Budgetary Policy


The presidential elections (taking place in two rounds: on June 16 and on July 3) have perceptibly affected administration of the budget in a few last months (see Table 1). Uncertainty of the eventual outcome of the elections incited many taxpayers to minimize their payments to the budget thus causing a further increase in arrears (see Fig. 2) and, accordingly, diminishing tax revenues (see Table 1).


The most substantial downfall occurred in revenues due from VAT, special tax and excise taxes. In order to compensate the persistent decline in amounts of collected taxes it was decided to transfer Rub. 5 trillion from the Central Bank profits to the federal budget; the outcome was a sharp increase in non-tax revenues up to 2.38 per cent of the GDP.


After the uncertain victory of B. Yeltsin in the first round and him making the alliance with A. Lebed, the taxpaying behavior of enterprises was corrected, for instance, it was reflected through increase in revenues derived from profit tax and from VAT at the end of June through early in July, according to the preliminary data of the State Tax Service.


In the pre-election situation the government had in the first turn to finance social items of the budget: wages, scholarships, pensions, social benefits, money allowances for military and police officers. In the first half-year the share of wages in the total amount of expenditures made more than 30 per cent while the target figure was 15 per cent. On the whole, the government could meet the budgetary target expenditures;  some budgetary items were even financed in excess of the plan. The priority items funded over the target were the national defense (a 10 per cent excess), the coal industry (by almost 20 per cent over planned expenditure), the agriculture (a 20 per cent excess), transfers to the Pension Fund (an excess by more than 100 per cent). At the same time the investment into industry was sequestrated (by over 75 per cent as compared to the plan), expenditure for transport and communications was axed by 60 per cent, culture and arts were underfinanced by 60 per cent, public health institutions and fundamental research did not receive 40 per cent of funds and education was financed by 30 per cent less as compared to the target figures.


The report of May and preliminary data for June show an initial budgetary deficit tending to decline by 0.3 per cent of the GDP and making slightly over 4 per cent of the GDP in the first half-year (see Table 2).


Table 3 demonstrates the data on administration of  Russia’s consolidated budget which confirm a tendency towards an increase in expenditure and a slight diminishing of the deficit in January through May.














Fig. 1. Administration of the Federal Budget in 1995 through 1996 (in % of GDP)











Revenues Expenditure Deficit (right axis)





Fig. 2. Tax Revenue Arrears, Profit Tax and VAT Arrears of the Federal Budget, in % of monthly GDP in 1995 through 1996
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Table 1. Execution of the federal budget of Russia between 1995 - January-June 1996 (in % of GDP)�
�
�
�
�
�
�
�
�
�
1.05.95�
1995 �
1.02.96�
1.03.96�
1.04.96�
1.05.96�
1.06.96 �
1.07.96 *�
�
Revenue�
�
�
�
�
�
�
�
�
�
Profit tax�
2,63�
2,47�
0,94�
0,94�
1,11�
1,27�
1,28�
1,25�
�
Personal income tax�
0,19�
0,2�
0,19�
0,2�
0,21�
0,22�
0,21�
0,21�
�
VAT, special tax, excise taxes�
5,98�
5,81�
4,6�
4,42�
4,64�
4,59�
4,52�
4,20�
�
Taxes on foreign trade and foreign economic activities�
1,74�
1,46�
0,92�
0,98�
1,33�
1,27�
1,24�
1,29�
�
Other taxes, dues and payments�
0,45�
0,34�
0,13�
0,17�
0,15�
0,16�
0,16�
0,22�
�
Overall taxes and payments�
10,99�
10,28�
6,78�
6,71�
7,44�
7,51�
7,41�
7,17�
�
Non-tax revenue�
2,92�
3,4�
1,11�
1,78�
1,69�
1,08�
1,73�
2,38�
�
Overall revenues�
13,92�
13,68�
7,89�
8,49�
9,86�
9,37�
9,96�
10,12�
�
Outlays�
�
�
�
�
�
�
�
�
�
State administration�
0,26�
0,27�
0,09�
0,29�
0,33�
0,33�
0,28�
0,24�
�
International activity�
0,8�
1,3�
0,68�
0,64�
0,62�
0,62�
0,61�
0,80�
�
National defense and law enforcement activity�
4,61�
4,03�
2,39�
3,44�
3,6�
4,17�
4,05�
3,81�
�
Fundamental research �
0,3�
0,29�
0,04�
0,24�
0,26�
0,32�
0,28�
0,23�
�
Services to the national economy�
2,34�
2,18�
1,19�
1,63�
1,46�
1,61�
1,63�
1,38�
�
Social services�
0,97�
1,12�
0,52�
0,96�
1,19�
1,41�
1,45�
1,47�
�
Servicing of the public debt�
3,22�
1,5�
1,5�
1,27�
1,54�
1,36�
2,26�
2,31�
�
Aid to other levels of administration�
1,64�
1,76�
0,2�
1,23�
1,66�
1,53�
1,50�
1,70�
�
Other expenditure�
1,16�
2,79�
0,49�
0,78�
1,38�
1,22�
1,36�
2,43�
�
Overall outlays�
15,3�
15,24�
7,1�
10,48�
12,04�
12,57�
13,42�
13,57�
�
Loans minus repayments�
1,76�
1,37�
2,26�
0,81�
1,19�
1,15�
0,87�
0,58�
�
Expenditures and loans minus repayments�
17,05�
16,61�
9,36�
11,29�
13,24�
13,72�
14,29�
14,15�
�
Budget deficit�
-3,13�
-2,94�
-1,48�
-2,8�
-3,37�
-4,35�
-4,32�
-4,03�
�
General financing, including�
3,13�
2,94�
1,48�
2,8�
3,37�
4,35�
4,32�
4,03�
�
     domestic borrowing�
2,86�
1,41�
0,57�
1,69�
2,34�
2,34�
1,94�
2,03�
�
     foreign borrowing�
0,27�
1,53�
0,91�
1,12�
1,03�
2,01�
2,38�
2,00�
�
Memorandum: GDP (Rub. trlns)�
356,1�
1659,2�
166�
322�
508�
691�
876�
1066�
�
* Preliminary data


Source: Ministry of Finance





Table 2. Federal Budget Deficit and Sources of Financing.�
�
�
1.05.95�
1995 �
1.02.96�
1.03.96�
1.04.96�
1.05.96�
1.06.95 �
1.07.95 *�
�
Budget deficit�
-3,13�
-2,94�
-1,48�
-2,8�
-3,37�
-4,35�
-4,32�
-4,03�
�
Total financing, including�
3,13�
2,94�
1,48�
2,8�
3,37�
4,35�
4,32�
4,03�
�
     internal financing�
2,86�
1,41�
0,57�
1,69�
2,34�
2,34�
1,94�
2,03�
�
     external financing�
0,27�
1,53�
0,91�
1,12�
1,03�
2,01�
2,38�
2,00�
�
* Preliminary data


Source: Ministry of Finance





Table 3. Administration of Russia’s Consolidated Budget in January through May, 1996 (% of GDP)�
�
�
�
�
�
January �
January -- February�
January -- March�
January -- April�
January -- May�
�
Total taxes and payments�
14,51�
15,26�
16,4�
17,48�
17,69�
�
Non tax revenues�
2,08�
2,83�
2,47�
1,83�
2,43�
�
Total revenues�
16,6�
18,09�
19,85�
20,34�
21,20�
�
Total expenditure and loans minus repayments�
18,82�
21,81�
24,29�
26,02�
26,75�
�
Budget deficit�
-2,22�
-3,72�
-4,43�
-5,68�
-5,55�
�
Source: Ministry of Finance





A tendency of the secondary deficit (taking into account GKO yields) was similar: 7.11 per cent of the GDP in January through April, 6.8 per cent of the GDP in January through May and 6.64 per cent of the GDP in January through June. The initial deficit was financed almost equally from internal and external sources in the first half-year as compared to the first five months (external financing declined by almost 0.4 per cent of the GDP) and was accompanied by increasing ruble budgetary means on bank accounts.


In June and early in July, the influence of the Presidential elections caused the State Duma to adopt socially oriented laws and the President to issue decrees to the same effect. However, falling budgetary revenues made the President and the government to resort to legislative pressure in order to meet their pre-election promises.


On July 18, the State Duma adopted the law “On Introduction of Amendments and Supplements to the Federal Law “On the Federal Budget for 1996”. The law envisages the total increase of Rub. 15.5 trillion in budgetary expenditures within such items as “fundamental research and assistance to scientific and technical progress”, “education”, “mass media”. Such decisions taken against a background of falling budget tax revenues directly endanger execution of the budget and maintenance of the budgetary deficit within the band set by the law “On Federal Budget for 1996”. In this way, adopting populist decisions, the State Duma confronts the executive authorities who are responsible for their implementation.


In his turn, the President signed the Decree “On Additional Measures Necessary to Secure Revenues Derived from Taxation and from Other Mandatory Payments to Budgets” on June 21. This step may be well explained by falling tax revenues in the first half-year (as per Ministry of Finance data, it was collected by 22.4 per cent less than planned) and it confirms that the authorities intend to improve the situation. The decree envisages that 50 per cent of taxes due to budgets of different levels additionally collected by fiscal agencies shall be channeled to the fiscal agencies’ and tax police’s funds of social development. Critics of the present authorities point out that there is a certain possibility that tax agencies will be less impartial due to the decree, however, the disastrous situation of the fiscal bodies is not a secret and a side effect of the Decree is to improve it.


S.Batkibekov, S.Titov





Monetary Policy


In June and in July of 1996 a downward trend in inflation rates became more obvious. In June the consumer price index rose by 1.2 per cent (15.4 per cent in annual terms). In the first half-year of 1996 price rise made 15.6 per cent and was within planned targets set by the government and the Central Bank of the RF. As per our estimate, inflation will make 0.7 to 1.0 per cent in July (8.7 to 12.7 per cent in annual terms). However, there is a probability that inflation will accelerate in next months at a monthly rate from 1.5 to 2 per cent; the fact may be explained by issue of money by the Central Bank in the spring and early in the summer of 1996. Although the official data on money supply in April through June of this year has not been available yet, preliminary estimates of a monthly money supply in this period show a rate of over 6 per cent. However, the inflation potential of the increasing money supply may be substantially compensated by growing demand for money in the situation of declining interest rates and lowering political risks in the Russian economy after the Presidential elections.


The GKO -- OFZ market experienced a considerable decrease in yields of all types and issues of securities. After the first round of the Presidential elections GKO showed a decrease in annual yields by 30 to 50 per cent. By July 3 when the second round of the Presidential elections had place, an average annual yield of different issues of the state short-term securities was at 110 to 130 per cent. By mid-July GKO yielded 40 to 45 per cent annually, 6-month GKO brought from 45 to 85 per cent annually and annual yields of OFZ were at 100 to 120 per cent. So, the yields were less than in last February which marked a record low of the market. The auction held on July 17 where the 41st issue of 6-month bills was traded closed at 120 per cent annual yields. A lighter budgetary burden of debt servicing for earlier issues of securities in July as compared to previous months may be considered to be a factor contributing to decreasing yields of GKO -- OFZ in this month. In July the Ministry of Finance shall repay about Rub. 8 to 9 trillion of its debts while in May through June the amount equaled to Rub. 10 to 15 trillion and monthly repayments in March through April made Rub. 18 to 22 trillion.


Evaluating possible scenarios of developments on the GKO -- OFZ market it shall be taken into account that, first, decreasing political risks in Russia’s economy will facilitate more active bank investment into state securities and, consequently, a price surge in this area. Second, this sector of the Russian financial market will be more attractive for foreign investors. Third, on July 8 of 1996 the government of the RF published its decision No. 1068-r on the policies of internal borrowing in the third quarter of 1996, the decision compels the Finance Ministry to equalize GKO -- OFZ yields with real inflation rates, i.e. 3-month bills shall yield from 20 to 30 per cent annually, 6-month bills shall bring 30 to 40 per cent annually and one-year securities shall yield 40 to 50 per cent. From our point of view, this structure of yields does not correspond to expectations of a further decrease in inflation rates. As a possible mechanism enabling execution of the decision may be used a minimum amount of internal borrowing necessary to repay previous loans and a broader access of foreign investors and a greater number of primary Russian dealer banks to initial auctions. Forth, our calculations show that a monthly amount of repayments in August through October of 1996 as compared to July will increase up to Rub. 15 trillion. In order to diminish repayments in the second half-year the Finance Ministry should restructure the internal debt increasing the duration of the GKO -- OFZ circulation on the market. At present the political situation is favorable for implementation of this policy.


The official US dollar exchange rate rose from 5014 to 5097 Rub/$ or by 1.7 per cent (21.8 per cent in annual terms) in June. For the first time since March of 1995 the fall in ruble exchange rates has exceeded inflation rates. As per our estimate, this trend will persist in July and by the end of the month the exchange rate will make 5180 -- 5190 Rub/$ (1.8 per cent increment during the month). It is an evidence of the Central Bank policy towards soft depreciation of the real ruble exchange rate aimed to support export-oriented sectors of the Russian economy. At the same time these dynamics of change in ruble rates is within the planned ruble fluctuation band (1.3 to 3 per cent a month). The gross turnover of currency traded at exchanges fell by about 15 to 20 per cent in June as compared to May (see Table 1). A lack of interest in this sector of the financial market in a few last months may be explained by a strong control of the Central bank over exchange markets, as well as by lower profitability of investment in currency as compared to ruble investment into GKO or interbank credits.


The differences in rates and dynamics between official ruble exchange rate, its rate at MICEX and on interbank markets reflect changes in interest shown to currency as a saving medium in the uncertain situation between rounds of the Presidential elections. While at the end of June and in the period from July 1 to 8 the official ruble exchange rate was by 20 to 30 rubles lower than market exchange rates, from July 9 to 15 exchange rate dynamics at MICEX and on interbank markets showed a downward trend of foreign currency. The official ruble exchange rate continued to fall by 2 to 5 rubles daily. So, by mid-July the official exchange rate as fixed by the Central Bank was by 5 to 15 rubles lower than market exchange rates. Since July 15 US dollar rates have begun to rise both at MICEX and on interbank markets fluctuating in a 10 ruble band both up and below the official Central Bank rate. It is highly probable that the Central Bank participates in MICEX auctions as a buyer of foreign currency in order to compensate for its currency reserves which diminished in the spring and early in the summer of this year due to increasing “dollarization” of the Russian economy.


The market of currency futures showed a perceptible rise of quotations on contracts maturing at the end of 1996 which practically reached the upper limit of the ruble fluctuation band in the related period. December contracts were traded at Rub/$ 5800 to 5950, January contracts -- at Rub/$ 6000 -- 6100. By mid-July the aggregated weekly turnover of transactions has reached $ 100 million. Growing interest to currency derivatives was in the first turn caused by expanding possibility to hedge operations in the stable situation on the currency market.


The market of interbank loans experienced growing turnover up to Rub. 3.3 to Rub. 4 trillion weekly at the end of June (in previous months it was at Rub. 2 to 3 trillion). Interest rates remained the same as in May through early in June (see Table 4). In the first half of July the situation on the interbank market was affected by actions of the Central Bank in connection to the political decision to transfer Rub. 5 trillion from the Central Bank’s profits to the Federal budget. In July an aggravation of the situation of a number of large commercial banks also influenced the market. Credit organizations had to transfer about Rub. 3 trillion to their correspondent accounts with the Central Bank in order to comply with an increase in mandatory reserves. Withdrawal of large money amounts from the banks has limited the possibility to lend large funds on the interbank market, especially at the end of the term set by the Central Bank to complete this operation. In the period from June 8 to 15 the turnover on the interbank market fell to Rub. 392 billion. Such a small turnover was reported only in the autumn of 1995 through winter of 1996 when the interbank market experienced the aftermath of the August crisis. Since the banks had to transfer their spare funds to mandatory reserves and the bank system as a whole experienced deterioration of liquidity (due to problems in Tveruniversalbank and mass media reports on problems of Incombank), interest rates on interbank loans did not diminish following decreasing yields of GKO and OFZ. However, the number of  1-week and 2-week credit transactions grew and the share of overnight loans was shrinking. This fact is an evidence of the continuing confidence in the interbank market.





Table 4. Indicators of financial markets.�
�
�
January�
February�
March�
April�
May�
June�
July*�
�
Monthly inflation rate�
4,1%�
2,8%�
2,8%�
2,2%�
1,6%�
1,2%�
0,7-1,0%�
�
Annual inflation as estimated by the month’s trend�
62%�
39,3%�
39,3%�
29,8%�
20,1%�
15,4%�
8,7-12,7%�
�
Central Bank rates�
160%�
120%�
120%�
120%�
120%�
120%�
120%�
�
Interest rates for 1-month deposits with the Moscow Savings Bank (at the end of the month):�
54%�
54%�
38,4%�
38,4%�
48%�
48%�
48%�
�
Annual yield of 3-month GKO as traded at auctions (at the end of the month)�
136,1%�
63,1%�
181,8%�
271,2%�
324,3%�
324,27%�
80%�
�
Annual yield of 6-month GKO as traded at auctions (at the end of the month)�
131%�
67,8%�
174,7%�
244,7%�
277,7%�
112,22%�
90%�
�
Annual yield of OFZ as traded at auctions (at the end of the month)�
175,5%�
80,73%�
93,03%�
93,03%�
179%�
226,17%�
100%�
�
Annual yield of OGSZ as traded at auctions (at the end of the month)�
140,8%�
94,54%�
94,54%�
104%�
156,2%�
156,17%�
110%�
�
GKO maturity yields (% per annum)�
�
�
�
�
�
�
�
�
less than 1 month�
80,8%�
65,7%�
77,55%�
68,45%�
74,9%�
121%�
75%�
�
1 to 3 months�
114,6%�
62,3%�
93,3%�
100,4%�
188,9%�
184,7%�
80%�
�
3 to 6 months�
106,4%�
67,8%�
112,2%�
158,9%�
251,2%�
238%�
96%�
�
Average yield across issues�
109,4%�
65,0%�
91,3%�
117,5%�
191%�
200,5%�
92%�
�
OFZ maturity yields (% per annum)�
�
�
�
�
�
�
�
�
1 issue�
–�
72,5%�
 79,13%�
87,08%�
74,76%�
–�
–�
�
2 issue�
–�
73,5%�
133,2%�
111,8%�
125,2%�
116,9%�
77%�
�
3 issue�
–�
96,9%�
175,4%�
489,8%�
225,4%�
196,5%�
92,6%�
�
4 issue�
–�
91,2%�
190,2%�
500,2%�
223,7%�
215,7%�
104,8%�
�
5 issue�
–�
73,1%�
449,3%�
438,6%�
464,8%�
1048,9%�
110,9%�
�
6 issue�
–�
82,7%�
246,2%�
3727%�
366,3%�
369,0%�
367,5%�
�
7 issue�
–�
–�
192%�
592,8%�
1840%�
165,3%�
115,9%�
�
8 issue�
–�
–�
–�
–�
–�
–�
115,1%�
�
Monthly GKO/OFZ turnover (Rub. billion)�
36725�
41032�
39431�
35500�
35129�
55980�
49000�
�
Interbank credits INSTAR rates (% per annum):�
�
�
�
�
�
�
�
�
1 week�
72,2%�
46,4%�
67,6%�
53,3%�
46,7%�
68%�
60%�
�
2 weeks�
63,4%�
40,0%�
51,5%�
72,45%�
58,4%�
58,4%�
60%�
�
1 month�
73,1%�
70,0%�
58,5%�
71,2%�
57,1%�
71,4%�
68%�
�
Monthly interbank credit market turnover (Rub. billion)�
�
�
�
10340�
11095�
13924�
9500�
�
Real VEB (Taiga bonds) yields, USD:�
�
�
�
�
�
�
�
�
2 issue�
12,53%�
10,57%�
11,98%�
14,99%�
–�
–�
–�
�
3 issue�
18,17%�
14,73%�
14,67%�
15,83%�
17,39%�
16,71%�
15,9%�
�
4 issue�
19,81%�
18.01%�
17,88%�
18,8%�
20%�
19,68%�
17,8%�
�
5 issue�
18,91%�
16.84%�
16,18%�
16,86%�
18,67%�
18,37%�
17,2%�
�
6 issue�
–�
–�
–�
–�
19,44%�
19,66%�
18,3%�
�
7 issue�
–�
–�
–�
–�
18,89%�
18,32%�
17,2%�
�
MICEX $ rate at the end of the month (Rub.)�
4734�
4820�
4856�
4940�
5014�
5097�
5185�
�
MICEX DM rate at the end of the month (Rub.)�
3180�
3330�
3275�
3260�
3315�
3370�
3520�
�
Average monthly $ appreciation (% per annum as estimated by the month’s trend)�
27,2%�
23,2%�
9,9%�
22,9%�
19,7%�
21,8%�
22,8%�
�
Average monthly DM appreciation (% per annum as estimated by the month’s trend)�
-14,5%�
65,7%�
-1,8%�
–5,4%�
26,7%�
21,8%�
62,6%�
�
Average rated profitability of currency forward contracts (% per annum), maturity:�
�
�
�
�
�
�
�
�
15.06.96**�
19%�
19,5%�
18%�
17%�
23,25%�
29,25%�
20%�
�
15.10.96**�
20%�
18,75%�
19,4%�
20%�
27%�
32,25%�
30%�
�
15.02.97**�
22%�
20,75%�
21%�
21%�
22%�
30,25%�
32%�
�
Monthly gross currency turnover as traded at currency exchanges (Rub. billion)�
2755�
4013�
2284�
3230�
2617�
2203�
1700�
�
	*/ Estimate.


	**/ Dates valid for the last month.


S.Arkhipov, S.Drobyshevsky,


S.Sinelnikov-Murylev, G.Trofimov





Investment Activity


In January through June of 1996 the investment activity continued to abate due mostly to joint stock and private capital waiting for the outcome of the Presidential elections. In 6 months of the current year the total amount of investment into fixed assets made Rub. 133 trillion, or by 14 per cent less than in the related period of the pervious year. The amount of investment into industry shrunk by 16 per cent and into social and civil construction by 11 per cent. The share of capital investment in the GDP volume made 12.5 per cent in the first half-year. As investment crisis persist, the real gross accumulation within fixed assets is declining.


The internal funds of enterprises prevail among sources of financing. About 80 per cent of investment was financed at the expense of internal and borrowed funds. Early in 1996 the financial situation of enterprises, extracting industries excluding, deteriorated as compared to 1995. The share of unprofitable enterprises grew from 30 per cent to 32 per cent. The revaluation of fixed assets taking place on January 1, 1996 led to an increase in depreciation funds of enterprises, however, these means are chiefly used to satisfy their current needs. Curtailment of investment activity in 1996 was initiated by outpacing rise in prices of capital goods as compared to an increase in consumer prices.


Borrowed funds remain unavailable for enterprises due to high interest rates. Against the background of decelerating inflation rates the Central Bank’s discount rate remained unchanged at the February level of 120 per cent per annum. The outcome was an increased cost of borrowing for enterprises. In 1996 the trend towards decline in credited investment into the economy persisted. The share of long-term loans in the total amount of credit resources decreased to 5.1 per cent at the beginning of April, 1996 from 10.9 per cent at the beginning of January, 1996. Together with massive state borrowing on the internal finance markets it determined policies of credit institutions.


The amount of state investment made Rub. 3.3 trillion, or 9.9 per cent of the total investment in January through May, however, there was made no investment into conversion of the defense industry. The Federal investment program was financed at Rub. 2.9 trillion, although the total planned annual amount was Rub. 29.2 trillion. While budgetary items of “state administration” and “law-enforcement activities” are financed at a relatively high level (at about 92 -- 95 per cent of the target), national defense is funded at 77 per cent, agriculture -- at 81 per cent, financial aid to other levels of authority -- at 70 per cent and social policy -- at 114 per cent, the plan for industry and construction is fulfilled at 53 per cent, for public health care -- at 62 per cent, culture and arts are financed at 33 per cent.


In this period financing of fast-recoupable investment projects distributed on tender basis was not carried out and investors who won tenders in 1995 have found themselves in a very difficult situation. The state promised to them Rub. 815.6 billion as the state support in 1996, however, it was paid only about Rub. 200 billion, or 24 per cent. Finance shortages have practically paralyzed this line of investment activity.


Even in case the unfavorable factors causing low investment activity cease in the second half-year, it will be impossible to compensate the decrease in amount of investment in the first half-year. On the whole, the amount of investment in 1996 makes 92 per cent of 1995 figures. Capital investment into the social sphere will be by 6 per cent less than in the same period of the last year.





Table 5.


�
January�
February�
March�
April�
May�
�
Central Bank rate %�



160�



120�



120�



120�



120�
�
Price index of industrial output, finished goods, %�



103,3�



102,8�



102,6�



102,3�



101,1�
�
Real effective interest rate, %  *�



117,8�



85,3�



86,5�



90,3�



105,6�
�
Long-term loans at the beginning of the period, in % of total loaned investment�



10,9�



10,7�



10,6�



5,1�
�
�
	* - calculated value


	Source: Finance Ministry





O.Izryadnova





Foreign Investment





In spite the fact that both Russian experts and representatives of foreign business circles hoped for a massive inflow of foreign investment in case of a favorable outcome of the elections, it has not happened. At the same time, there is no doubt that lowering political risks build up confidence of foreign investors and stimulate their activity.


An evidence of this is the outcome of the 7th session of the joint Russian and American commission on economic and technological cooperation which took place in Moscow on July 15 and 16. The USA is among largest investors into the Russian economy; in the last year it accounted for one third of all foreign investment in the country.


During the meeting, there were signed 27 documents on development of cooperation, among them those concerning  development of securities market, environment protection, prevention of industrial catastrophes and natural disasters, construction of an orbiting station, etc. It was also announced that the American party intends to supply equipment for processing of agricultural produce to Russian small businesses alongside with carrying out large projects in conversion, nuclear industry and oil and gas sector.


In the course of the meeting the Russian party apparently put the stress on replacement of state investment with attraction of private capitals, even in the field of conversion, in the nuclear sphere and in the oil and gas sectors. Withdrawing from these sectors, the Russian state intends to work out measures which would stimulate and maintain their efficiency.


The state support of investment activities is of vital importance for depressive sectors of the Russian economy. It is expected that Germany will grant an intergovernmental loan totaling to DM 7 billion; DM 500 million will be invested into development of railway car production in Russia (Tver engineering plant and related enterprises). The French government will channel $ 72 million through the Vneshekonombank and the Ministry of Finance, the loan is  earmarked for purchase of “Renault” engines for the “Moskvich” car factory. The measure is expected to help “Moskvich” out of a grave financial crisis it experiences at the moment.


The other important feature of the state policies concerning foreign investment has been prevailing de-facto since recently. This feature is that while encouraging foreign investment Russia is going to rely primarily on the national capital. For instance, the concept of stock market development approved by the Presidential decree of July 1 envisages among priorities of the state policy the attraction of investment into the private sector of the Russian economy. At the same time, the economy will relay mainly on internal resources rather then on foreign investment. This policy is in tactic interests of large domestic financial and industrial organizations and evokes their favorable response. This principle of “national pragmatism” was formulated in a few words by the Minister of Fuel and Energy Ministry Yu. Shafrannik: “they need us, not we need them”.


Both the draft scheme enabling non-residents to operate on the GKO market which was approved by the Central Bank Board of Directors and the governmental decision of July 8 oriented to decrease GKO yields are in principle aimed at squeezing domestic capitals out of the GKO market; it is expected that these measures will boost investment into productional sectors. An easier access of non-residents to the GKO market and the permission of their operations on secondary markets shall attract a massive inflow of the foreign capital. At the same time the new scheme (to be effectuated on August 15) envisages certain measures preventing a sudden outflow of funds out of Russia and vests the Central Bank with authority to limit non-residents’ profits derived from these transactions. The expecting inflow of foreign investment has already boosted domestic demand for these securities bringing yields down by 5 per cent.


In July it became apparent that the end of political uncertainty, however important, is not the only factor determining practical implementation of investment intentions. The reluctance of foreign investors is caused not only by uncertain balance of power within the new government and the situation in Chechnya, but by long-term economic problems: the setback in production, budgetary problems, a probable bank crisis. In this situation, it depends on the new government and its practical activities if foreign investors make the step from their declared readiness to invest towards execution of concrete projects.


I.Pilman





Management of State Stockholdings


The state participation in management of new JSCs and control over their operations represents a separate problem which is yet to be settled. The strong state influence on corporate relations within JSCs in the transition period still continues and is a forced measure which incorporates retaining of the controlling interest or large blocks of stock in the state ownership as well as “golden shares” (see Table 6).


In the first half-year of 1996 about 2500 state officials were among directors of JSCs with state participation. 82 per cent of them represented Federal Ministries and departments while 12 per cent were from the Federal and local State Property Committees and 8 per cent represented local authorities. This representation is of an exceptionally formal character. The experience of managing stocks in the Federal ownership in 1994 through 1995 is an evidence that a state official can not efficiently participate in managing 5 to 10 JSCs located in different regions and often belonging to different industries. The hindrance is not only time and technical difficulties, but the lack of necessary qualification (insufficient knowledge of enterprises’ affairs) and of legal material incentives. There are two typical examples of state representatives’ behavior in JSCs:


(1) “indifferent behavior”: the state representative does not take an interest in the situation within the enterprise in spite of the state participation therein and debts of the enterprise reaching trillions of rubles. In fact, this position gives a free hand to the JSC’s management;


(2) “interested behavior”: (a) a deliberate ignoring of the JSC’s debts to the state during representing the state interests followed by a well-paid post in this JSC; (b) acting on behalf of the state to vote for new issues of stocks axing state stockholding in the company. As per A. Chubais estimate, watering of stocks in the Federal ownership caused state losses at many billions of rubles. (Meeting of the Governmental Commission on Payment Arrears of November 22, during discussion of the agenda item “On securing the state interests in managing bodies of JSCs with stockholdings fixed in the Federal ownership”). Stockholdings at disposal of State Property Funds and available for sale may become a subject of bargaining (in terms of sale to a “right” buyer, or a “right” voting) between the Fund, the management and other interested structures. In most cases, the Fund or the state representatives are indifferent to administration of concrete enterprises. It is not surprising that 60 per cent of the state representatives gave no reports on their work in 1995.





Table 6. Number of  Stockholdings in Privatized Enterprises Remaining in State Ownership and Sold by Different Methods in 1995 through 1996.


�
   by the start of sales (summer, 1995)�
by 1.01.1996�
by 01.04. 1996 �
�
Registered JSCs, total, including:�
26000�
28000�
28500�
�
JSCs with no state participation�
              about 9000�
over 12000�
over 12000�
�
51 % of shares in state ownership�
2300�
698�
similar�
�
“Golden Share”�
1004*�
1317�
similar�
�
Stockholdings in federal ownership with no option to sell ahead of schedule**�
  


 2749


�



3659 �



3719�
�
Other stockholdings remaining in state ownership (in Property funds and available for sale)�



over 13000�



over 7500�



over 6000�
�
Sold (offered for sale), all methods�
-�
5522�
1364 stockholdings


(1683 auctions)***�
�
Federal budget revenues derived from standard selling methods�
-�
Rub. 1,1 trillion (15% of total returns)�
Rub. 44 billion in 4 months of 1996�
�
* in 1992 through 1994


** JSCs involved in production of goods (services) being of strategic importance for the national security�	 (Governmental decision  No. 949 of Sept. 18, 1995)


*** Shares in 4580 enterprises shall be sold in 1996 as envisaged by the schedule


Source: State Property Committee





At present there in no definite policy of managing state stockholdings. Among possible measures of improving the situation are re-attestation of the sate representatives who were noticed to vote for watering of the state blocks of stock. At the level of concepts is discussed a possibility to authorize trust companies to run Federal stockholdings under contracts with the State Property Committee concluded on tender basis. About 600 of state-owned enterprises shall be reorganized in federal state enterprises financed from the Federal budget (it will require Rub. 2 trillion as per estimate of the Economy Ministry).


The other method of the state influence is formation of various concerns, associations and holding companies. By the beginning of 1996 there were about 100 official holdings with the state participation in Russia.


Since the pre-election situation in the country may distort real trends of the period from 1995 to 1996 (or, to be more exact, their interpretation) only major trends are listed below:


- a stable increase in state stockholdings not subject to sale (Table 6);


- legalization of schemes enabling a free of charge transfer of federal stockholdings to financial and industrial groups in order to be managed on the basis of trust;


- general orientation towards trust schemes of managing state stockholdings (in case a proper system of contracts and control is set it is the only real alternative to inefficient sales);


- formation of powerful holding companies on the scope of a branch of industry (in metallurgy, coal mining, engineering, petrochemistry, etc.).


We shall agree with the opinion of A. Kokh, the first deputy chairman of the State Property Committee that “the process of the banking capital merger with industrial capital is of an objective character”�. Various financial and industrial groups, “groups of growth”, financial and industrial holding companies, created “from below” (on the initiative of enterprises) and “vertically” (i.e. not constituting a monopoly in an industry which was a Russian practice) represent a normal evolutionary way. From our point of view, the problem is that at the moment banking and industrial capitals merger with the state in its specific “transit” form. Due to this fact, the institutional and legal basis alongside with mechanisms controlling this process shall be “above” narrow group (both private and/or state) ambitions and be adequate to their task.


At present it may be put into practice only through special laws which would exclude any arbitrary preferences and “special relations” with the state and create an efficient, transparent and detailed mechanism of access, control and responsibility.


A.Radygin





Business Situation in Industry


According to estimates made by the interviewed enterprises, the velocity of decline in demand slowed down by 12 points in July. An increase in the balance (increase vs. decrease) was registered across all industries. The most substantially the indicator rose in timber complex (from -64 to -34 per cent).





Changes in Solvent Demand


(balance = increase minus decrease)
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Evaluation of demand (above vs. below normal) remain at an average of 90 per cent across industries. The “best” evaluation rates were registered in construction (-82 per cent) and in food industry (-84 per cent).


The production has reacted to the decelerating rate of decline in demand. The balance of change in output increased by 14 points and repeated the best result of the year (April). The slowdown in decrease in demand was registered for all industries except food-processing where the balance deteriorated from -4 to -16 per cent. In woodworking the balance of change in output rose from -39 to 0 per cent.


Evaluations of output remain at -87 ... -86 per cent. The best assessments were given by respondents in non-ferrous metallurgy (-46 per cent), in food industry (-71 per cent) and in woodworking (-80 per cent).


An increase in ex-works prices continued to decelerate in July, making by 4 points less and reaching the value of +1. Enterprises rising their prices prevailed only in engineering (+12 per cent), in food industry (+11 per cent) and in construction (+9 per cent). Other industries showed zero or negative balances (-3 ... -5 per cent). Only in woodworking complex the balance decreased to -32 per cent.
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Changes in Selling Prices


(balance = increase minus decrease)
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Expected
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Evaluation of finished stocks in the industry as a whole began to diminish (the balance of -2 per cent). The most intensive decline was registered in woodworking (-16 per cent), in light industry (-9 per cent) and in construction (-5 per cent). An increase in stocks was observed in metallurgy and in petrochemical industry. 


In July the assessment of finished stocks was by 10 points better than in June. Enterprises of light industry report a lack of stocks for the second month in a row. Excessive stocks were observed in construction (+28 per cent) and in woodworking industry (+32 per cent). Across other industries evaluations made from +2 to +8 per cent.


The evaluation of primary products availability deteriorated by 4 points during the quarter. The smallest stocks of primary products were reported by enterprises in light industry and in engineering as well as in non-ferrous metallurgy (-86 ... -80 per cent). Across other industries the balance of assessments makes from -50 to -40 per cent.


The assessment of the finance and economic situation of enterprises practically did not changed during the quarter as a whole. 31 per cent of respondents think that their enterprises are in a crisis situation. The share of such reports is especially large in non-ferrous metallurgy (79 per cent), in woodworking industry (55 per cent) and in ferrous metallurgy (49 per cent). The minimum balance was registered in food industry (12 per cent).





Changes in Output


(balance = increase minus decrease
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Forecasts on changes in production have become favorable again: the number of enterprises which hope to increase their output is more than the number of those predicting its decrease. A negative balance was registered only in non-ferrous metallurgy and in petrochemistry. The most intensive growth of output is expected in food industry (+21 per cent).





Expected Changes in Selling Prices


(balance = increase minus decrease)
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Food industry
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Enterprises in metallurgy, petrochemistry and woodworking contributed to a continuing decrease in inflationary expectations across industries. In other branches the balances of expected price changes increased. The sharpest price rise is possible in food processing industry (+54 per cent) and in construction (+37 per cent).


The forecasts on changes in demand became by 10 points better and turned positive in July. A decrease in demand (a negative balance) was predicted in non-ferrous metallurgy (-21 per cent), in woodworking (-21 per cent) and in petrochemistry (-3 per cent). Enterprises in other industries expect a growing demand.


S.Tsukhlo, R.Gershman





Situation in the Agro-Industrial Complex


The dynamics of agricultural production did not changed considerably in the first half-year. The downfall in gross output of the agricultural sector made 7 per cent, or somewhat less than in 1995. The major trends in the livestock sector persisted: the livestock population diminished both at collective farms and in the individual sector, livestock yields were falling alongside with deterioration of reproduction of cattle. At the macro-level no economic turn has been perceptible in this sector of agriculture yet.


At present the statistics on areas under cultivation in the current crop year are available. The crops diminished by 3 per cent as compared to the previous year. The decline was not substantial against the background of falling agricultural output. Of more importance are changes in crop structure: areas under wheat expanded and made 25 million hectares (for the first time since 1986) alongside with areas sown with millet, rice and corn, i.e. the cereals which were profitable for producers in previous years.


At the same time the forage produce continued to decline. In 1995 barley exports (mostly in the countries outside of the former USSR) rose practically twofold. In spite of this fact, barley crops diminished in the current season, moreover, its import began to grow. Calculations reveal that if barley exports were less profitable than wheat, barley producers should receive less than 1/3 of an average export price in 1995.


An expected 5 per cent shrinkage of sunflower crops was caused by some sale problems experienced before the autumn sowing and by a higher profitability of food grain in 1995 (the price was lower, but costs were lower also).


So, crop dynamics reveal that agricultural producers have already begun adequately react to business situation. The plant-raising has a better developed infrastructure; due to this fact the reaction to market signals was faster. In the livestock sector, probably, the main problem is an underdeveloped infrastructure and non-optimal state intervention. Since no downfall of real household incomes was registered in the first half-year, there is no reason to expect a decline in demand for animal produce (the income elasticity of the demand for this produce has been rather high in Russia in the years of reform). Nonetheless, the decline in the livestock sector continues at the same rate. Most probably, the underdeveloped infrastructure and state interference (like price control, special privatization schemes applied to enterprises of processing industry, etc.) contributed to this.


This year harvest forecasts are rather optimistic. Taking into account the fact that gross harvest of cereals was obviously biased downward in the last year statistics and farms still have a stock of grain, the situation on the grain market will remain rather stable. The farms also accumulated enough fuel to carry out harvesting in a normal way.


Fuel and lubricants loaned to agricultural producers to carry out the sowing accounted for 60 per cent of the total volume of fuel and lubricant materials received by farms in the first half-year. The rest of the fuel was, apparently, purchased for grain of the last year harvest which was sold in the current season. Across regions, the fuel loaned by the state was also supplied first of all to regions having a stock of grain as it was a guarantee for fuel suppliers. In other words, market regulators are more efficient than the state intervention.


By early July the agro-industrial complex has received about Rub. 7 trillion according to preliminary data in comparison to a target figure of slightly more than Rub. 6 trillion. Taking into account the fact that only 80 per cent of planned expenditure was issued for the economy as a whole, and industry and construction received 60 per cent of the planned financing, the agricultural sector is in a privileged situation.


The largest expenditures were a 30 per cent compensation for purchase of mineral fertilizers, a compensation for greenhouse heating, formation of a leasing fund and capital investments. It shall be noted that alongside with the direct budgetary financing in compensation of purchase of mineral fertilizers the Ministry of Finance backed loans worth Rub. 1.4 trillion and the total cost of commodities loaned to the agrarian producers made over Rub. 13 trillion. It shall be remembered that fuel is granted against tax relief to oil companies and Rub. 12 trillion mentioned above represent deferred budgetary revenues. Besides, the Federation subjects continue to implement local schemes of support of the agro-industrial complex the main element of which is subsidies to the livestock sector.


The election campaign was an impetus to adopt a package of documents of a rather populist nature concerning the agro-industrial complex. A long experience reveals that such documents are of a little direct influence on the real agrarian policy. The main rules determining relations between the state and the agricultural sector are traditionally set in the so-called seasonal decisions of the government which allocate annual agricultural budgets by lines of expenditure, fix volume of purchases for the Federal fund and determine chief schemes of the state support.


The Presidential decree on the Agroprombank of Russia draws a special attention. The decree envisages the redemption of the bank into state ownership. This measure in itself is meaningful only if the practice of granting large centralized  soft loans is resumed. However, a long experience reveals that soft loans distributed by the state inevitably lead to inefficient expenditure, to various economic crimes and do not help to settle problems of the seasonal agricultural loans. In case the return of the Agroprombank under state control is only a first step towards resumption of soft loans, it would mean a dangerous bias in the agrarian policy. Besides, as per estimate of the Ministry of Economy, the purchase of the controlling interest in the country’s largest bank will cost Rub. 130 billion to the state. Such a low price will characterize the transaction either as a “prearranged deal”, or as an act of nationalization.


Eu.Serova





Social Policy


It requires a thorough and highly qualified work on the part of our social departments to work out and implement the major provisions of a reform of the social policy for the period from 1996 to 2000.


At present it is often suggested that the social block in the government should be supplemented with representatives of different political groups. First of all, it is an evidence that an absolutely wrong conception of the social policy and of the scope of its reforming still prevails among members of the political elite.


Such contempt of the social policy is inadmissible, since the political stability of the society and strength of the authorities depend on the situation in the social sphere.


The social block of the government shall be radically reformed in terms of its organization. Instead of present Ministries of Labor and of Social Protection shall be created not a new monster (like the State Committee on Labor in the Soviet times), but a compact Ministry of Social Policy with three major functions:


- early participation in working out the section of the Federal budget dealing with expenditure for social issues;


- participation in working out and adoption of macroeconomic decisions in order to provide expertise on their social consequences;


- coordination of the work of specialized social agencies (those on employment, migration, pensions, youth problems, veterans, etc.).


The minister might hold the post of the first deputy prime minister. A famous political personality could be appointed to this office, however, under a mandatory condition that he or she has an experience of work in top echelons of power. At the same time, the first deputy minister (having the rank of a minister) and deputy ministers shall be professionals in the field of social problems, not biased in political terms.


An important goal of the Ministry could be implementation of a transparent and open social policy; that means to explain to the people introduction of new social policies (through mass media, non-governmental public organizations, etc.), to watch public mood and public reaction to the actions of the President and of the government in the social sphere and on this basis to find out “sore points” at the federal and regional levels.


Eu.Gontmakher





Foreign Trade


In January through May of 1996 the upward trend of the Russian foreign trade turnover persisted; it made $ 59.1 billion, or by 9 per cent more than in the previous year.


In the situation of constrained solvent demand on the internal market, it is necessary to maintain functioning of the export-oriented enterprises and to increase exports: it is an important factor assisting the Russian economy to transit to the stage of growth. In January through May of 1996 the volume of merchandise exports reached $ 34.0 billion, or by 6 per cent more than in January through May of 1995.
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Raw materials will prevail among Russian export resources for a long time. However, measures which have been undertaken since recently in order to facilitate export of finished goods led to a substantial growth of machinery and equipment exports which made $ 2.6 billion, that is by 34 per cent more than the figures reported in 1995. The share of machinery and equipment in the total exports increased and made 9.6 per cent as compared to 7.8 per cent in January through May of the previous year.


It is probable that in the future the trend towards some decrease in the volumes of energy resource exports and to an increase in the share of machinery and equipment in the total Russian exports will develop.


In January through May imports made $ 25.1 billion, or by 14 per cent more than in January through May of the previous year.


The pattern of imports reflects the difficult economic situation the country is in at present. Two main groups of goods imported to Russia are foods, machinery and equipment.


A sharp increase in import of major foodstuffs led to a greater dependence of the Russian food markets on imported products. The share of imported foods makes from 40 to 45 per cent of the total Russian market capacity, what endangers the food independence of the country.


On July 5, the State Duma adopted in the second reading a draft law “On Measures Necessary to Safeguard Russian Economic Interests in Foreign Trade” which enhances the legal basis of protection of domestic producers from imports. Safeguard measures shall be preceded by a relevant investigation. It is not enough if an investigation reveals a damage or an immediate danger thereof, it is necessary that the party suffering the damage shall appeal to the Governmental Commission on Safeguard Measures in Foreign Trade.


The law sets strict bounds on implementation of safeguard measures. Safeguards, or countervailing measures (in case it will be proved that the importing country subsidizes its exports in amounts recognized by the WTO as inadmissible), duties or quantitative restrictions shall be applied only for a certain period the maximum duration of which shall be 8 years.


The introduction of safeguard measures will be primarily oriented towards restraining food imports and thus will somewhat decrease their share in the total volume of imports.


S.Prikhodko, N.Volovik


�See: M. Leontyev  “Medical Bulletin on Privatization: Don’t Hold Your Breath!” “Segodnya”, 1996, April 19, p.1








