
Chapter 1. Investment Processes in the Russian Economy and Regions in 1992–2001

The analysis of the dynamics of general economic indicators in Russia and individual regions over the last decade was the starting point of this study. The analysis of changes in the macroeconomic proportions of the Russia’s economy permitted to reveal a number of key factors significantly affecting the nature and dynamics of transformational shifts at all levels of the hierarchical structure of the economy. The study of general trends of development of the Russia’s economy contributed to deeper understanding of the role played by individual territories and subjects of the Russian Federation, and their contribution to gross regional product (GRP), and allowed to define more clearly the specifics of investment policies.  

1.1 Current Situation of the Investment Sphere 
A. General Characterisitc of Dynamics and Structure of Investment

The gradual deceleration of economic growth rates in the former USSR, including Russia, associated with a steady decline of efficiency of the utilization of the key factors of production, started in the second half of the 1970s. That period brought into a particularly sharp focus the discrepancy between the production machinery and technologies and the investment policy proportions observed in the basic sectors of the national economy. The persistent trend toward falling capital productivity was enhanced by unjustified redistribution of resources in favor of the investment component. Imbalances piled up in production, consumption, and financing, and the producers’ enthusiasm for innovations subsided. Annual GDP growth rates in 1986 through 1990 were at 1.9 per cent as compared with 3.1 per cent in 1981 through 1985. In 1990, for the first time in almost 50 years there was registered a 3.0 per cent downfall of GDP, while industrial production stabilized. In 1991, the effect of negative factors increased and there appeared a pronounced trend towards economic slump. GDP amount fell by 9.8 per cent in comparison with 1990 figures, while industrial production decreased by 8.0 per cent. 

The situation was aggravated by deteriorating indicators of investing activities. A traditional administratively managed economy is characterized by outpacing rates of investment in fixed assets as compared to GDP production dynamics. A key principle of planned economy is the determination of limits of capital investment. At the background of low efficiency of fixed capital utilization, the tight regulation of amounts and structure of investment in the real sector of economy was a factor constraining economic growth. After the start of “perestroika” of the Russia’s economy in 1986 through 1990, when restrictions on economic activities were partially lifted, there was registered a surge of investing activity, and the rate of growth of investment in fixed assets increased to 6.6 per cent as compared with 3.5 per cent in 1981 through 1985. However, the excessive growth in investment at that time not supported by an adequate expansion of domestic demand negatively affected the standing of the monetary and budgetary systems. In 1991, there was registered a 15.5 downfall in investment as compared to the figures observed in the preceding year. 
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Figure 1.1. Changes in the dynamics of gdp and investment in fixed assets 
in 1951 through 2001, in % of the preceding year

The investment situation at the first stage of reform was shaped by two groups of factors. The first group included the factors rooted in the structural deformity and technological backwardness of the Russian economy, targeted on an extensive utilization of resources and preservation of a heavy extra-economic burden. The second group of factors took shape in the course of the radical reform aimed to liberalize the economy and the implementation of a system of program measures aimed to restructure the Russia’s economy. 

Table 1.1

Dynamics of Key Indicators of Investing Activities, 
in % of the preceding year

	
	1992
	1993
	1994
	1995
	1996
	1997
	1998
	1999
	2000
	2001

	GDP
	85,5
	91,3
	87,3
	95,9
	96,6
	100,9
	95,1
	105,4
	108,3
	105,0

	Total investment in fixed assets 
	60,0
	88,0
	76,0
	90,0
	82,0
	94,5
	93,3
	104,5
	117,4
	108,7

	Including: 
	
	
	
	
	
	
	
	
	
	

	  Sector of goods 
	56
	77
	64
	83
	82
	97
	82
	109
	116
	107

	  Sector of services 
	66
	102
	89
	93
	84
	93
	92
	103
	118
	109

	Commissioning of fixed assets 
	59
	86
	73
	95
	94
	95
	96
	106
	121
	110,9

	Amount of construction works 
	64
	92
	76
	94
	84
	94
	95
	105
	111
	109,9


Source: RF Goskomstat 

The most acute stage of the investment crisis experienced by the Russia’s economy was observed in 1992 through 1994. The most important factors affecting the general economic situation over this period were high inflation rates, non-balanced monetary policy, soft budgetary constraints, and practically total lack of market economy institutions. 

Aggregate supply shrank as domestic effective demand was falling due to diminishing real household incomes resulted from liberalization of prices taken place in 1992 and a slow adaptation of producers to new price proportions and economic environment. 

In the uncertain market situation the outpacing growth in prices of construction materials, machinery, and equipment contributed to the trend towards a decrease in demand for investment goods and construction-related services. In 1992 through 1993, price indices in mechanical engineering rose 285 times, and in construction materials industry 357 times, while the general rise in producer prices made 338 times in industry and 187 times in construction. Exactly this period accounted for the most pronounced downfall of investment and construction works. 

A factor behind the aggravating crisis in the investment sphere was inadequate behavior of producers in the changing economic environment. In the economy, there was registered a collapse of investment in fixed assets. Investment fell by almost 60 per cent over three years of reform. 

The process of gradual adaptation of the economy to the changing economic environment took place at the background of slowing down rates of downfall in production and investment. As illusory hopes for persistence of traditional production proportions vanished, there started the process of formation of a new structure of supply adequate to the amount and structure of effective demand. The economy formed necessary prerequisites both for stabilization and future economic recovery, and formation of an efficient structure of production. 

Among key factors affecting the character of investment policy, there shall be singled out the transformation of ownership forms. Changes in the institutional structure occurred rather intensively. The reform was started when all production in the Russian economy was in the state ownership. As a result of privatization and formation of joint-stock companies, the nonpublic sector rapidly captured dominating positions and went on to reinforce its influence in all business areas, stimulating structural changes at both the macro and micro levels. 

Nonpublic forms of ownership started to play the decisive role in the investment process. The share of nonpublic sector of the economy in GDP production was at almost 75 per cent as compared to 52 per cent in 1993. The number of those employed by the nonpublic sector made over 60 per cent of the total number of employees in the national economy in year 2000, while the number of employees at state-owned enterprises fell by almost 31 percentage points in 1992 through 2000. Fixed assets in nonpublic ownership made 58 per cent in 2000, as compared to 9 per cent on the eve of reforms. The specific weight of nonpublic ownership in the investment sphere increased from 49.8 per cent in 1993 to 76.9 per cent in 2000. 

The formation of a principally new institutional structure was a major result of the first stage of transformation of traditional planned and administrative management system into an open market economy. At the same time, it shall be stressed that the transformation of  ownership forms took place at the background of falling rates of investment in the real sector of economy. The forming institute of private investors could not yet compensate for the sudden withdrawal of the state from the capital market. 
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Figure 1.2. Fixed Assets as Broken Down by Ownership Form 
in 1970 through 2000, in % of the total
Table 1.2.

Investment in Fixed Assets, Employment, and GDP Production 
as Broken Down by Forms of Ownership, in % of the total

	
	Investment in Fixed Assets
	Employment
	GDP

	
	1993
	1995
	2000
	1993
	1995
	2000
	1993
	1995
	2000

	Economy, total
	100
	100
	100
	100
	100
	100
	100
	100
	100

	Including (by ownership form)
	
	
	
	
	
	
	
	
	

	State and municipal 
	63,2
	37,6
	27,6
	53,0
	42,1
	37,9
	48,0
	30,0
	25,4

	Private 
	12,1
	13,4
	31,2
	28,1
	35,6
	46,1
	17,5
	24,7
	27,3

	Mixed (without foreign participation)
	22,1
	46,2
	29,6
	17,6
	22,2
	12,5
	33,0
	43,5
	45,3

	Foreign and joint Russian and foreign
	2,5
	2,7
	11,4
	0,4
	0,6
	2,7
	0,6
	0,8
	1,2


Source: RF Goskomstat.

The financial crisis of October of 1994 stressed the necessity to adjust financial and economic policies. The transition to and consistent implementation of moderately tight monetary policy predetermined major specifics of investment processes in 1995 through 1998. The dynamics and structure of the economy were positively affected by the increasing share of Russian currency in the aggregate money supply, a steady slowdown in the rate of decline in industry, a stronger ruble against the dollar. The economic situation was further favorably affected by intensively growing of foreign trade turnover and persisting active trade balance. At the same time, there increased the negative effect of such factors as budget deficit, high rates of domestic state borrowing, deteriorating financial standing of the real sector, loose tax discipline at all levels of the economy. The measures to rein back inflation by limiting the money supply, without adequate control over payments in the economy, encouraged negative developments. Various “surrogate money” (bills of exchange, tax exemptions, commodity credits) and barter between enterprises had reached alarming proportions in the circulation structure, reducing still further the taxable base and thinning out the real flow of revenues into the budget. 

The economic situation in 1995 through 1998 may be characterized as a stage related to the shaping of an entirely new reproduction model. In 1997, for the first time over the period of reform, there were registered positive dynamics of GDP and manufacturing. The analysis of development of the economy over this period reveals that exactly low investment activity and lack of significant shifts in the structure of production capacities were in fact responsible for the reproduction of existing proportions and restrained diversification of production. Besides, domestic producers were lacking competitive advantages on the domestic market due to the ratio between Russian and foreign currency.  The structure of commodity resources of consumer market, and material and technical market had demonstrated a stable trend towards an increasing share of imports since 1992. In 1995 through 1998 imports made almost 50 per cent of the total amount of commodity resources in retail trade. 

The trend towards lesser utilization of even competitive production capacities and extremely reserved investment policy pursued by the Russian business corresponded to the conditions of the transformation of the structure of demand. Investing activities of enterprises was mainly limited to functions aimed to maintain production mechanism. Yet another factor behind the outflow of potential investment funds from the real sector was the processes of intensive development of the financial sector of economy and growing effectiveness of operation on monetary and forex markets. 
In spite of lower business activity in the real sector, changes in the structure of investment in fixed assets developed rather rapidly. In the course of market reforms much hope was placed with the development of residential housing construction and related complex of social services. Indeed, according to the analysis, redistribution of investment in this sector of economy was a factor determining moderate rates of downfall in business activity in the sector of services. In 1992 through 1995, the share of investment in the residential housing construction demonstrated a persistent trend to growth. While in 1970 through 1990, housing construction accounted for 16 per cent of the total investment, in 1992 through 1994 this share increased to 30 per cent, what made more than 60 per cent of total investment outlays in the sector of market services. The change in proportions between industrial and residential construction determined major trends of transformational shifts in the investment sector of the economy. Shrinking demand for construction materials in industrial construction was counteracted by processes of diversification of production and growing output of products for housing construction. These processes were initiated by an intensive development of individual housing construction and growth of private business in this sector of economy. In the industry of construction materials there was observed an increase in the number of enterprises and jobs at enterprises oriented towards the introduction of innovative technologies and development of import substituting production. The most noticeable growth of enterprises was registered in production of wall and roofing materials, construction ceramics, and products from polymeric raw materials.  

The progress of positive trends developing in 1995 through 1997 was first checked and later completely neutralized by changes in the business situation on world financial and commodity markets. Over the years of reform, the Russia’s economy has to some extent integrated in the global economy, and, naturally, the situation on financial and commodity markets influenced the dynamics of economic development. Since October of 1997, the Russian economy had begun to demonstrate first signs of a slump in production. While at the first stages the situation could be controlled, since early 1998 there were observed a constant development of negative trends both in the real and financial sectors of the economy. In August of 1998, the financial crisis became all too apparent. In 1998, GDP fell by almost 4.9 per cent and investment in fixed assets by 12 per cent in comparison with 1997 figures. Accelerating rates of downfall resulted in investment to fixed assets in 1998 making only about ¼ of the pre-reform figures registered in 1991. 

However, the pessimistic prognosis about production prospects made at that time proved wrong. The accumulated potential of the Russia’s business and the Ruble devaluation created incentives for a growth in production at the expense of price advantages of domestic products over similar imports. Domestic producers successfully used the changes in the competitive environment, what permitted the industry to set on the growth trajectory. As a result of the Ruble devaluation and changes in the structure of effective demand in the economy, the trends towards the development of import substituting and export oriented production had intensified.   

In 1991 through 2001, the Russia’s economy was characterized by exceptionally high rates of growth (highest ever over the last decade). A specific feature of the recovery of the Russia’s economy was outpacing rates of investment in fixed assets as compared with the dynamics of key social and economic indicators. In 2001, the increase in investment in fixed assets made 33.3 per cent as compared with 1998 figures, while GDP grew by 20.6 per cent and gross industrial output increased by 24.4 per cent. The economic recovery took place at the background of favorable foreign trade situation and internal social and economic stability. Accelerating rates of economic growth were registered across practically all macroeconomic parameters. The growth in production of goods was supported by the infrastructure of the sector of services, which had developed over the years of reform. Commercial freight turnover increased by 14.7 per cent as compared with figures registered in 1998, while wholesale trade increased by 25.5 per cent, communication services – by 73.3 per cent. In 2001, the index of growth in retail trade turnover made 107.4 per cent to the pre-crisis level observed in 1997. 
Actual rates of growth in the real sector of the economy in 2000 and 2001 were significantly above the objectives, set by budgets of respective. Although the outcome of economic operations in year 2000 was, certainly, successful, the look across key indicators of social and economic development reveals that the Russia’s economy has not overcome the consequences of the downfall in production caused by the crisis taking place in October 1997 through August of 1998 yet. In spite of active social policy, key living standard parameters remained considerably below indicators registered in 1997. In 2001, the real household incomes made 84.0 per cent of 1997 levels. The clearly pronounced asymmetric growth in production, household incomes, and final demand taking place at the background of the economic surge does not allow to appreciate the economic situation unambiguously.

Investment Expenditures: Dynamics and Structure 

The analysis of retrospective trends reveals that the crisis in the Russia’s economy took place at the background of unprecedented downfall in investment demand. 

Over the last decade, the investment in fixed assets had fallen almost four times, while the share of gross accumulation in GDP decreased by 20 percentage points. A more even decrease in end consumption of households and the government resulted from the redistribution of accumulation resources in favor of these components of GDP. 

Table 1.3

GDP Utilization Structure in 1992 through 2001, in % of the total

	
	1992
	I993
	1994
	1995
	1996
	I997
	1998
	1999
	2000
	2001

	Utilized GDP
	100
	100
	100
	100
	100
	100
	100
	100
	100
	100

	Including:
	
	
	
	
	
	
	
	
	
	

	Expenditure for final consumption
	49,4
	64,2
	69,6
	71,2
	71,4
	74,8
	76,6
	68,2
	62,5
	66,5

	Including:
	
	
	
	
	
	
	
	
	
	

	   Households
	33,7
	40,9
	44,1
	49,3
	48,8
	50,0
	54,6
	51,6
	46,1
	49,3

	   Government
	14,3
	17,9
	22,5
	19,5
	20,2
	21,3
	18,7
	14,4
	14,4
	14,5

	  Gross accumulation
	35,7
	27,8
	25,8
	25,3
	24,5
	22,3
	16,2
	15,0
	17,1
	20,1

	Including:
	
	
	
	
	
	
	
	
	
	

	 Gross Capital accumulation
	24,7
	21,0
	22,0
	21,2
	21,1
	19,0
	17,7
	15,8
	17,8
	19,5

	  Net exports 
	14,4
	8,0
	4,8
	3,5
	4,1
	2,9
	7,2
	16,8
	20,4
	13,3


Source: RF Goskomstat 

Since investment expenditures are more volatile than consumption, the understanding of changes in their dynamics and structure are of paramount importance for the understanding of regularities of business activity. The nature of gross accumulation, or investment expenditures in GDP are not homogeneous. Generally, the aggregate investment demand may be presented as changes in goods and material inventories, business investment in fixed assets per se, and investment in housing construction. The ratio of these components is rather volatile and determines the specifics of formation of investment in fixed capital over the period of reform. 

Accumulation of stocks of goods and materials (raw materials, uncompleted construction, goods) depends on the aggregate impact of the factors related to business situation. In the course of the assessment of this component of investment demand, it shall be taken into account that it rather significantly fluctuates in the structure of GDP. At the initial stage of structural transformations the incentives for the intensive accumulation of raw materials and products included high investment expectations on the part of producers. A characteristic feature of 1992 and 1993 was the use of resources of gross fixed capital accumulation for the hoarding of goods and materials. Later, the dynamics of hoarding became negative at the background of shrinking domestic effective demand and gradual deceleration of inflation rates. The share of goods and material resources decreased from 10.7 per cent of GDP in 1992 to 3.3 per cent in 1997. In the situation of economic growth (1999 through 2000), as the ratio between inventories and amount of sales improved and markets became more predictable, there was observed further decrease in expenditures for formation of inventories. Growing domestic demand and falling goods and material resources facilitated the improvement of inter-enterprise payment system and decrease in interest costs related to the formation of such capital resources. 

Another decisive point for the analysis of investment is the determination of relationship between gross and net investment in fixed assets. Net investment does not include depreciation, i.e. decrease in fixed assets caused by wear and tear of fixed capital. Therefore, net investment measure increase in fixed assets over a given period. In the situation of unprecedented drop in investment and transition to simple reproduction of fixed capital observed in the Russia’s economy over almost a decade, the major source of investment is depreciation. The process of diminishing scope of net accumulation of fixed assets in the Russia’s economy has a long prehistory. 

A significant impact on dynamics and structure of gross accumulation of fixed assets in GDP had the specifics of accounting for fixed capital. The permanent revaluation of fixed assets in 1993 through 1996, which followed the liberalization of prices, was aimed to adjust the price imbalances of production factors. This procedure involved only calculation and did not concern the problems of technical and economic conditions of fixed assets. As a result, the share of depreciation in GDP increased almost twofold in comparison with pre-reform 1991 and totally determined the level of gross accumulation in fixed assets.  Gross accumulation in fixed assets in GDP made 21 per cent, while the share of depreciation in the structure of expenditures was about 11 per cent in 1993 through 1996. The growing gap between gross accumulation and investment in GDP was an evidence that depreciation was  mainly used for other purposes. In spite of measures taken to extend tax privileges, investment activity remained at a low level. The prolonged effect of this trend aggravated negative developments in the reproduction of fixed capital. There was registered  a certain deceleration of the rates of decrease in investment in industrial construction. In 1997, investment in fixed assets made less than 15 per cent of GDP and was a factor restricting economic growth over this period. 

In 1998, the cumulative impact of external and internal factors facilitated the trend towards a downfall in investment activity. Forced measures aimed to strengthen the exchange rate of the national currency and stabilization of the situation resulted in higher CBR rates, interest on collateral loans, and mandatory reserve requirements. Deteriorating investment rankings, growing risks, and a sharp deterioration of investment climate facilitated the increase in outflow of non-residential funds from the Russia’s stock market, what further destabilized the situation both in the financial and real sectors of the economy. After Ruble devaluation and default on the domestic debt business and investment activity plunged. In 1998, gross accumulation decreased by 31.3 per cent as compared with figures registered in the preceding year, while the share of investment in fixed assets in GDP was at 14.1 per cent of GDP (the minimal value registered over the years of reform). 

It shall be noted that practically all forecasts of economic development made immediately after the financial crisis of 1998 underestimated the capacity of the Russia’s economy to react to the devaluation with a sharp increase in production. It seemed more probable that many niches on the domestic market previously filled with imported goods would remain empty. However, a large number of imported products was successfully substituted by Russian similar goods. This result was achieved both due to changes in the structure of domestic  consumption, and the potential of growth in domestic industry accumulated over the years of reform. The Russia’s industry, the level of employed technologies, and the quality of labor resources proved to be able to produce a broad range of goods, the demand for which was earlier met at the expense of imports. 

The industrial growth in the Russia’s economy had a number of important signs permitting to view it as the beginning of recovery from a grave crisis related to the transition from planned to market economy. Sectors of the economy oriented towards the domestic market demonstrated the fastest rates of growth. In 1999, for the first time over the years of reform, there was registered an increase in output of light and food industries. In the investment complex, there was observed growing demand for capital goods as financial standing of enterprises improved and accumulation increased since the second half of 1999. 

The dynamics of development across individual sectors of the economy in 1999 were determined by a broad range of specific factors and conditions. Favorable changes in the business situation on world markets of fuel and mineral resources was a powerful factor behind the accelerating rates of growth in export oriented sectors of the economy. The recovery of positive dynamics in the manufacturing sector was related to a growing demand for domestically produced goods on the domestic market and intensive development of import substituting processes. There is no doubt that real depreciation of the Ruble had the most significant effect on the character of economic development at that time. Positive effects of devaluation are well known. They include import substituting growth in the real sector of the economy and increasing profitability of export orienting industries. Devaluation of the national currency and accompanying rise of domestic prices decrease the real wealth of economic agents denominated in the national currency. In this situation there is registered a decrease in current consumption coupled with accumulation of savings, what provides the economy with additional funds for expansion of investing activities. 

Table 1.4

Changes in Key Indicators of Investing Activity 
in 1995 through 2000 (in % of preceding year figures)

	
	1995
	1996
	1997
	1998
	1999
	2000

	Gross accumulation, total
	89,2
	79,4
	96,4
	71,3
	108,5
	117,3

	Including:
	
	
	
	
	
	

	 Fixed capital
	92,5
	82,8
	91,9
	90,6
	105,1
	115,5

	 Changes in tangible floating assets*
	69,6
	72,7
	108,9
	-
	-
	-

	 Net acquisition of values*
	
	-
	-
	68,4
	74,5
	117,0

	Commissioning of fixed assets
	94,6
	93,7
	95,0
	96,0
	106,4
	115,8


*) In cases where values of physical volume of an indicator in two comparable periods have different signs, or are negative, the index of physical volume is an irrational value and is not reflected in the table. 

Source: RF Goskomstat 

The favorable business situation in 1999 through 2001 facilitated the incentives for development and expansion of production. In year 2000, the share of savings in GDP made 33.6 per cent as compared with 26.9 per cent observed in 1999, and 19.0 per cent registered in 1998. Growing revenues guaranteed the compliance with obligations related to the prompt financing of budget expenditures and servicing of the public debt without unplanned borrowing on the domestic and external financial markets. A specific feature of changes in the structure of GDP utilization in 1999 through 2001 was an intensive growth in gross accumulation of fixed capital. 
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Figure 1.3 Shares of Gross Savings, Gross Accumulation, and Investment in Fixed Assets in GDP in 1992 through 2001, % of Total
Positive stable dynamics of production observed in 1999 through 2000 resulted in changes in the investment sector situation. In 1999 through 2001, there were registered outpacing rates of growth in accumulation and investment as compared with overall GDP dynamics. In year 2001, as compared with 1998 figures, gross accumulation increased almost 1.67 times, while GDP grew by 20.1 per cent. More brisk business activity in the Russian economy accounted for the fact that growth in investment demand generated almost one fourth of the volume of GDP. The investment rate increased from 14.9 per cent in 1997 to 17.7 per cent in 2001. However, the redistribution of GDP resources in favor of the investment component resulted in a more pronounced trend toward falling share of expenditure for final consumption. 

After a prolonged investment pause, the producers’ natural reaction to the growing demand was to more intensively use the accumulated production capacities at the expense of higher operating rates and reactivation of competitive reserve capacities. However, the reactivation of reserve and non-competitive capacities in the production did not permit to consistently follow the course toward import substitution and diversify export flows. In spite of the positive dynamics of investment growth, it turned out that pursuit of active structural and investment policies was impossible under existing technological, reproduction, and age conditions of fixed assets. As the scope of saving and accumulation grew, the problems of defining the strategies aimed to attract investment in sectors traditionally experiencing lack of competitive capacities gathered in importance. 
Under conditions of economic growth, it became apparent that investment management was not consistent with dynamic processes of restructuring of the Russia’s economy. The analysis of investment structure reveals that the high concentration of revenues within the export oriented sector determined the nature and dynamics of investment expenditures for reproduction of fixed capital. The problem of investment maneuver in favor of industries producing goods and services with higher degrees of value added, which would be able to increase the competitive effectiveness of the Russian economy, remains unsettled.  

The character of investment operations is most illustrative of the mixed developments taking place over last three years. In spite of extremely favorable combination of the world business situation and persisting effect of devaluation, the investment climate has hardly changed over two last years. High risks persisted due to instability of the legal environment. The lack of laws and regulations, which would guarantee the protection of ownership rights, development of corporate governance, fair competition, optimization of administrative regulation of markets, transparency of businesses, is the factor restraining investing activity of both domestic and foreign capital. 

The situation was aggravated due to the lack of a developed mechanism of capital flow and transformation of savings in investment. The analysis of the situation permits to state that the extremely slow process of bank and crediting institutions becomes a factor restraining economic growth. In 1999 through 2001, the investing activity formed under the influence of diametrically opposite trends. This situation accounted for the fact that in 1999 through 2001 investment operations developed under influence of quite opposite trends. On the one hand, there was registered a high rate of growth in investment and expansion of internal sources of financing, on the other hand, calculations reveal that the capital flight from Russia remained high. 

The formation of an investment model of economic development of Russia in the framework of a long term strategy shall be aimed at the elimination of these negative factors. 

As the open market economy is taking shape, the cumulative impact of external and internal factors of economic growth becomes more considerable. A comparative analysis of changes in GDP dynamics and structure over the years of reform reveals that while in 1992 through 1996 the growing external demand was a factor compensating for contraction of the domestic market. A sharp deterioration of business situation on financial and commodity markets observed in 1997 through the first half-year of 1999 was a factor behind the formation of a new wave of downfall in the Russia’s economy. However, this crisis did not result in a collapse and was rather effectively checked by higher business activity of Russia’s businesses. 

Simultaneous growth in domestic and external demand taking place in the Russian economy in 1999 through 2001 was a distinctive feature of the Russian economic recovery. On the one hand, almost twofold shrinking of imports as compared to the pre-crisis level of 1997 provided the room for an intensive expansion of domestic production and growing revenues of producers of goods and services. On the other hand, since the second half-year of 1999, economic growth based on the exceptionally favorable business situation on world markets. Outpacing rates of growth in external demand generated almost one fourth of the increase in the volume of GDP in the 3rd quarter of 1999 through the 3rd quarter of 2000. The share of net exports in GDP made 20.4 per cent in 2000, as compared with 16.8 per cent in 1999 and 7.2 per cent in 1998. 
In the course of analysis of the stability of the Russia’s economy, it is necessary to stress that the proportion of external and internal factors affecting the growth in production in 1999 through 2001 varied. 

While in 1999 the most important factor of production recovery was the Ruble devaluation, which increased the effectiveness of export operations, in 2000 the rising world prices of energy resources and non-ferrous metals took its place. Since the second half-year of 1999 it has been observed that devaluation effects were gradually wearing off, while the influence of the second group of factors noticeably weakened by end-2000. As a result, the dynamics of macroeconomic indicators registered over the year demonstrated that economic growth had been gradually decelerating. 
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Figure 1.4. GDP, Domestic, and External Demand: Changes in Dynamics in 1992 through 2001, in comparable prices, % of respective period
In year 2000, the volume of imports again grew at a faster rate than exports and GDP. Since the beginning of 2000, there was observed an increase in the share of imports in the structure of material resources of the consumer market and the market of material and technical products. Besides, the real Ruble appreciation facilitated the growth in imports. According to the RF Ministry of Economic Development, in 2001 net exports made 94.2 per cent of the level registered in the preceding year. While some deceleration of increase in the volume of exports may be explained by developments on world markets of raw materials, internal factors accounted for an intensive growth in imports over the year. 
A growth in export revenues considerably affected the character and proportion of production and final consumption. As the foreign trade situation changed, the priorities of economic policy shifted to the expansion of domestic demand.  

In 1999, production expanded at the background of low consumer demand caused by a sharp downfall in household incomes due to the Ruble devaluation. In 1999, real household incomes decreased and made 72.2 per cent of the level registered in pre-crisis 1997. The level of effective demand on the consumer market limited a further growth in production of goods and services. As a result, the aggregate expenditures for final consumption fell by 3.5 per cent over the year. In this situation, the government consistently pursued the course toward increase in wages, salaries, and pensions, what positively affected the nature of economic development. Since the 4th quarter of 1999, the household expenditures for final consumption were characterized by a stable trend to growth. An increase in the household final consumption accounted for almost two fifths of the increment in GDP in 2000 through 2001. It shall be stressed that the analysis of the development of the Russia’s economy over the decade reveals that the amount of household expenditures for final consumption reached the level registered in pre-reform 1991. 

C. Changes in the Investment Structure 
across Sectors of the Economy 

A distinctive feature of transformational shifts in investing activities is the change in proportion between the sector of goods production and the sector providing market and non-market services. The analysis of dynamics of investment and GDP across the sectors of economy reveals that in spite of the general trend towards the decrease in the amount of investment and production the downfall in the sector of services was less pronounced in comparison with dynamics observed in the sector of goods. In year 2000, the investment in the sector of services made 40 per cent of the level registered in 1991, while the sector of goods was at 16 per cent. 

The market of services formed under the influence of opposing trends. On the one hand, the downfall in production of goods initiated the decrease in demand for services of branches of the production infrastructure; on the other hand, the changes in the structure of demand facilitated trends towards the intensive development of new and transformations of traditional segments of the market of services. While the production of goods contracted by almost 40 per cent in 1992 through 2000, the production of services fell by only 11.6 per cent. The share of production of goods in GDP decreased from 61.8 per cent in 1991 to 46.8 per cent in 2000, while the share of service-providing industries increased from 37.2 per cent to 53.2 per cent respectively. 

In year 2000, the investment in the sector of services made 54.9 per cent of the total investment in the national economy (as compared to 43.0 per cent on the eve of reforms). The share of industries providing services related to the commissioning of fixed assets increased from 44.0 per cent in 1990 to 59.0 per cent in 2000. The redistribution of investment flows to the sector of services was accompanied by an increase in the share of infrastructure industries. The dynamic development of transport, communications, and the sector of information services was facilitated by an intensive process of investment and was a factor accounting for decelerating rates of decline in these sectors of the economy. In 1999 through 2001, the average share of transport, communications, and trade was at 1/5 of the total amount of investment in fixed assets, as compared to 12 per cent in 1992 through 1996. Over the years of reform, the share of transport in the structure of investment in the real sector of the economy increased almost twofold. While in 1992 the share of investment in communications was below 0.6 per cent of the total amount of investment in the national economy, in year 2000 it made 2.6 per cent. The intensifying investment activity in the infrastructure and growing demand for services provided by these sectors are the indicators of the economic potential for growth. Moreover, these developments indicate that the investment policy in this sector was primarily oriented towards the solution of perspective problems. A characteristic feature of the period from 1999 to 2001 was a trend toward the expansion of the market and the infrastructure of services, while tariffs were restrained. It permitted entrepreneurs not only to expand their segments on the market of services, but also to form a certain potential for further growth. In the situation of recovering economic growth, the potential of the sector of services accumulated over the years of reform was totally called for by the market and became a factor facilitating an intensive growth in production of goods. 

The formation of the market structure of the economy was supported by the growing demand on the part of industries of the production infrastructure whose share in year 2000 made almost 30 per cent of investment in fixed assets in the economy on the whole. Since 1995, there had been registered a gradual recovery of positive dynamics of investment in fixed assets in such sectors as transport, communications, informational technical servicing. In year 2000, the investment in communications nearly doubled, while investment in trade increased by 11.5 per cent in comparison with 1995 figures. 

At the background of the general decline in investing activity in the Russia’s economy, the slump in investment in fixed assets of transport was less pronounced as in other industries. Although the investing activity in transport was maintained at a certain level, the structure of investment in transport fixed assets varied across types of transportation. A characteristic feature of the period from 1995 to 2000 was the trend towards the decrease in the share of investment in the development of railroad transport at the background of increasing share of investment expenditures for the development of motor road network by 13.5 percentage points over this period and for the motor transport – by 1.3 percentage points. Over the period of reform, the length of paved motor roads increased by almost 200 thousand kilometers, while the density of the motor road network grew from 23 km per 1000 sq. km in 1990 to 30 km per 1000 sq. km in 2000. 
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Figure 1.5. Changes in the Investment Structure across the Sectors of the Economy in % of the respecitve period
Investing activity in the sector also grew due to foreign investment. In 1995, the foreign investment in transport made US $ 11 million, or 0.4 per cent of the total amount of foreign investment in the national economy. Since the demand for freight was high, while the market was underdeveloped, foreign investors became more active in this sector of the economy. In 1999, the amount of foreign investment made US $ 521 million, or 5.5 per cent of the total amount of foreign investment, while in year 2000 this indicator was at US $ 1020 million, or 9.3 per cent. The sphere of road construction was most attractive for foreign investors. 

Since 1995, there have been registered positive stable dynamics of investment in the communications sector. The investment in communications increased almost 2.5 times over the last five years. Investment expenditures for the development of electrical and radio communications grow at outpacing rates. The coefficient of renewal of fixed assets in communications increased from 2.0 per cent in 1995 to 4.5 per cent in year 2000. The high capacity of the market of communication services and high profitability of this sphere accounted for the fact that foreign investors intensify their activity in this sector of the economy. Foreign investment in communications made US $ 927 million in 2000, or 3.4 times in comparison with 1998 figures. 

Table1.5

The Development of General-Use Telephone Communications: 
Key Indicators 

	
	1992
	1993
	1994
	1995
	1996
	1997
	1998
	1999
	2000

	Length of inter-town telephone channels, mil. km.
	271,7
	279,5
	283,0
	295,8
	413,4
	502,5
	607,2
	843,2
	1222,7

	Capacity of automatic inter-town stations, thous. channels
	306,4
	350,0
	410,7
	455,4
	506,0
	589,0
	654,4
	709,1
	718,9

	Capacity of automatic international stations, thous. channels
	...
	...
	...
	23,5
	54,7
	61,6
	67,7
	106,1
	102,5

	 Number of inter-town (international) pay telephones, thous.
	29,6
	26,5
	25,0
	24,8
	24,4
	24,0
	22,9
	19,6
	16,3

	Number of satellite telephone channels 
	
	
	
	1855
	2318
	3177
	5159
	4526
	5430


Source: RF Goskomstat

In spite of an increase in the share of the branches of production infrastructure in the GDP structure and the structure of investment in the national economy, the underdeveloped transport and communications systems remains a factor restraining the processes of formation of a principally new system of siting of productive forces of the Russia’s economy. 

The analysis of structural shifts in the investment in fixed assets demonstrates that redistribution of investment in favor of trade fully correspond to the change in the role and place of this sector in the national economy. Investment in trade makes 2.3 per cent of the total amount of investment in the Russia’s economy. This sector of the economy demonstrate the highest rates of development. The national business pursues an active policy aimed to develop the sector. The commissioning of trade and public catering capacities increased twofold in comparison with 1997 figures. The number of jobs in trade and public catering grew by 38.6 per cent and made 9.4 million over this period, while the turnover of retail trade increased by 10.7 per cent and wholesale trade turnover rose twofold. In 2001, there operated 1153 thousand retail trade and public catering enterprises, and 50.3 thousand wholesale trade enterprises. A specific feature is an intensive development of small businesses in this sphere. Almost 35 per cent of retail trade and public catering enterprises are classified as small businesses (76.6 thousand jobs). High profitability and recoupment rates make trade a priority for foreign investors. In year 2000, the amount of foreign investment in trade and public catering made US $ 1954 million, or 17.8 per cent of the total foreign investment. 

Table 1.6

Commissioning of Trade and Public Catering Enterprises 
(New Construction and Reconstruction of Operating Enterprises)

	
	1997
	1998
	1999
	2000
	2001

	Trade enterprises, thous. sq. m. 
	160,5
	208,5
	297,0
	358,9
	332,5

	Public catering enterprises, seats
	7608
	10074
	8814
	17649
	14305


Source: RF Goskomstat

While analyzing the dynamics of investment across the sectors of the economy, a special attention shall be paid to the specifics of dynamics and structure of investment in housing construction. The market of residential housing was traditionally scarce in the Russia’s economy, therefore, to maintain business activity in this segment was a natural reaction of entrepreneurs to expanding demand. A specific feature of the crisis of the Russian economy was a change in the structure of investment in favor of increasing share of investment expenditures for housing construction. While in 1970 through 1990, the average share of investment in housing construction was 16 per cent of the total amount of investment in fixed assets, in 1992 through 1995 this share increased to 23 per cent, what made 5.6 per cent of GDP. However, since 1996, when the economy experienced the contraction of effective household demand and a sharp increase in interest rates on credit resources, the slump in investment in housing construction had been more serious than in other sectors of the economy. In year 2000, the share of investment in housing construction made 11.6 per cent of investment in fixed assets, or 3.0 per cent of GDP. 

The analysis of the structure of commissioning of residential housing demonstrates that business activity in this sector of the economy was maintained mainly at the expense of increasing role played by non-state investors (80 per cent of commissioned housing). At the same time, over the last decade, it was observed that households took increasingly important and active part in the financing of housing construction. The level of household investment activity to a considerable extent depended on the dynamics of housing prices and household saving ratio. The specific weight of housing constructed at the expense of household own funds and credits made 41.6 per cent in 2000, as compared with 11.8 per cent in 1992 and 22.0 per cent in 1995. 

Table 1.7

Dynamics of Key Indicators of Investing Activity,
in % of the preceding year

	
	1992
	1993
	1994
	1995
	1996
	1997
	1998
	1999
	2000
	2001*

	Investment in fixed assets, total 
	60,0
	88,0
	76,0
	90,0
	82,0
	94,5
	93,3
	104,5
	117,4
	108,7

	Amount of construction works
	64
	92
	76
	94
	84
	94
	95
	105
	111
	109,9

	Housing construction
	84
	100,7
	94
	105
	84
	95
	94
	104
	95
	102,7

	Including individual housing construction
	91
	114
	127
	127
	111
	115
	105
	114
	91,9
	103,2


*) estimates

Source: RF Goskomstat

The redistribution of capital flows in favor of more capital-intensive sector of services taking place in the situation where resources were limited facilitated the recession of fixed capital in the sector of goods. A decrease in investment in the sector of production of goods took place at the background of declining investment activity across all sectors of the economy. In the crisis situation, the production (entrepreneurial) investments were mainly directed to maintain the accumulated productive capacities and were just sufficient to ensure simple reproduction of fixed capital. The amount of fixed assets remained at the level registered in pre-reform 1991. 

The most considerable change in the sector of goods was the shift in the ratio between investment in industry and agriculture. As the institutional structure of the economy changed and the state withdrew from the market of capital, the share of investment in agriculture decreased from 10.8 per cent in 1992 to 2.5 – 3.0 per cent in 1996 though 1999. The investment in industry accounted for about 1/3 of the total amount of investment in fixed assets. The decrease in investment demand across the sectors of the industry (five times as compared to 1990) had the dominating effect on the structure of the economy at large and the character of reproduction in individual branches. As the downfall of production slowed down, there was registered a gradual deceleration of decline in investing activity. This process was considerably differentiated across individual periods, sectors of industry, and regions. 

D. Transformational Shifts in the Structure 
of Investment in Fixed Assets in Industry 

The investment slump taking place in 1992 through 2001 was of the structural nature and was determined by the aggregate impact of factors related to sectoral, technological, and reproductional shifts in the national economy. In the course of the analysis of an acute investment crisis experienced by industry, the retrospective specifics of reproduction of fixed capital and formation of the structure of the Russia’s economy shall be taken into account. 

Over the last decade, the sectoral structure of investment in industry had been formed under the influence of a sharp decline in investment in mechanical engineering and industry of construction materials occurring due to the unprecedented rates of decrease in demand for capital goods. While the share of industries of the investment complex in the pre-reform economy was about 30 per cent of the total investment in industry on the whole, in year 2000 their specific weight decreased to 10 per cent. At the background of shifts in traditional priorities of development, the structure of investment transformed under the influence of increasing demand in the fuel, energy, and metallurgical complexes (their aggregate share in investment in industry was above 70 per cent in 2000). Investment in the consumer complex remained practically at the pre-reform level (9.7 per cent). 

In 2000, the amount of industrial output decreased by more than 2/5 in comparison with the figures registered in pre-crisis 1990. However, there was registered a rather significant differentiation of the slump across branches. A specific feature of the functioning of the economy in the period of transition was a dramatic shift in proportions between extracting and processing industries. 

A retrospective analysis of the Russia’s economy reveals that a faster growth in processing industry in comparison with extracting industry was a distinctive feature over a  rather long period of time. On the eve of reforms the share of processing industries was 11.4 per cent of the total industrial output. It even decreased by 0.8 percentage points in 1970 through 1990. At the same time, an opposite trend was registered in the structure of investment expenditures. At the background of high capital intensity and systematic trend towards declining effectiveness of the use of fixed assets, the investment in the extracting sector grew at outpacing rates in comparison with processing industries. The share of extracting industries in the structure of investment in industry made more than 50 per cent of the total investment expenditures for industry at large. 

The dynamics and structure of investment demand in 1992 through 2000 were significantly affected by changes in the amount of domestic effective demand, on the one hand, and by fluctuations of the business situation on traditional world markets of export oriented industries of the extracting sector, on the other hand. Since 1991, the ratio between the dynamics registered in the extracting and processing industries has changed dramatically. In the structure of industrial output there is observed a stable trend towards the increase in the share of extracting industry to 15.9 per cent in 1995 and 17.1 per cent in 1998. In comparison with the pre-reform level, the output of extracting industries decreased by about 30 per cent, while the output of processing industries in 1998 made about 45 per cent of the level registered in 1990. According to our estimates, the increase in the share of extracting industries resulted rather from shrinking domestic demand for the products of these industries, what occurred due to the diminishing scale of production in the economy and the restructuring of production at all levels of the economic system, than their more intensive orientation toward exports. 

The most significant slump of production was registered in final industries oriented toward the domestic market. The analysis of the sectoral structure demonstrates that mechanical engineering and light industry were the major generators of industrial recession. According to estimates, the contraction of production in these industries accounted for more than 40 per cent of the total downfall in industry at large. At the same time, while in light industry the crisis was initiated by the traditionally low competitiveness of its products in comparison with imported substitutes, the downfall in mechanical engineering accumulated the impact of all major factors of the industrial crisis. 

The changes in the structure of demand for domestic products on the domestic and foreign markets have determined the major trends in the formation of investment flows. The comparison between the changes in the structure of investment and gross output demonstrates that a moderate decline in production of export-oriented industries of the metallurgical and fuel complexes was generated at the expense of the modest decrease in investment in these industries. While there was registered the general trend towards a decrease in the scope of investment in industry, the share of the fuel complex in year 2000 increased by 7.6 percentage points, the share of the metallurgy grew by 1.2 percentage points, and the specific weight of the investment complex decreased by 6.3 percentage points in comparison with the pre-reform levels. 
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Figure 1.6.Changes in the Structure of Industrial Output, 
in percentage points over the period
In 1991 through 1998, the investment fell by more than 15 per cent, while the average annual rates of decrease in the gross domestic product were registered at 6.0 per cent and gross industrial output – at 7.4 per cent. Some apparent signs of investment recovery were observed in the end of 1998. Since the fourth quarter of 1998, the investment in industry had significantly outpaced the dynamics of industrial output and were the major generator of economic growth. In 1999 through 2001, the average annual increase in investment in fixed assets made 12.2 per cent, while industrial output grew by 7.3 per cent.  

The growth in the investment in fixed assets had a dominating effect on the dynamics of production and was accompanied by an intensive increase in output across all branches. A specific feature of the economic recovery taking place in 1999 through 2001 was the simultaneous growth registered both in extracting and processing industries. The recovery of positive dynamics in the processing sector was related to the growth in demand for domesitc products on the internal market and intensive import substitution. Besides, a considerable impact on the increase in production of the processing sector had the introduction of measures limiting import of competing products and the expansion of state support for a number of industries, including the defense procurement. 

It is an important fact that the economic recovery in 1999 was initiated by outpacing rates of growth in production of consumer goods as compared to the dynamics of production of capital goods. The share of investment in fixed assets in food industry in 1999 increased by 7.1 percentage points in comparison with the figures registered in 1997. For the first time since the beginning of the reform, in 1998 through 1999 there had been registered an increase in investment in light industry. In 2000 through 2001, the ratio between rates of growth in consumer and capital goods changed dramatically. 

As profitability and levels of investing activity grew, there was observed a gradual reverse of the trend towards a decrease in demand for investment goods. In the investment complex, the growth of output of mechanical engineering made 50.5 per cent, construction materials industry – 40.0 per cent, construction works and services – 27.3 per cent as compared with the figures observed in 1998. However, these developments did not resulted in more brisk investing activity in mechanical engineering per se. The orientation of production towards the activation of reserve capacities did not require large investment, therefore, a small shift towards an increase in the specific weight of this industry observed in 1999 was replaced with a stable downward trend in next years. 

In the course of evaluation of the standing and prospects of development of the Russia’s economy, it shall be taken into account that the surge of investment activity was caused primarily by factors related to the market situation. As a matter of fact, the investment demand in 2000 through 2001 was totally generated by oil extracting industries. Their share made more than 1/3 investment in industry and 12 per cent in the national economy. Although exporters increased their investment expenditures for the development of major production, they invested their spare internal funds in the Russia’s economy with caution. Therefore, the gap between producers (exporters) of energy resources and the major part of the rest of the economy widened. 

Table 1.8

Indices of Volumes of Investment and Production across Fuel Industries 
in 1995 through 2000, in % of the preceding year

	
	1995
	1998
	1999
	2000

	Fuel industry
	
	
	
	

	Index of investment volume 
	92,8
	70,2
	118,5
	151,6

	Index of industrial output 
	99,2
	97,4
	102,5
	104,9

	Oil extracting industry
	
	
	
	

	Index of investment volume 
	89,3
	77,0
	125,0
	156,9

	Index of industrial output 
	96,3
	99,0
	100,5
	105,9

	Oil processing industry
	
	
	
	

	Index of investment volume 
	90,2
	110,6
	74,2
	200,0

	Index of industrial output 
	101,0
	92,6
	101,8
	102,3

	Natural gas industry
	
	
	
	

	Index of investment volume 
	109,2
	51,0
	133,9
	144,7

	Index of industrial output 
	99,6
	100,8
	102,2
	102,3

	Coal industry
	
	
	
	

	Index of investment volume 
	91,5
	62,7
	83,5
	91,7

	Index of industrial output 
	98,7
	95,0
	109,6
	105,0


Source: RF Goskomstat

In the structure of investment as broken down by industries, the complex of fuel industries makes 53.3 per cent, oil extraction accounts for 34.8 per cent of this investment. The proportions of distribution of investment across extracting and processing sectors of the oil complex change in favor of oil extraction. More reserved dynamics of investment in oil processing registered in 2000 resulted in stabilization of specific weight of higher-degree processing technologies at the level of the preceding year. Modernization and development of oil processing aimed at the increase in the degree of processing is of paramount importance with regard to the settlement of the problem of meeting world standards. At present, capacities involved in the primary oil processing are used at about 60 per cent. The capacities of oil processing industry were commissioned in the 1980s. Since the capacities are worn out by 80 per cent, their utilization is very ineffective and results in waste of energy resources, materials, and catalytic agents. It is required to withdraw worn out capacities, while according to expert estimates it is more feasible to close certain oil refineries. 

In the oil extracting industry, there was commissioned more than 3000 new drilling wells in year 2000 and 4023 new drilling wells in 2001. However, almost ¼ of the aggregate increment in the national oil extraction was generated by the activation of idle drilling wells. The production and surveying oil drilling increased by 81.5 per cent and 47.7 per cent respectively over year 2000 in comparison with the previous year’s figures. The increase in investment demand on the part of oil companies initiated an acceleration of the growth rates in output of equipment for oil industry. In spite of the intensively growing production of oil equipment, its insufficient volumes and non-rational structure of production do not allow to overcome the persistently lagging rates of production drilling. On the other hand, a factor restraining the rates of growth in production is the insufficient scope of investment in oil extraction and related industries. 
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Figure 1.7.The Structure of Investment in Fuel Industry, in % of the total
In the metallurgical complex the total amount of investment decreased by almost 40 per cent over the years of reform. The interaction of opposite trends of domestic and external demand accounted for rather complicated dynamics of indicators of investment in this industry. The share of ferrous metallurgy in the total amount of investment in industry made 5.2 per cent in 2000 (a decrease by 0.4 percentage points as compared with the figures registered in 1992), while the share of non-ferrous metallurgy increased to 7.0 per cent as compared with 5.6 per cent. 

Table1.10

Indices of Volumes of Investment in Fixed Assets and Output across 
the Industries of the Metallurgical Complex 
in 1995 through 2000, in % of the preceding year

	Ferrous metallurgy
	1995
	1998
	1999
	2000

	Investment in fixed assets
	96,1
	97,3
	108,6
	115,7

	Output
	109,6
	92,4
	116,8
	115,7

	Non-ferrous metallurgy
	
	
	
	

	Investment in fixed assets
	80,7
	76,3
	152,3
	128,7

	Output
	102,8
	95,7
	110,1
	115,2


Source: RF Goskomstat

A major factor behind the maintenance of the level of investment activity in the metallurgical complex was the massive turn of enterprises to external markets. Export revenues contributed a considerable part of resources invested in projects of modernization and technical re-equipment of certain factories. Over the first years of reform the state to a certain extent supported metallurgical enterprises – they were granted tax privileges with regard to exports and profits allocated for investment, customs duties and transport tariffs. These measures permitted certain enterprises to undertake measures aimed to withdraw obsolete capacities involved in major degrees of metal processing. For instance, in ferrous metallurgy the investments were allocated for the development and modernization of capacities across all degrees of processing, however, the major part of investment was allocated for steel smelting and rolling production. In the steel smelting, there was withdrawn productive equipment (mainly Martin furnaces) of the total capacity of 27 million metric tons. It permitted the enterprises of the complex to survive in the situation of the acute crisis of the Russia’s economy, however, it could not become the basis of the strategy of sustained development. The analysis of reproduction processes across sub-industries of the metallurgical complex reveals that both in ferrous and non-ferrous metallurgy the decrease in the scope of investment most negatively affected the development of mineral and raw material base. Thus, while in 1986 through 1990 up to 38 per cent of investment in non-ferrous metallurgy were allocated for extraction and primary processing of raw materials, over the last years this investment was below 7 per cent. Therefore, in spite of availability of prospected deposits of major types of mineral wealth, the operation ratios and effectiveness of operations of many enterprises depend on imported raw materials. 

Table 1.11

The Structure of Investment in Ferrous Metallurgy across Major Degrees 
of Processing in Russia and EU countries in 1992 through 1997, 
in % of the total

	
	Russia
	EU countries

	Total
	100,0
	100,0

	Including, by the degree of processing:
	
	

	Mining production
	12,3
	-

	Coke blast furnace production
	8,5
	16,7

	Steel smelting production
	34,6
	15,9

	Rolling production
	31,7
	52,3

	Other 
	12,9
	15,1


Source: Metally Evrazii, 1998, No. 5

A sharp decline in investing activity in the lumber and wood working complex registered in the first years of reform negatively affected the dynamics of production. However, already in 1994 through 1995 there was registered a gradual increase in the share of investment in the lumber and wood working complex in the total amount of investment in industrial fixed assets, what was a major factor behind decelerating rates of the downfall. In the last years, structural transformations in industry progressed at the background of increasing investment activity in the lumber and wood working complex. The intensification of investing activities observed in 1999 through 2000 gave a new impetus to the development of the lumber and wood working complex. In year 2000, the share of the lumber and wood working complex in the total amount of investment in the industrial fixed assets made 3.9 per cent as compared with 3.0 per cent in 1998. The pulp and paper industry maintained the level of investment mainly at the expense of export revenues. The dynamics of investment activity in the lumber and wood working complex were significantly affected by the specifics of the institutional structure of production. On the whole, the internal funds of the complex made almost 80 per cent of the expenditures for investment purposes, while in lumbering and sawmill operations this indicator made 93 per cent. The share of private property (41.0 per cent) and mixed property (25.0 per cent) accounted for almost 70 per cent of production. Exactly this type of private investors determines the character and dynamics of investing activity. 
An active involvement of reserve production capacities determined the recovery of investing activity. In year 2000, the operation ratio of production capacities in lumber, wood working, and pulp and paper industries reached the maximal level registered over the last decade and made 66 per cent for this complex on the whole. The comparison between the indicators of depreciation and utilization of fixed assets reveals that the lumber and wood working complex is close to a certain constraint on the use of equipment. As the workload of the equipment increased, it became clear that the technical and economic conditions of the production capacities prevent the settlement of the problem of accelerating rates of growth and improving the competitiveness of domestic products. In lumber industries the combination of the high level of wear and tear and operating ratios is an evidence of critical workloads on machinery and equipment. In processing industries, especially technology-intensive branches, the reserves for increases in output are determined  by the quality of equipment and technologies. A significant depreciation of fixed assets is a factor behind lower workloads on the equipment and a factor limiting the potential for further growth in production. 

Table 1.12

Key Characteristics of Fixed Assets Reproduction in Lumber 
and Wood Working Complex in 1995 through 1999

	
	Industry
	Lumber and wood working complex

	
	1995
	1999
	1995
	1999

	Renewal rate of fixed assets
	1,7
	1,1
	1,2
	1,1

	Retirement rate of fixed assets 
	1,5
	1,0
	3,3
	2,6

	Depreciation of fixed assets 
	43,2
	50,4
	45,4
	50,2


 Source: RF Goskomstat

The ratio between the indicators of depreciation and age structure of fixed assets is a clear illustration of an urgent need to intensify the process of renewal. A prolonged investment pause resulted in the conservation of the structure of fixed assets, and in the situation of transition to the model of economic growth basing on investment the lack of equipment and machinery emerged as a factor constraining expansion of production in the lumber and wood working complex. The situation is aggravated by the fact that the lumber and wood working complex being inadequate to market quality requirements is unable to achieve a level of sales necessary to generate funds sufficient for a massive investment in modernization of its capacities.  

The changes in dynamics and structure of domestic demand were underway at the background of heightening competition among domestic producers and between domestic and imported substitute goods. The situation is aggravated by the fact that as incomes grow and the competitive price advantage of domestic producers diminish, there are forming conditions for an increase in imports. This situation is provoking a slowdown in the rate of growth in processing industries. The potential for further expansion of production across a number of goods has been more and more determined by dynamics of investment and innovative development strategies. Obsolete equipment and production technologies, low efficiency of labor are considerable constraints on the expansion of aggregate supply and changes in its structure. In this situation, taking into account the high market capacity and gradually recovering of effective demand foreign producers take a stronger hold of the Russian market. Contraction of investment operations on the part of domestic producers may result in the surrender of their newly taken up position and unfavorable changes in the competitive environment. 

The contraction of investment demand determined a sharp decline of production in mechanical engineering and the industry of construction materials. While over the pre-reform period these industries accounted for about 30 per cent of investment expenditures for the industry on the whole, in year 2000 their specific weight was below 10 per cent. 

In this connection it shall be reminded that studies of long term retrospective trends of the Russia’s economy observed over the Soviet period illustrate the high elasticity of production with regard to demand for the products of mechanical engineering. Exactly this factor accounts for the fact that changes in demand for products of mechanical engineering were the generator of both decline and recovery in the national economy, while the technical and technological structure of production capacities remained the same. 

In 1992 through 1998, the low investment activity in the economy, diminishing demand for capital goods across industries servicing the military and industrial complex, outpacing rates of growth in prices of investment and products of investment industries in comparison with the dynamics of prices of industrial products were the factors aggravating the crisis in mechanical engineering and the industry of construction materials. The decrease in effective demand for products of mechanical engineering on the domestic market was accompanied by a systematic decline in amounts and share of export of machinery and equipment as traditional partners in CIS and East European countries turned to world markets. As a result, the level of production of machinery and equipment, according to our estimates, in year 2000 made about 1/3 of the pre-reform level, while the share of mechanical engineering and metal working in the structure of industrial output decreased by almost 6.0 percentage points since the beginning of reforms.

[image: image8.wmf]-40

-30

-20

-10

0

10

20

30

1970

1975

1980

1985

1990

1991

1992

1993

1994

1995

1996

1997

1998

1999

2000

2001

Total industry

Mechanical engineering and metal working


Figure 1.8. The Dynamics of Growth Rates in Industry and Mechanical Engineering in 1970 through 2001, in % of the preceding period
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Figure 1.9. Changes in the Dynamics of Output of Mechanical Engineering 
and Share of Machinery and Equipment in the Structure 
of Exports in 1970 through 2001
The slump in mechanical engineering had very negative consequences. The condition of industries within the investment mechanical engineering complex is a technological factor limiting the potential for the settlement of urgent problems of reconstruction and modernization of production on a new technical basis – the obsolete structure of mechanical engineering can reproduce only obsolete proportions of reproduction. 

The situation in the investment sphere is aggravated by the fact that the economy requires not only an increase in the scope of investment, but also in the elaboration of a strategy aimed to attract investment in industries traditionally experiencing a lack of competitive capacities. The hypothesis that it is possible to accelerate rates of economic growth at the expense of activation of reserve capacities can not be justified in the course of the analysis of operating capacities with regard to the competitiveness of production. The comparison between the share of competitive capacities and dynamics of output explains the specifics of the crisis in individual industries, in particular, in mechanical engineering, where more than one third of production capacities are non-competitive. 
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Figure 1.10. Specific Weight of Production Capacities not Meeting 
the Requirements Necessary for Production of Competitive Products
Modernization of the Russian economy depends on dynamics of import of equipment. While there is observed a general trend towards growth in the share of expenditures for machinery and equipment, the systematic increase in expenditures for purchase of imported equipment is registered in the structure of investment in fixed assets. While in year 2000 the investment for purchase of imported equipment made 22.9 per cent of the total investment expenditures for machinery and equipment, in 2001 their specific weight increased to 24.8 per cent. Import of machinery and equipment in 2001 grew at outpacing rates in comparison with the import dynamics on the whole and the dynamics of growth in domestic mechanical engineering. 

At the same time, it shall be noted that the development of investment process towards import of second hand equipment alongside with the involvement in production of obsolete production capacities and expansion of capital repairs of functioning domestic and imported equipment at the background of limited potential of the mechanical engineering complex to produce modern machinery results in deceleration of economic growth.  

The commission for protective measures in foreign trade approved the list of complex technological equipment subject to import privileges aiming to stimulate the reconstruction of the Russia’s economy. Customs duties were lowered with regard to products of such industries as metallurgy, ship and automobile construction, light and textile industries, machine tool industry, food industry. Duties on import of equipment for food, light, and textile industries were reduced from 10 per cent to 5 per cent, and from 15 per cent to 10  per cent for other goods. In case the high rates of economic growth persist, the implementation of these measures may accelerate the renewal of production. 

The analysis of the development of the investment process in domestic mechanical engineering demonstrates that the factors causing the catastrophe of the industry are related to the non-competitiveness of the majority of its products and significant structural shifts in the industry. A specific feature of transformational shifts in the mechanical engineering complex was demilitarization of the economy, which affected practically all industries, including final production of the investment complex and the production of intermediate goods (for instance, construction materials). Taking into account the developed system of inter-industry ties related to the military and industrial complex, the change in the place and role of defense industries in the national economy significantly affected the character of financing of investment expenditures in mechanical engineering. Over the last decade, as the military doctrine changed and the state expenditures for defense sharply decreased, the dismantling and conversion of defense enterprises intensified. According to the estimates of the Ministry for Economic Development, only in 1992 through 1995 the decrease in defense state procurement accounted for 20 to 25 per cent of the total decline in industrial output. According to the RF Goskomstat, at present the output of military products in Russia is at about 12 to 15 per cent of the level registered in 1991. Falling demand for military products was accompanied by decrease in state investment expenditures at enterprises belonging to the defense complex. 

Over the years of reform, the rates of decline in production of civil mechanical engineering approximately corresponded to the indicators observed in the industry at large. The inadequacy of the traditional structure of production capacities to the structure of investment demand became very apparent in the situation of the emergence of the market. Even in the situation of recovery of economic growth the trend towards the decrease in the share of investment expenditures for mechanical engineering and the industry of construction materials in the total amount of investment in industry and economy persists. Changes in the structure of output of capital goods were primarily determined by dynamics of demand of oil industry, transport, and communications. Exactly these sectors of the economy accounted for the highest rates of growth in investment in production in 1999 through 2001. 

Table 1.13

Indices of Output across Mechanical Engineering Industries, in %

	
	Annual
	of preceding year

	
	1991-1995
	1995
	1996
	1997
	1998
	1999
	2000
	2001

	Industry, total 
	87
	97
	96
	102
	95
	108
	109,0
	104,9

	Mechanical engineering 
	83
	91
	96
	103
	89
	116
	115,5
	107,2

	By industry:
	
	
	
	
	
	
	
	

	Metallurgical mechanical engineering
	
	
	93
	85,2
	70,6
	98,1
	130,2
	86,1

	Hoisting and conveying mechanical engineering
	80
	87
	67
	90
	70
	119
	142
	121,8

	Railroad mechanical engineering
	85
	91
	98
	81
	87
	109
	107,4
	126,0

	Electrical engineering industry 
	77
	90
	86
	85
	86
	127
	130,1
	112,6

	Chemical and oil mechanical engineering
	84
	93
	78
	106
	96
	121
	119,5
	121,6

	Machine tool and tool making industry 
	78
	95
	67
	87
	82
	99,6
	111,5
	99,4

	Instrument making industry
	87
	99,9
	95
	94
	103
	141
	118,4
	98,0

	Motor vehicle industry 
	87
	94
	100,2
	113
	89
	115
	103,3
	101,7

	Tractor and agricultural mechanical engineering
	64
	70
	73
	95
	71
	159
	148,5
	129,1

	Mechanical engineering for light and food industries and household appliances
	81
	82
	59
	98
	91
	116
	109,5
	107,1


Source: RF Goskomstat

The dynamics  and structure of production of capital goods across mechanical engineering industries reflects the reaction of Russian businesses to shifts in the situation on the domestic market. However, in spite of an intensive growth in output, the worn out material and technical base of mechanical engineering and low investment activity in mechanical engineering per se are factors restricting the recovery of a stable trend towards economic growth. 

Table 1.14

Indices of Volumes of Investment in Fixed Assets and Output across 
the Industries of the Investment Complex in 1995 through 2000, 
in % of the preceding year

	
	1995
	1998
	1999
	2000

	Mechanical engineering
	
	
	
	

	Investment in fixed assets
	101,2
	93,0
	174,9
	121,7

	Output
	90,7
	91,3
	117,2
	120,0

	Industry of construction materials
	
	
	
	

	Investment in fixed assets
	80,8
	62,6
	118,8
	119,7

	Output
	92,0
	93,7
	110,2
	113,1


Source: RF Goskomstat

Investment activity initiates growth in production of construction materials. The recovery of economic activity in the industry was accompanied by the shift of activity in branches and productions oriented towards new technologies in construction, in particular, import substituting types of products. Over the last years, exactly these industries demonstrated active modernization of production on the basis of modern domestic and foreign technologies, and creation of enterprises with foreign participation. As economic situation changes and the demand for expensive imported products sharply declines, the domestic producers successfully fill in the niches offering competitive (both in terms of prices and quality) construction materials on the domestic market. Besides, both the change in proportion between industrial and social-civil construction, and introduction of new technologies of construction and assembly works significantly affect the dynamics and structure of output in the industry of construction materials. 

The comparative analysis of structural shifts in investment and production reveals that at the first stage of reforms the formation of sectoral proportions was determined by rather sharp transformations of domestic prices. 

The liberalization of economic activities was accompanied by spontaneous growth in prices of goods and services, while the overwhelming majority of producers ignored demand constraints. Under conditions of tight monetary policy it provoked an avalanche-like accumulation of inter-enterprise payment arrears and negatively affected the administration of the state budget. Putting in place the mechanism of prepayment for supply of goods in mid-1992 facilitated a certain improvement of payment discipline, however, at the same time it resulted in even more pronounced slump in industrial output. The level of effective demand began to produce a regulating effect on the character of economic activities. 

The next wave of crisis broke out in 1993 through 1994. However, the factors behind this crisis were different from those behind the contraction of economic activity in 1992 through 1993. In 1993, the prices of a number of domestically produced goods achieved the level of prices on world markets, and in 1994 the scope of this phenomenon increased significantly. As a result of ongoing transformational shifts in the system of relative prices and the changes in the real exchange rate of the national currency there were registered changes in the competition environment. 

Enterprises of light industries were first to encounter competition on the part of importers. Due to initial conditions, the potential for a hike in prices of products of light industry was much lower than in other industries, therefore, they were first to reach the ceiling of world prices, what resulted in the mass squeezing of domestic producers out of the market. Due to higher costs of production and lower quality of products, the domestic producers were also exiled from other commodity markets – of automobiles, household appliances, other durables, foodstuffs. Thus, only in 1994 the amount of output of light industry fell almost twofold, while in mechanical engineering it decreased by 30 per cent, and in food industry – by 17 per cent. 

Changes in domestic relative prices and proportions of world and domestic prices determined the structural shifts in industry. The calculations of the structure of industrial production in current prices demonstrate that the share of the fuel and energy sector increased from 10.3 per cent in 1991 to 30.5 per cent in 1995, metallurgy – from 11.3 per cent to 17.1 per cent, while the specific weight of gross output of light industry decreased from 16.2 to 2.5 per cent. Therefore, the structure of production was adapting to the economic realities of the period of transition under the impact of transformational shifts in relative prices. 

The comparison between price dynamics and output volumes permits to draw the conclusion that in 1994 through 1995 there was forming a new structure of the Russia’s economy and that dynamics of output volumes made the major contribution in the change in branch proportions of industry. The structure of domestic prices did not experience significant changes and remained rather stable in 1995 through 1997, what limited the possibility of significant redistribution of financial flows among branches at the expense of changes in prices. Correspondingly, the profitability or non-profitability of industries and enterprises increasingly depended on the real volumes of output and effectiveness of production. Since that moment, the Russia’s industry had generated certain spots of growth. The share of mechanical engineering and food industry in the structure of industry had increased. A number of industries compensated the decline in domestic demand at the expense of world markets (raw materials, energy resources, and certain intermediate products of industry). More brisk activity in certain industries was generated not only by factors related to the current market situation, but also certain changes in the motivation of economic operations.   

In 1999 through 2001, the domestic market situation changed as a result of the Ruble devaluation. Mobilization of internal resources and active policies oriented towards the recovery of positions on the domestic market lost over preceding years on the part of producers were the factors behind both the expansion of output of traditional goods, and intensive development of import substituting production. In general, the Ruble devaluation stimulated economic growth as it created price advantages of domestic products over imports. However, the substitution effects caused by switches in demand from imported to domestic substitute products in similar price groups shall be discerned from creation of price barriers preventing the access of imports to the domestic market. In case devaluation is “excessive,” the difference in prices of imported and domestic goods becomes prohibitive for imports. In this case the level of competition on commodity markets becomes too low and the quality of domestic goods remains at the same level, what eventually results in a decrease in wellbeing of consumers, while the domestic production lacks the incentives to improve the competitiveness of its products at the expense of more active technological renewal of production.   

The increase in profitability of the export-oriented extracting sector of industry was accompanied by the redistribution of profits in the economy in favor of these industries, even in spite of growing production in the import substituting sector. Besides, forex-denominated profits of export-oriented enterprises do not depreciate, their stock market rankings remain high, and they get additional opportunities to attract external credit resources (internal credit resources become more available due to the high profitability of their business). 

Therefore, the “excessive” devaluation in the economy results in a massive redistribution of funds in favor of a limited number of industries. As a rule, they include capital-intensive branches of extracting industries, what results in lower factor remuneration of labor in labor-intensive sectors, first of all, in processing industries and the sector of services, and the outflow of labor resources from these sectors. These processes make the economy more dependent on raw materials and therefore more susceptible to fluctuations in world prices. 

The experience acquired in 1999 through 2001 shows that, on the one hand, at the present level of integration of the Russia’s economy in the system of world economic ties potentially possible fluctuations of the exchange rate caused by changes in the situation on world financial and commodity markets undoubtedly may be destabilizing. However, on the other hand, the developing structure of the Russia’s economy has internal reserves for stable functioning. However, it is necessary to remind that transformational shifts in the structure of production in the situation of prolonged influence of tight investment constraints were determined by changes in the business situation and had practically no effect on material and technical conditions of production. This fact is confirmed by persistence of rather stable proportions of production in 1996 through 1998. It may be ascertained that the accumulated competitive potential determined both the structure of production and possible limits of economic development. 

As economic growth recovers, the processes of restructuring of production aimed to increase the competitiveness of enterprises play more significant role in changes in the investment structure. In this connection, the issues of diversification of investment flows, more efficient utilization of investment and accumulated fixed assets gather in importance. 

1.2. Specifics of the Reproduction of Fixed Assets 
in the Russia's Economy over the Reform Period 

A. The Condition of Fixed Assets across Sectors 
of Economy and Industries 

As economic growth recovers, the processes of restructuring of production aimed to increase the competitiveness of enterprises play more significant role in changes in the investment structure. In this connection, the issues of diversification of investment flows, more efficient utilization of investment and accumulated fixed assets gather in importance. The analysis of dynamics of investing activity over the last decade demonstrates that investment in fixed assets makes about ¼ of the level registered in pre-reform 1990, while the amount of fixed assets in the national economy practically remains at the level of 1990, what may be explained both by specifics of revaluation of fixed capital, and a sharp deterioration of characteristics of its reproduction. 

The renewal rate of fixed assets in the national economy fell from 5.8 per cent in 1990 to 1.4 per cent in 2000, while the retirement of fixed assets remained at about 1.1 per cent. In industry, the renewal rate of fixed assets declined from 11.8 per cent to 1.4 per cent over the same period, while the average age of productive equipment respectively increased from 10.8 to 18.7 years. The systematic decrease in the rate of commissioning of fixed assets facilitated the trends towards the higher degree of depreciation of fixed assets. Due to the lack of financial resources, agricultural enterprises could not purchase necessary machinery and equipment. As a result, the level of mechanization in the sector decreased to 40 – 60 per cent of the standard requirements, while the degree of depreciation made almost 70 per cent. The persistence of these trends may result in irreversible processes in the sector’s productive capacities. In year 2000, the depreciation of fixed assets in the national economy made 45.8 per cent, however, this indicator rather significantly varied across the sectors of the economy and types of fixed assets. 

Depreciation is above the average levels across practically all sectors, except construction. At the same time, it shall be noted that the highest degree of depreciation is registered in the active part of production capacities. Depreciation of machinery and equipment across the sectors of the economy varies in the interval from 57 to 80 per cent, while in the passive part of fixed assets the average depreciation level is 50 per cent. 

Table 1.15

Depreciation of Fixed Assets as Broken down by Sectors of Economy, in %

	
	All fixed assets
	Buildings, constructions, 
and facilities
	Machinery and equipment
	Means of transportation

	
	
	
	
	

	
	
	total:
	buildings
	constructions
	
	

	Industry
	51,5
	44,6
	32,4
	53,9
	62,7
	49

	Agriculture
	50,8
	49
	46,5
	53,5
	66,4
	64,5

	Construction
	44,7
	34,8
	34,8
	34,9
	57
	52,2

	Transport
	51,7
	47,4
	36,5
	48,6
	56,5
	62,4

	 Trade
	53,8
	50,5
	40,6
	51
	80,7
	33,8


Source: RF Goskomstat

The analysis of the state of fixed assets in industry demonstrates that the decrease in investing activity resulted in a significant deterioration of characteristics of technical and economic situation of production capacities. Rates of renewal of fixed assets in industry fell almost twofold. The minimal rate of renewal was registered in mechanical engineering, chemistry, and light industry. These industries take leading positions in terms of depreciation. Indicators of low investment activity registered in power engineering and fuel industry are an alarming sign, since the project resources of capacities are worn out by more than 50 per cent across all industries of the fuel and energy complex, while the degree of depreciation in oil processing makes 80 per cent. 

Table 1.16

Depreciation of Fixed Assets in Industry, in %

	
	1970
	1980
	1990
	1995
	1998
	1999
	2000

	 Industry, total 
	25,7
	36,2
	46,4
	48,5
	52,9
	51,9
	51,3

	Power engineering 
	23,2
	31,6
	40,6
	45,7
	49,4
	50,4
	51,6

	Fuel industry
	34,7
	43,4
	46,7
	51,2
	54,7
	52,6
	50,2

	Ferrous metallurgy
	25,8
	38
	50,1
	46,9
	53,1
	53
	53,5

	Non-ferrous metallurgy
	29,9
	37,8
	46,9
	47,5
	52
	49,1
	44,5

	Chemistry 
	22,1
	35,8
	56,3
	57,6
	62,6
	60,9
	60,2

	Mechanical engineering 
	25,3
	34,4
	47,5
	47,4
	53,2
	53,3
	55,3

	Lumber, wood working, and pulp and paper industries
	29,3
	38,5
	48,3
	50,2
	55,2
	51,6
	48,7

	Construction materials industry
	24,7
	34,5
	42,1
	46,5
	53,6
	54,2
	53,7

	Light industry
	25,1
	32,8
	40,2
	47,7
	54,9
	55,7
	54,2

	Food industry 
	25,7
	38,9
	40,7
	42,8
	44,5
	39,9
	38,3


Source: RF Goskomstat

The systematic underinvestment of mechanical engineering has negatively affected the dynamics of reproductional characteristics of equipment. While on the eve of the reform equipment at the age below 10 years made more than half of production capacities, in year 2000 the specific weight of this group was only 15 per cent. By year 2000, the share of equipment at the age above 20 years doubled in comparison with the pre-reform period, while machinery and equipment at the age from 11 to 20 years make half of production capacities. 

Table 1.17

Age Structure of Productive Equipment in Industry, in %

	
	1970
	1980
	1990
	1995
	1998
	1999
	2000

	Total equipment
	100
	100
	100
	100
	100
	100
	100

	Of which, (age brackets, in years):
	
	
	
	
	
	
	

	5
	40,8
	35,5
	29,4
	10,1
	4,1
	4,1
	4,7

	6 – 10
	30
	28,7
	28,3
	29,8
	20,1
	15,2
	10,6

	11 – 15
	14
	15,6
	16,5
	21,9
	25,3
	25,7
	25,5

	16 – 20
	6,9
	9,5
	10,8
	15
	18,9
	20,1
	21

	Over 20
	8,3
	10,7
	15
	23,2
	31,6
	34,8
	38,2

	Average age, years
	8,42
	9,47
	10,8
	14,25
	17,01
	17,89
	18,7


Source: RF Goskomstat 

The high share of worn out fixed assets, unfavorable age structure of machinery and equipment are rather tight constraints on economic growth. The persistent trend towards a decrease in the share of gross accumulation in fixed assets in GDP resulted in the disturbance of the normal cycle of reproduction of fixed assets. The calculations of the structure of gross accumulation in fixed assets demonstrate that since 1995 there had been registered an absolute decrease in the amounts of net accumulation in the economy. In this situation investing activity was limited to the functions aimed to maintain the accumulated potential. The comparison of dynamics of production with the efficiency of utilization of labor and capital reveals that under the influence of the trend towards deterioration of technical and economic characteristics of production capacities and decline in investment activity the branches of industry “exchanged” factors of production. The high level of manual labor to a certain extent compensated for the lack of investment resources, however, at the same time, it resulted in the technological stagnation of production. The situation was aggravated by the fact that in certain sectors of the economy there was observed a trend towards the absolute decrease in the volume of fixed assets. Recession of fixed capital in industry was most acute in the complex of processing industries, especially in mechanical engineering, chemistry, and light industry. 

Table 1.18

Indices of Volume of Fixed Assets across Sectors of Economy, 
in % of preceding year

	
	1995
	1996
	1997
	1998
	1999
	2000

	All fixed assets 
	100,1
	99,9
	99,6
	99,6
	100,1
	100,4

	Including:
	
	
	
	
	
	

	Production of goods 
	99,1
	99,2
	98,6
	98,6
	99,3
	99,6

	including:
	
	
	
	
	
	

	Industry
	100,1
	100
	99,5
	99,4
	99,8
	100,2

	Agriculture
	99,6
	97,7
	96
	96,2
	97,2
	97,1

	Construction
	98,3
	97,9
	98,6
	98,4
	99,3
	99,5

	Production of services 
	100,9
	100,6
	100,4
	100,6
	100,9
	101,1

	Including:
	
	
	
	
	
	

	Transport and communications
	100,3
	100,1
	99,5
	99,5
	100
	100,9

	Trade 
	100,6
	98,9
	99,1
	99,3
	99,8
	99,8


Source: RF Goskomstat

The trend towards an increase in capital repairs also negatively affects the reproduction of fixed assets. The calculations concerning the period from 1995 to 2000 demonstrate that the average expenditures for capital repairs made about 20 per cent of the investment in fixed assets. The high share of capital repairs confirms the argument that the investment process is oriented towards cheap and short term methods of renewal of production capacities at the expense of costs. As a result, the demand is oriented to the components of technical equipment, which it is easy to replace without attracting long term investment in fixed assets, i.e. at the expense of working capital, what is the specific and distinctive feature of the investment process in the Russia’s economy. However, in the long term this practice will result in economic and technical stagnation. The production capacities created over preceding decades is oriented towards production under conditions of a closed economy not affected by competition. At present the problem of renewal of the active part of fixed assets and qualitative change in the technological level of production, improvement of its effectiveness becomes more urgent than ever. 

The deceleration in the rates of renewal of fixed assets was accompanied by changes in the technological structure of investment in fixed assets. While at the first stages of the reform there was observed an increase in the share of expenditures for construction and assembly works, since 1995 there was registered a gradual increase in the share of expenditures for purchase of machinery and equipment in the total amount of investment in fixed assets. The increasing expenditures for purchase of machinery and equipment was caused by shifts in the reproduction structure of investment. A distinctive feature of the period from 1995 to 2000 was the expansion of works aimed to modernize and reconstruct enterprises. In year 2000, the expenditures for machinery and equipment increased to 35.7 per cent of the total amount of investment as compared with 22 per cent on the average in 1992 through 1995. 

Table 1.19

Structure of Investment in Fixed Capital as Broken Down by Types, 
in % of the total

	
	1998
	1999
	2000

	Total investment in fixed assets
	100
	100
	100

	Including:
	
	
	

	Residential housing
	16,3
	14,3
	10,7

	Buildings (except residential housing) and constructions
	45,1
	41,5
	43,6

	Machinery, equipment
	29,9
	36,3
	35,7

	Other
	8,7
	7,9
	10


Source: RF Goskomstat

The investment activity of enterprises in 1998 through 2001 was mainly oriented towards the intensive activation of competitive reserve capacities in production and modernization of production at the expense of modern technological lines. Besides, as business situation changed, in the structure of capital expenditures there was registered an increase in expenditures for implementation of highly effective projects aimed to reconstruct and re-equip the production, while new construction declined. A specific feature of the period from 1999 to 2001 was the increase in the share of expenditures for purchase of machinery and equipment in the structure of investment expenditures occurring at the background of falling expenditures for capital repairs. 

Table 1.20

Specific Weight of Investment in Machinery and Equipment in the Total Amount of Investment Expenditures as Broken Down by Industries 
in 1998 through 2000, in % of the total

	
	1998
	1999
	2000

	Power engineering
	29,4
	36,9
	40,5

	Oil extracting industry
	25,4
	30,5
	32,3

	Oil processing industry
	34,6
	46,6
	44,4

	Natural gas industry
	10,6
	16,9
	13,8

	Coal industry
	60,9
	66,7
	76,2

	Ferrous metallurgy
	49,7
	51,6
	58,3

	Non-ferrous metallurgy
	47,1
	62,5
	60,8

	Chemistry and petro-chemistry
	49,8
	57,4
	63,7

	Mechanical engineering and metal working
	66,3
	72,0
	78,6

	Construction materials industry
	45,7
	51,3
	60,2

	Light industry
	57,4
	78,7
	72,7

	Food industry 
	60,0
	68,0
	77,9


Source: RF Goskomstat

The rationalization of the flows of resources used for the reproduction of fixed capital rather than the scope of utilized means accounted for the intensification of investing activity. As business situation changed, enterprises oriented towards the expansion of their positions on the domestic market both at the expense of increasing competitiveness of their products in comparison with domestic substitutes, and more intensive development of import substituting production. The motivation of investment activities also changes. In the situation, where financial resources are very limited, investment decisions are determined by such goals as improvement of the quality of products and implementation of modern standards, diversification of products, and technological aspects of reduction of costs. 

Table 1.21

Specific Weight of Industrial Enterprises as Broken Down 
by Goals of Investing Activities in the Total Number 
of Innovative-Active Enterprises, in %

	
	1995
	1996
	1997
	1998
	1999

	Substitution of obsolete products
	16,1
	16,6
	14,7
	21,7
	18,2

	Diversification of the range of goods
	71,5
	75,5
	78,8
	85,1
	77,2

	Maintenance of traditional sales markets
	23,3
	27,9
	28,8
	35,6
	32,7

	Creation of new markets
	
	
	
	38,5
	34,5

	Reduction of expenditures for wages and salaries
	8,3
	8,5
	7,3
	10,6
	8,3

	Reduction of material costs
	19,4
	18,5
	17,7
	22,6
	19,4

	Reduction of power costs
	12,3
	13,9
	13,1
	18,7
	16,9

	Implementation of modern standards
	-
	-
	-
	27,8
	28,4

	Improvement of quality of products
	31,5
	34,2
	32,8
	51,0
	46,9


Source: RF Goskomstat

The limited amount of investment resources made enterprises mainly orient towards the intensive activation of competitive reserve capacities in production and modernization of production at the expense of modern technological lines. According to a survey conducted by the Center for Economic Situation, purchases of separate units make 45 per cent of the total amount of investment in equipment, while technological lines account for about 15 per cent, and complexes for production of new goods – for less than 5 per cent. In this connection, it shall be stressed that such a structure of investment determined by financial constraints results in the conservation of obsolete technologies and does not facilitate production of competitive technology-intensive goods. 

As a result, since 1999 there has been observed the recovery of investment demand, while the growth in mechanical engineering significantly outpaces the rates of industrial production. These developments are an evidence that producers reacted to changes in the situation on the domestic market rather flexibly and operatively. 

The analysis of utilization of production capacities demonstrates that a considerable part of equipment can not be used for production due to the degree of its wear and tear and obsoleteness. The workload on production capacities is rather differentiated. In raw material industries characterized by low shares of added value, the workload on equipment is much higher than in processing industries. Even within the same industry, the degree of utilization of equipment varies across branches. Although the intensive activation of reserve capacities was a factor behind the recovery of economic growth in 1999 through 2001, there are certain constraints on the workload. 

As concerns raw material industries, in general it is possible to meet the increase in demand by activation of available capacities, since the quality of raw materials depend on the deposit and not on the way of extraction. As a rule, in these industries new technologies facilitate reduction of costs, increase in labor productivity, growth in output of auxiliary products, etc. However, the combination of worn out capacities and high workload on equipment in the extracting industry is an evidence that the machinery operates at the critical level. 

The reserves for increase in output in processing industries are determined by the quality of equipment and technologies. The significant depreciation of fixed assets in processing industries is a factor behind the low workload on equipment and a constraint on the further growth in production. 

Table 1.22

Level of Utilization of Average Annual Capacity 
for Production of Certain Industrial Goods, in %

	
	1990
	1995
	1996
	1997
	1998
	1999
	2000

	Primary processing of oil
	87
	62
	61
	65
	60
	64
	68

	Coal 
	93
	72
	72
	70
	66
	73
	84

	Cast iron
	94
	70
	70
	73
	71
	84
	86

	Steel
	94
	67
	68
	68
	63
	71
	77

	Rolled ferrous metals 
	92
	66
	65
	67
	59
	63
	72

	Iron ore
	98
	84
	81
	81
	81
	90
	92

	Mineral fertilizers 
	75
	50
	46
	49
	47
	58
	63

	Synthetic resins and plastics
	84
	45
	36
	40
	45
	55
	62

	Paint and varnish materials
	74
	20
	17
	17
	15
	20
	24

	Tires
	91
	43
	52
	62
	59
	69
	71

	Metal cutting machine tools 
	81
	24
	18
	16
	13
	14
	17

	Forging and pressing machinery
	83
	13
	7,8
	7,8
	10
	10
	13

	Tractors
	81
	11
	10
	9,7
	8,4
	14
	19

	Household refrigerators
	98
	37
	24
	27
	25
	31
	39

	Electric vacuum cleaners
	82
	19
	13
	14
	12
	21
	20

	Household clocks
	98
	40
	22
	16
	18
	28
	55

	Timber
	69
	31
	28
	27
	29
	34
	39

	Plywood
	88
	52
	53
	53
	67
	76
	82

	Splint slabs
	92
	39
	27
	30
	36
	47
	55

	Cardboard
	87
	41
	29
	35
	38
	52
	63

	Paper
	94
	57
	49
	47
	54
	70
	79

	Cement
	93
	45
	36
	36
	36
	39
	44

	Wall materials
	81
	50
	41
	38
	34
	45
	48

	Constructions from reinforced concrete
	78
	32
	24
	20
	20
	22
	28

	Cotton fabrics
	91
	28
	24
	31
	29
	39
	55

	Wool fabrics
	68
	16
	12
	12
	11
	14
	17

	Jersey products
	93
	21
	13
	12
	13
	24
	28

	Footwear
	87
	23
	18
	17
	14
	23
	29

	Powdered sugar from sugar beets
	87
	86
	85
	81
	75
	77
	76

	Bread and baked goods
	67
	44
	41
	38
	35
	39
	40

	Canned fruits and vegetables 
	72
	21
	15
	16
	20
	24
	32

	Meat
	76
	32
	25
	19
	17
	14
	18

	Sausage products
	90
	54
	52
	44
	41
	42
	52

	Animal fat
	76
	35
	29
	27
	26
	24
	25

	Unskimmed milk products 
	76
	24
	24
	24
	26
	28
	32


Source: RF Goskomstat

In the situation, where the trend towards decrease in real accumulation persists, the growth in production is only temporary, and, as a rule, is determined by more active use of operating capacities and more intensive activation of reserve capacities at the expense of modernization and reconstruction of accumulated potential. The average workload on oil processing capacities made 68 per cent in year 2000, while the economically efficient level should be from 80 to 85 per cent. At the same time, their structure is characterized by a low specific weight of secondary processes of deep oil processing and extremely depreciated operating capacities. The high rate of workload on operating capacities in aluminum industry (99.3 per cent) mainly resulted from tolling operations related to processing of domestic and imported raw materials. The rate of operation of production capacities in chemistry and petro-chemistry made 53 per cent as compared with 43 per cent in 1998 due to the favorable situation on the external market and increasing demand for these products on the part of domestic consumers. In mechanical engineering and metal working the positive trends were supported by the processes of optimization of production capacities, improvement of quality characteristics of machinery and equipment, and introduction of modern technologies in the production.  
The ratio between depreciation indicators and the age structure of fixed assets is a clear illustration that modernization shall be urgently intensified. Mechanical engineering is lagging behind other industries in terms of capacity utilization. A prolonged investment pause resulted in the conservation of mechanical engineering structure, and in the situation of transition to the model of economic growth basing on investment the lack of equipment and machinery emerged as a factor constraining expansion of production in the economy. The situation is aggravated by the fact that mechanical engineering being inadequate to market quality requirements is unable to achieve a level of sales necessary to generate funds sufficient for a massive investment in modernization of its capacities.  

B. Investment Expenditures: Problems of Financing

The comparative analysis of GDP dynamics by components of final demand demonstrates that investment expenditures are more volatile than consumer expenditures, therefore, the analysis of the dynamics and structure of change in these expenditures facilitates understanding of trends developing in economic activity. In the course of analysis of dynamics of investment in the Russia’s economy, it is necessary to follow the nature of change in the gross accumulation in GDP. It shall be reminded that even in the pre-reform period the Russian economy demonstrated a stable trend towards decrease in net investment, while depreciation was the dominating source of financing for investment. A sharp contraction of spare cash resources provoked the practice to use depreciation funds for the replenishment of tangible floating assets and consumption, in particular, for remuneration of hired labor. Correspondingly, it resulted in formation of negative trends in the reproduction of fixed capital. On the average, over the last decade investment expenditures made about 16.0 per cent of GDP. While the slump in business activity in 1992 through 1998 accounted for the period of decreasing share of investment in fixed assets in GDP, the economic growth observed in 1999 through 2001 based on the redistribution of resources in favor of the investment component. A specific feature of the recovery of the Russia’s economy was the increasing efficiency of the use of gross accumulation in fixed capita. Economic growth stimulated processes of transformation of the resources of accumulation in investment. The share of investment in fixed assets in GDP increased to 17.6 per cent in year 2000 as compared with 14.1 per cent registered in 1998. 
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Figure 1.11. Structure of Gross Accumulation in GDP 
in 1992 through 2001, in % of the total

A major factor behind the transformational shifts in the formation of investment across the sources of financing was a rather sharp withdrawal of the state from the capital market. In year 2000, the share of investment of state-owned enterprises in the total amount of investment expenditures registered in the national economy decreased by 17 percentage points in comparison with the level of 1993 and made 23.1 per cent. Almost 3/5 of investment expenditures registered in 1995 were generated by enterprises in private or joint stock ownership. The shift in favor of non-state sector of the economy was accompanied by the decrease in the share of state investment expenditures in budgets of all levels. In 1993 through 2000, the share of budget expenditures for investment in fixed assets decreased across all levels of the budgetary system from 5.4 per cent of GDP to 3.0 per cent. While in 1993 budget funds accounted for 34.3 per cent of the total investment in fixed assets, in year 2000 their share made only 21.2 per cent. It shall be stressed that the contraction of budget financing was accompanied by redistribution of the functional participation of budgets of all levels in the financing of investment programs. While in 1992 the federal budget accounted for 3/5 of the structure of budgetary sources of financing, in year 2000 its share decreased to ¼. In year 2000, state capital investment financed from the federal budget made 0.41 per cent of GDP, or 2.2 per cent of the total investment in fixed assets. The larger part of state capital investment was allocated for the settlement of urgent federal problems of social and economic importance that had no alternative sources of financing. 

A specific feature over the last three years was that investment activity of enterprises intensified at the background of continuing decline in the budget financing of investment. Own funds of enterprises remain the major source of financing of investment in fixed assets. The outpacing growth in investment in fixed assets observed in 1999 through 2001 was accompanied by increasing profitability of the economy. In year 2000, the profitability of production in the national economy increased to 18.9 per cent, while the profitability of assets grew to 7.8 per cent. The improving financial standing of enterprises and growth in effective demand were among the factors stimulating an increase in the share of accumulation fund in the sources of financing of investment in fixed assets. While in 1996 through 1998 profits made less than ¼ of own funds of enterprises used for investment purposes, in year 2000 their share grew to 50 per cent.  

Table 1.23

Profitability of Production across Key Sectors 
of Economy and Industries, in %

	
	1992
	1993
	1994
	1995
	1996
	1997
	1998
	1999
	2000

	Economy, total
	29,3
	26,3
	14,5
	15,8
	4,8
	6,3
	8,1
	18,5
	18,9

	 Industry
	38,3
	32
	19,5
	20,1
	9,2
	9
	12,7
	25,5
	24,7

	   Including:
	
	
	
	
	
	
	
	
	

	Power engineering
	24
	25,5
	18,6
	17,5
	14,3
	14,1
	12
	13,7
	13,5

	Fuel industry
	31,9
	19
	9,4
	20,8
	11,7
	13,1
	15,7
	44,5
	51,1

	Including:
	
	
	
	
	
	
	
	
	

	Oil extraction
	31,3
	15,1
	4,2
	21,2
	14,9
	14,7
	17,6
	57,9
	66,7

	Oil processing
	33,5
	28,6
	21,2
	26,1
	10,8
	9,4
	12,5
	32,1
	34,5

	Coal industry
	26,8
	4,2
	-4,2
	8
	1,6
	2,3
	0,4
	0,7
	3,2

	Ferrous metallurgy
	53,7
	48,5
	20
	22,1
	5
	3,6
	10,3
	28,2
	25,6

	Non-ferrous metallurgy
	52,3
	43,6
	33,2
	32,7
	10,4
	11,4
	33
	57,4
	51,6

	Chemistry
	59,7
	38,5
	25,9
	20
	6,1
	4,3
	9,7
	22,3
	17

	Mechanical engineering
	47
	43,6
	27,3
	20,9
	10,9
	8
	10
	17,4
	14,1

	Lumber and wood working industry
	37,6
	32,8
	16,1
	21,8
	-5,5
	-5,5
	5
	23,9
	16,5

	Construction materials
	26,7
	31,3
	19,9
	17,9
	8
	5,6
	5,2
	8,6
	9

	Light industry
	40,9
	36,2
	18,9
	9,3
	1
	-1,5
	0,9
	9,5
	7,2

	Food industry
	27
	23,5
	16,6
	16,3
	5,5
	8,4
	12,8
	13
	10,1

	Medical industry
	66,5
	40,8
	62,7
	35,8
	25,2
	22,7
	29,3
	30,2
	26,4

	Agriculture
	37,5
	31,6
	-10
	-3,1
	-22,2
	-20,9
	-24,7
	8,2
	6,3

	Construction
	20
	27,8
	23,2
	23,3
	11,6
	11,2
	6,8
	9,2
	9,7

	Transport
	5,7
	15,4
	10,3
	15,1
	2,9
	6,8
	10,6
	27,3
	17,2

	Communications
	20,3
	28,1
	26,2
	39,2
	27,3
	27,4
	29,4
	33,6
	30,7

	Trade and public catering
	23,3
	15,6
	2
	9,8
	0,5
	2,7
	2,6
	4,9
	18,5

	Wholesale trade (goods) 
	18,4
	15,6
	6
	25,1
	2,8
	2,3
	4,9
	5,8
	3,5

	Housing and public utilities
	1,4
	-4,3
	-6,6
	-17,5
	-10,7
	-12,1
	-13,3
	-16,2
	-17,6


Source: RF Goskomstat

In this connection it shall be noted that in the situation of economic growth the structure of sources of formation of investment funds of enterprises has changed. Over last years, the practices of misuse of depreciation funds for consumption became widespread, what facilitated the development of negative trends in the simple reproduction of fixed assets. Besides,  the systematic growth of expenditures for capital repairs also negatively affected the reproduction of fixed assets. The calculations concerning the period from 1995 to 2000 demonstrate that the average expenditures for capital repairs made about 20 per cent of the investment in fixed assets. The high share of capital repairs confirms the argument that the investment process is oriented towards cheap and short term methods of renewal of production capacities at the expense of costs. As a result, the demand is oriented to the components of technical equipment, which it is easy to replace without attracting long term investment in fixed assets, i.e. at the expense of working capital, what is the specific and distinctive feature of the investment process in the Russia’s economy. Productive changes in the economy and recovery of economic growth will require a transformation of the investing mechanism. 

[image: image12.wmf]0,00

10,00

20,00

30,00

40,00

50,00

60,00

70,00

80,00

90,00

100,00

Economy, total

Industry

Power engineering

Fuel industry

Ferrous metallurgy

Non-ferrous metallurgy

Chemistry

Mechanical engineering 

Lumber and wood

working industry

Construction materials

industry

Light industry

Food industry

Agriculture

Construction

Transport

Communications

Trade

Housing

Funds of budgets of all levels

Bank credits, borrowings, foreign investments, and other sources

Own funds of enterprises and organizations


Figure 1.12. Structure of Sources of Financing of Investment 
in Fixed Assets across Sectors of Economy and Industries 
in 1999, in % of the total
As profitability grew, enterprises became more active in implementation of investment programs. Although own funds of enterprises still dominate as a source of financing of investment, in the structure of sources of financing of investment there is observed a gradual increase in the share of borrowings. The ratio between own and borrowed funds varies rather significantly across the sectors of the economy and industries. In the economy on the whole, less than half of the investment in fixed assets is financed at the expense of internal funds of enterprises. However, own funds form ¾ of investment expenditures for reproduction of fixed assets in such profitable industries as fuel, energy, and metallurgical complexes. Profitability of production in these sectors significantly affects the overall level of this indicator in the national economy and industry. They account for 1/3 of gross profits in the economy at large and 3/5 of profits in industry. High concentration of profits in the export-oriented sector has a significant impact on the character of investment activities in the processing sector. Since the profitability rate in mechanical engineering and construction materials industry is considerably lower than industrial averages their potential for financing investment programs at the expense of own funds are limited. In the investment complex at large, about 1/3 of expenditures for reproduction of fixed capital are financed at the expense of borrowings. Taking into account the high price of credit resources and the irregularity of inflow of budgetary funds allocated for the financing of investment expenditures, it becomes more easy to understand why the trend towards a decrease in the share of investment in this complex in the total amount of investment in the national economy persisted over last years. The same factors are behind the low investment activity in the consumer sector of the economy. While food industry due to the high competitiveness of domestic products on the internal market and fast rate of recoupment of investment projects expands borrowing, in light industry the low efficiency of production prevents the attraction of investment in spite of the high demand for credit resources. 

The crediting of investment projects in the real sector of the economy is checked by high levels of risks, non-transparency of financial operations of recipients and security mechanisms, as well as insufficient legal protection of such operations. Enterprises prefer to attract external investment resources via mutual crediting. This type of investment financing accounts for about 11 per cent of the total amount of investment expenditures in the national economy. 

Table 1.24

Structure of Investment in Fixed Assets across Sources 
of Financing, in % of the total

	
	1992
	1993
	1994
	1995
	1996
	1997
	1998
	1999
	2000

	Investment in fixed assets, total 
	100
	100
	100
	100
	100
	100
	100
	100
	100

	Including, as broken down by the sources of financing:
	
	
	
	
	
	
	
	
	

	Own funds
	69,3
	57,4
	64,2
	49
	52,3
	60,8
	53,2
	52,4
	46,1

	Of which:
	
	
	
	
	
	
	
	
	

	Profits (accumulation fund)
	
	
	
	20,9
	15
	13,2
	13,2
	15,9
	23,4

	Borrowings
	30,7
	42,6
	35,8
	51
	47,7
	39,2
	46,8
	47,6
	53,9

	Of which: 
	
	
	
	
	
	
	
	
	

	Budgetary funds 
	26,9
	34,3
	26
	21,8
	20,1
	20,7
	19,1
	17
	21,2

	Including:
	
	
	
	
	
	
	
	
	

	Federal budget
	16,6
	19,2
	15,4
	10,1
	9,9
	10,2
	6,5
	6,4
	5,8

	Budgets of RF subjects
	10,3
	15,1
	10,6
	10,3
	10,2
	10,5
	12,6
	10,6
	14,4


Source: RF Goskomstat

Bank credits play a very insignificant role in the financing of the Russia’s economy. At given high risks the sector of credit and banking services is very cautious with regard to the projects related to the investment in the real sector of the economy. The literature on the subject often refers to the specifics of formation of the system of credit organizations, in particular, the absence of investment banks per se, as a factor behind the unwillingness of banks to invest in the real sector. Operations on the short term market dominate the sector of credit organizations. The share of long term investment is below 5.0 per cent. 
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Figure 1.13. Real and Nominal Interest Rates, and Increment in Credit 
Investment in the Economy in 1992 through 2001, in %

The decrease in discount rate from 170 per cent in 1995 to 25 per cent in 2001 did not result in increase in the level of long term financing of the real sector of the economy. In 1995 through the first half of 1998, high profitability of operations on financial markets was a powerful factor behind the outflow of financial resources from the real sector, in spite of systematic reduction of interest rates. After the August crisis of 1998 the almost twofold increase in discount rates (60 to 55 per cent as compared to 28 per cent in 1997) practically cut the real sector off the market of credit resources. In the situation of high inflation rates observed inn 1999, the real interest rate became negative, what, due to increasing credit risks, prevented the redistribution of credit resources in favor of production.  

Gradually decelerating inflation rates resulted in the fact that over two next years credits of commercial banks became significantly cheaper. However, no significant demand for bank credits on the part of the real sector was registered. In the structure of sources of financing of investment in fixed assets, the share of bank credits made 2.9 per cent in year 2000 as compared with 4.2 per cent in 1999 and 4.5 per cent in 1997. The persistent high risks also determined the trend towards a decrease in the share of foreign investment in fixed assets in the total amount of investment in the Russia’s economy from 6.6 per cent in 1999 to 4.6 per cent in year 2000. 

Table 1.25

Specific Weight of Long Term Financial Investment in the Total Amount 
of Financial Investment, in %
	
	1998
	1999
	2000

	Power engineering
	43,1
	18,6
	30,2

	Fuel industry
	37,3
	39,8
	29,9

	Oil extracting industry
	39,3
	41,0
	31,4

	Oil processing industry
	16,1
	23,8
	16,4

	Natural gas industry
	58,0
	57,4
	17,8

	Coal industry
	51,1
	27,1
	34,1

	Ferrous metallurgy
	23,0
	6,3
	5,6

	Non-ferrous metallurgy
	52,3
	30,5
	30,1

	Chemistry and petro-chemistry
	44,8
	30,0
	18,4

	Mechanical engineering and metal working
	85,6
	36,4
	22,3

	Construction materials industry
	61,9
	34,2
	50,8

	Light industry
	83,7
	36,6
	43,2

	Food industry 
	34,1
	7,2
	24,8


Source: RF Goskomstat

Since own funds of enterprises and organizations still dominate the structure of sources of financing, it would be prematurely to define the situation existing in 1999 through 2000 as an “investment boom.” 

First, in spite of the stable growth of gross national accumulation related to the favorable external economic situation, the mechanisms which could transform it in investment in the real sector practically do not work. A comparison of dynamics of savings, gross accumulation in fixed capital, and investment in the real sector reveals that negative dynamics persist in net accumulation. Reproduction of fixed capital is still financed at the expense of depreciation funds. At the same time, it is necessary to stress that the use of these funds for investment purposes ensures only simple reproduction, since the outpacing growth in prices of investment goods and construction works is a factor restricting the renewal of production capacities. 

Second, the lack of investment financial institutions, underdevelopment of the stock market, instability of the legal environment renders the process of attraction of borrowings and bank credits more difficult. In essence, the economy failed to form a mechanism ensuring inter-sectoral flows of capital, what makes investment activities more difficult at the level of enterprises, sectors, and regions. In the situation of economic growth it became apparent that investment management is not coordinated with dynamic processes of restructuring of the Russia’s economy. 

And, third, as experience shows, the investment-related decision-making requires more caution and rationalization of investment flows at the given reserves of savings. The lack of a long term development strategy and undefined priorities are a factor preventing motivation for long term investment. 

* * *
The above analysis of investment processes underway in the Russia’s economy and regions demonstrated that the dynamics of investment were, to a considerable extent, determined by the general progress of transformation processes, the rate and profoundness of economic and institutional reforms in individual sectors and RF subjects. On the whole, four sub-periods characterized by different qualitative and quantitative changes in the real sector and investment may be singled out in the period under consideration (1992 – 2001).  

At the first stage (1992 – 1995), there were observed a front decline of all types of investment coinciding with a decline in output across all industries and sectors of the economy. At this time, average rates of decline in investment in real terms were about twice higher than average rates of decline in real output. 

At the second stage (1996 – 1997), the decline in investment in the real sector persisted, while output somewhat stabilized. At the same time, since 1996 the inflow of foreign investment in Russia, including direct investment, increased. It is worth note that in this period both internal (the largest commercial banks and financial and industrial groups), and external (foreign portfolio investors) sources accounted for a sharp growth in the amount of investment in financial assets (state and corporate securities). 

After the financial crisis of 1998, the Ruble devaluation resulted in an import-substituting growth of the Russia’s economy; however, no massive increase in investment activity had been observed before the end of 1999. In fact, this sub-period was the transition from the transformational slump in the investment process to the growth in investment and output. 

The fourth stage (since 2000) is characterized by a rapid growth in real output and investment, at the same time; the rates of increase in investment outpace the rates of growth in industrial output and GDP. 

The investment processes taking place in 1992 through 2001 considerably differ across economic sectors and RF regions. This difference is much more pronounced than that usually observed in developed economies. The differences may be explained by both starting pre-reform levels of development of individual industries and regional specialization in the framework of the Soviet planned economy, and geographical and sectoral structures of foreign investment. The latter were primarily determined by the level of development of market relations in a sector or a RF subject, institutional and political factors.
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