are

1 Federal draft law on State (Municipal) Order for State (Municipal) Services in the
Social Sphere.

2 Report of the Ministry of Finance on The Main Guidelines for Upgrading Efficiency
of Federal Budget Expenditures, 2015. P.51. http://minfin.ru/ru/.
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not included in the state order; in case of services being rendered against
certificates issued to consumers for payment of services of the provider they
select);

2) the idea of replacing the right to operating management of the state
property which is at budget-funded entities’” disposal with the right to leas-
ing. It is inadvisable not only because there is a risk of property being with-
drawn from budget-funded entities in case of insufficient subsidies to pay
rentals, but also because in actual practice it would be impossible to with-
draw from them the property which they cannot pay for or utilize efficiently;

2) the idea of further expanding of the scope of costs accounted for in
cost standards for service-provision. On the contrary, it would be expedient
to narrow the scope of such costs compared to the existing legislation. They
may include only those types of costs which value varies depending on the
number of consumers (the volume of services provided). These are mainly
costs on labor remuneration and purchasing of inventory and property uti-
lized in providing of services. Notionally permanent costs on property main-
tenance should be financed regardless of the volume of services rendered by
an entity;

3) the idea of financing of jobs on the basis of standards. It is impossible to
unify costs of jobs of the same type which differ by scope, quality, material in-
puts and labor resources required for fulfillment thereof. It is obvious, for ex-
ample, that no adjustment ratios can take into account differences in the cost
of production of movies or restoration jobs, so, they require budget funding.

The disadvantage of the measures proposed consists in the fact that if
they are implemented the role of standards as drivers behind both growth
in service volumes and reduction of costs will greatly diminish. However, the
standards’ motivating effect can be seen only in the free competition envi-
ronment, which is infeasible in the social service domain where the state is
the main customer. Being the monopolist, the state can only imitate a com-
petitive environment by replacing the state order with tenders for selection
of providers, but cannot ensure real competition because winners of such
tenders are determined by a state authority which currently distributes the
state order. As the state pays for social services without being a consumer
thereof, the quality criteria of selection are not very effective. One can hardly
expect distribution of budget funding on a tender basis with participation of
private providers to stimulate upgrading of the quality of social services. On
the contrary, there is a risk of the state order for social services distributed
on a tender basis to be regarded as a method of cutting budget expenditures
and founders may be instructed to select a provider on a price basis. In such
a case, private providers may oust state entities from the market by means of
a dumping to impose on the state their own conditions later on.

In our view, the above considerations show that the idea of placing the
state order for social services on market terms, as well as the idea of eco-
nomic motivation of state-owned entities to cut costs and increase volumes
and quality of services has no prospect. Upgrading of quality and reduction
of costs on social services should be ensured by setting of higher responsi-
bility of customers and providers of services for the outputs of their activity,
rather than through phantom competition. The effective legislation provides
for evaluation of the quality of social services with consumers’ opinion taken
into account. The state authorities are required to promptly and adequately
react to the outputs of such evaluations.@
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