INSTITUTE FOR THE ECONOMY IN TRANSITION































RUSSIAN ECONOMY: TRENDS  AND  PERSPECTIVES

August 1996





MONTHLY BULLETIN 













































Moscow

1996







( Institute for the Economy in Transition, 1996. Licence, ЛР № 021018 of 09.11.95

     5  Gazetny pereulok, Moscow 103918, Russian Federation

      Phone: (095) 203-88-16		Fax: (095) 202-42-24	E- Mail:  iet@online.ru

�







� TOC \o "1-3" �

Political  Outlook	� GOTOBUTTON _Toc366907648  � PAGEREF _Toc366907648 �3��

Dynamics of the RF State Budget Execution	� GOTOBUTTON _Toc366907649  � PAGEREF _Toc366907649 �4��

Monetary Policy	� GOTOBUTTON _Toc366907650  � PAGEREF _Toc366907650 �7��

Privatization in the first half of 1996, and its perspectives in the second half of the year.	� GOTOBUTTON _Toc366907651  � PAGEREF _Toc366907651 �10��

Changes in Attraction of Foreign Investment	� GOTOBUTTON _Toc366907652  � PAGEREF _Toc366907652 �12��

Situation in Industry	� GOTOBUTTON _Toc366907653  � PAGEREF _Toc366907653 �13��

Slowdown of Price Rise in Industry Has Stopped	� GOTOBUTTON _Toc366907654  � PAGEREF _Toc366907654 �15��

New Program of Social Reforms	� GOTOBUTTON _Toc366907655  � PAGEREF _Toc366907655 �16��

�

�Political  Outlook



�The traditional summer calm in business activity has been especially evident on the background of intensive post-election (presidential) political maneuvers and pre-election (regional) economic activity. The forming of the new Government in the period of July- the first half of August has become a crucial political issue of  this country’s economic and political life.

The principle specifics of the composition of  the executive power which took shape resulting from the elections is its “double- head“ character. In fact, the two centers of power have been formed- namely, the Government headed by V.Chernomyrdin, and  the Presidential Administration headed by A. Chubais. Although the latter persistently emphasizes that the Administration shall not interfere in  an implementation of an economic policy, there are a very few of those who can believe that. Firstly, both the Administration’s and its Head’s functions (arranging for all of the Presidential acts, staff policy and  control) make  such an non- interference in the economic policy impossible. Secondly, the selection of  the Administration’s authorities, among whom economists are dominating, is characteristic. Finally, on the third place, the key role played by the Administration in arranging for and holding the forthcoming autumn elections in a significant part of subjects of the Federation would  potentially serve (in case the result is favorable) to a strengthening of its Head’s positions from the viewpoint of his influence in both  regions and on positions of the Upper House of the Federal Assembly.

Thus,  should the domestic political situation  sharpen, the President would actually have a reserve ( or even alternative) Government. This has already had certain stabilizing impact: despite of both the prevalence of the opposition and the official refuse of the left-wing majority to support Mr. Chernomyrdin’s candidature, he was approved as Prime-Minister by an overwhelming majority of votes in the Duma. It became possible since otherwise it would be Mr. Choubais who would have been nominated a candidate, with a perspective of a forthcoming dismissal of the Lower House. Such a situation, however, is pregnant with conflicts within the executive power itself, although the  personal relationship between the Premier and  the Head of the Administration makes their strategic union possible.

The conflicts within the Cabinet are not less probable. Given certain personal changes, its essence is the same: the Government constitutes a complicated combination of representatives of various groups of economic interests which are politically influential in current Russian society. From the viewpoint of  the relationship between the Government and the State Duma, the former is not coalition,  since it does not enjoy a support from the part of the majority in the House. In fact, however, all real economic and political groupings are represented at the level of Ministers. This means that, as it was previously observed, there is a clash between those forces interested in stabilization, and advocates of the inflationary macroeconomic course within the Cabinet. Despite of the fact that thanks to the elimination of many branch departments the influence of the pro-inflationary forces has somewhat shrunk, one may expect a strengthening of their positions in the close future.

Besides, a Russian banker took on a crucial post in the Government. This not only a mere reflection of Russian banks’ growing role in our economy, but it shall also have a certain impact on an elaboration of an economic course. The direction which the changes should take shall become clear in the close future already. The sole fact, although, seems to be evident: it is most likely that the access of foreign banks to the national economy ( and, moreover, the issuance of general licenses to them) should be practically stopped.

It is the problems of economic growth which  became a main agenda of economic and political discussions  last month. The inflation which made up 0.7% in July proves the previous conclusion that the production rise is possible on principle, from the macroeconomic point of view. In the first half of 1996, many experts have expected that, should Russia gain a political stability resulted from  Mr. B. Eltzin’s re-election as  the President, that would spark an immediate investment boom and, therefore, would lead to a start of an economic growth.

So far, however, the post- election economic performance has not borne those expectations out. The reviving on the stock market in June, prior to the elections, was substituted with a certain decline in July- August. At the same time, the contours of a banking crisis as a natural companion of  both  macroeconomic stabilization and drop in the effectiveness of speculative operations are getting more clear . As a result, the thesis of a deficit of the monetary mass as a main reason for the recession, accompanied with sharply intensified requests to weaken the financial policy has become very popular.

The political appearance of the Cabinet formed in August  to a significant degree shall depend on a respond  given to the claims to soften the financial policy. The first variant- inflationism, even yet moderate, should inevitably lead to the lingering of an economic crisis, to be turned out into a political one then. The weakening of the economic policy would become a clear sign for those economic agents oriented to “ the search for the political rent”, instead of an intensification of their efforts to adjust to the market competition environment. That would sound negative for foreign investors’, too, and they would doubt perspectives of the economic stability in Russia.

The other variant suggests an adoption of a complex of both macroeconomic and institutional measures, to stimulate entrepreneurs’ activity in the conditions of the tight monetary policy. The economic bloc within the new Government, first of all, Mr. A. Livshitz, the Minister of Finance, and Mr. E. Yasin, Minister of Economy, advocate for this variant rather distinctly. Although the position of the First Vice- Premier V. Potanin  is not quite clear yet , the devotion of the Premier himself to this course allows to positively estimate chances of this policy.

The continuation of the stabilization economic course, on the stage of the stimulation of growth, requires  the following interrelated priorities:

-taking effective measures on making the GKO’s yields decrease . Even the special regulation was adopted on this issue in July. To accomplish that, it is provided that the  foreign access  to the treasury bills market should be liberalized, and , at the same time, the volume of the domestic borrowings should be lowered;

-to  increase tax collection which dropped sharply in the first half of 1996. Some rise in  tax collection was observed in both June and July already. This serve as an evidence to our deductions made in the previous reviews that the nature of the problem is mostly political (  of a pre-election character);

-to insistently decrease the Federal budget deficit, to decrease its dependence upon the state borrowings.

Finally, the problem of unemployment may intensify in the forthcoming months, too. Such a development of the situation might serve as a specific indicator of  the fact that the implementation of a consistent reconstruction of the national economy started. This  would  be inevitably accompanied by  the unemployment’s transformation from the hidden form into an open one. This should not be an unexpected phenomena to anyone.

V.Mau

�Dynamics of the RF State Budget Execution



�In June- July, as in the previous months,  budget execution was determined first of all by political situation. Victory by B. Yeltsin in presidential elections symbolized succession of economic policy of the state and, consequently, impossibility of whatever significant tax relief. As a result there was increase of tax revenues in comparison with February- May (See Figure 1, Table 1).

Under this background there was no  sharp rise of July’s revenues and significant� improvement of July’s budget deficit.

June was characterized by insignificant increase in revenue from almost all kinds of taxes and also  by small growth of expenditures on state administration, foreign affairs, and social services accompanied by the same minor fall of expenditures on defense, services to national economy, and transfers to local governments (See Table 1). 



�� EMBED Excel.Chart.5 \s ���

Table 1. Federal Budget of Russia in 1995 - January- July 1996  ( % of GDP)���1.07.95�1995�1.02.96�1.03.96�1.04.96�1.05.96�1.06.96 �1.07.96 �1.08.96* ��Revenue�����������Profit tax�2,84�2,47�0,94�0,94�1,11�1,27�1,28�1,34���Personal income tax�0,20�0,2�0,19�0,2�0,21�0,22�0,21�0,22���Value Added Tax, special tax, and excises�5,71�5,81�4,6�4,42�4,64�4,59�4,52�4,71���Taxes on foreign economic activity�1,59�1,46�0,92�0,98�1,33�1,27�1,24�1,29���Other taxes�0,45�0,34�0,13�0,17�0,15�0,16�0,16�0,17���Total taxes�10,79�10,28�6,78�6,71�7,44�7,51�7,41�7,73���Non- tax revenue�2,13�3,4�1,11�1,78�1,69�1,08�1,73�2,23���Total revenue�13,01�13,68�7,89�8,49�9,86�9,37�9,96�10,79�10,78��Expenditure�����������State administration�0,29�0,27�0,09�0,29�0,33�0,33�0,28�0,33���Foreign affairs�1,12�1,3�0,68�0,64�0,62�0,62�0,61�0,68���National defense and law enforcement�5,22�4,03�2,39�3,44�3,6�4,17�4,05�4,03���Fundamental research�0,34�0,29�0,04�0,24�0,26�0,32�0,28�0,28���Services to national economy�2,70�2,18�1,19�1,63�1,46�1,61�1,63�1,61���Social services�1,29�1,12�0,52�0,96�1,19�1,41�1,45�1,51���Public debt service�2,01�1,5�1,5�1,27�1,54�1,36�2,26�2,09���Transfers to local governments�1,30�1,76�0,2�1,23�1,66�1,53�1,50�1,45���Other expenditure�0,33�2,79�0,49�0,78�1,38�1,22�1,36�1,7���Total expenditure�14,6�15,24�7,1�10,48�12,04�12,57�13,42�13,68���Lending minus repayments�1,56�1,37�2,26�0,81�1,19�1,15�0,87�1,13���Expenditure & lending minus repayments�16,15�16,61�9,36�11,29�13,24�13,72�14,29�14,81�14,64��Memo: GDP (trillion rubles)�615,6�1659,2�166�322�508�691�876�1066�1260��* Preliminary data

Source: RF Ministry of Finance



�It is worth to say that the above mentioned data on budget execution include operations with tax exemptions. In the first half of 1996 tax exemptions amounted to 13.6% of total tax revenue. On the expenditure side tax exemptions amounted to 5.64% of total expenditure. Thus, the budget situation was even a little bit more tense.

According to the results of the first half of 1996 the deficit, calculated in accordance with the methodology of the RF Ministry of Finance, amounted to 4% of GDP and tended to stabilize at this level (according to preliminary data for July the deficit was equal to 3.86% of GDP). Secondary federal budget deficit, where interest on government securities is taken into account, confirmed this tendency and accounted for 6.62% of GDP and 6.13% of GDP respectively. In June and July primary deficit was financed first of all by means of domestic sources. The role of financing abroad was further reduced (See Table 2).

Data on execution of the consolidated budget of Russia for the first half of the year are shown in Table 3. They confirm the tendency of the budget deficit stabilization.

On August 22 the draft budget for 1997 was examined at the meeting of the government. According to the forecast of the Ministry of Economics inflation rate will be about 10% next year. Growth of real gross domestic product is expected to be about 1- 3% comparing to 1996. The main parameters of the federal budget are determined as follows: deficit- 3.3% of GDP, revenue- 15- 18% of GDP, and expenditure- 18- 21% of GDP.

�Table 2. Federal Budget  Deficit in 1996  ( % of GDP)���1.07.95�1995�1.02.96�1.03.96�1.04.96�1.05.96�1.06.96 �1.07.96 �1.08.96* ��Budget deficit�-3,14�-2,94�-1,48�-2,8�-3,37�-4,35�-4,32�-4,01�-3,86��Total financing, of which�3,14�2,94�1,48�2,8�3,37�4,35�4,32�4,01�3,86��    domestic financing�2,23�1,41�0,57�1,69�2,34�2,34�1,94�2,19�2,20��    financing abroad�0,91�1,53�0,91�1,12�1,03�2,01�2,38�1,82�1,66��* Preliminary data

Source: RF Ministry of Finance

Table 3. Consolidated Budget  of Russia  in January- June 1996  ( %  of GDP)������January �January- February�January- March�January- April�January- May�January- June��Total tax revenue�14,51�15,26�16,4�17,48�17,69�17,91��Non- tax revenue�2,08�2,83�2,47�1,83�2,43�2,92��Total revenue�16,6�18,09�19,85�20,34�21,20�21,91��Total expenditure & lending minus repayments�18,82�21,81�24,29�26,02�26,75�27,44��Budget  deficit�-2,22�-3,72�-4,43�-5,68�-5,55�-5,53��Source: RF Ministry of Finance



�In the framework of the lowest inflation rate record (0.7% in July) bodies of executive power aimed their efforts at increasing tax revenues with the purpose to retain budget deficit at the level, stipulated by the budget law. Many of such documents caused confusion.

Thus, the President signed a package of decrees, which includes, in particular, decrees: “On urgent measures to ensure austerity regime of budget execution process during second half of 1996”, “On measures to increase collection of taxes and other obligatory payments and to rearrange cash and non- cash circulation”, “On rearrangement of collection of the personal income tax and insurance payments made by physical persons”, “On measures to rearrange and reschedule indebtedness of organizations for obligatory payments to the federal budget and extrabudgetary funds”.

The Decree №1215 “On rearrangement of collection of the personal income tax and insurance payments made by physical persons”, signed on August 18, is the latest in a series of decrees and laws targeted at tightening controls for tax payments made by physical persons. However, contradictions in provisions, established by this decree, cause doubts concerning possibility of its effective implementation and even its legitimacy.

Another President’s Decree “On measures to rearrange and reschedule indebtedness of organizations for obligatory payments to the federal budget and state extrabudgetary funds” is also a measure which is able to identify and fix unjustified budget losses. As we have already mentioned in previous overviews, it is this January Decree on debt rescheduling and further prolongation of terms of tax deferral became one of the reasons of tax arrears’ growth.

There is also another interesting President’s Decree “On urgent measures to ensure austerity regime of budget execution process during second half of 1996”. This Decree temporarily suspends all decisions, which lead to increase of the expenditure side of the budget (it is obvious that we talk about decrees of the President and ordinances of the government) with the exception of several documents, the most important of which are, for example, decrees on paying pensions (as of January 25 and April 8) and ordinance on granting housing to military servicemen.

The Decree on abolition of individual exemptions for large enterprises- which have indebtedness to the budget- is expected to be signed by the President. According to the Ministry of Finance this measure may bring up to 50 trillion rubles to the budget.

Broad resonance was caused by the ordinance of the government №808 “On the order of transfer of non- productive goods and products of other non- commercial activity through the RF customs border by physical persons”, as of July 18. According to this ordinance the conditions of transfer of goods from abroad to Russia’s territory are tightened. The efficiency of this decision is estimated by the Ministry of Economics to be 5-7 trillion rubles per annum. But this figure does not include possible tax evasion and criminalization of this segment of imports.

S. Batkibekov, V. Medoyev, S. Sinelnikov-Murylev, S. Titov



�Monetary Policy



�The slackening of inflation in July and August 1996 was caused by the increase in economic agents’ demand for money a great deal. In July the CPI growth was 0.7% or 8.7% annualized (fig. 2 and tab. 5). In August expected rate of inflation will not exceed 0.5 – 0.8% a month, or 6.2 – 10% a year.

According to the Monetary program for 1996 the RCB has to limit M2 growth by 25% up to the end of the year. During the first six months (from January to June 1996) M2 increased by 21%. This amounted to about 267 trillion rubles (tab. 1). The average M2 growth rate for the first half of 1996 was 3.2% per month. Therefore up to May emission activity of the RCB matched the parameters submitted to IMF approval. 

�Table 4. Monetary Aggregates Structure in the First Half of 1996 (bln. rubles)���М0�%�RD�%�М2�%��1.01.96�80.8�100.0%�140.0�100.0%�220.8�100.0%��1.02.96�75.4�93.3%�141.3�100.9%�216.7�98.1%��1.03.96�80.4�99.5%�148.8�106.3%�229.2�103.8%��1.04.96�86.7�107.3%�155.1�110.8%�241.8�109.5%��1.05.96�93.1�115.2%�157.9�112.8%�251.0�113.7%��1.06.96�93.7�116.0%�160.5�114.6%�254.2�115.1%��1.07.96�98.4�121.8%�168.5�120.4%�266.9�121.0%��Figure 2.

�



�The pattern of inflation in the nearest future to much extent depends on dynamics of economic agents’ expectations. Theoretical principals of relationship between CPI and money supply dynamics lead to conclusion: with a high probability acceleration of price growth will occur in fall (up to 1.5 – 1.8% a month). The modelling using the money emission and exchange rate dynamics as money demand indicators gives else higher estimation of inflation rate in autumn. However, there is no confidence to rely upon the models, because they were specified basing on pre-stabilization time period data.

The main features of the present are as follows. First, the inflation rate has fallen below 1% per month. Second, the high degree of political uncertainty is lasting out. The latter, as to B. Yeltsin’s health, results in deterioration of our predictions. There was no sharp growth in demand for money and the beginning of the new wave of dedollarization did not occur after the Presidential Election. Actually, the B. Yeltsin win did not affect these process. The behavior of economic agents has not changed. The only result is the growth in demand for Government securities allowing to decrease there yields.

So, in the case of favorable situation on financial markets and return of President B. Yeltsin to active work in September it is naturally to suppose that demand for money will be increasing. This compensates the slackening of monetary policy before the Presidential Election. Under this condition the dedollarization of economy will take place in May – July 1995. If inflation rate remains less than 1% a month, total price growth for 1996 will be equal to about 22 – 25%.

The market for GKO-OFZ. By the end of July GKO yield to maturity stabilized on enough low level compared to the previous month. B.Yeltsin’s win in the Presidential Election, which guaranteed succession of economy policy, became a serious factor of decline of GKO-OFZ yields. One can note that the decrease of borrowing pace by Ministry of Finance at domestic money market is an additional factor, which led to increase of State bonds’ quotations. For instance, in July growth of GKO-OFZ portfolio was 12.4% against 14% in June.

The GKO yield with time to maturity of less than one month decreased to 60 – 64%, from  one to three months – 70 – 74%, more than three months – 95 – 100% (tab. 2). Gross turnover of the GKO-OFZ market reached a new record at 58.48 trillion rubles. This is 4.5% above the June level. By the end of July face value of issued GKO-OFZ exceeded 171 trillion rubles. In July persistent growth of bonds’ prices and dealers’ activity revealed confidence in stability of GKO market and monetary policy as a whole.

On July 19 the Board of Directors of the RCB adopted the new order of foreign investors’ participation at this market. The main items of this decision which is able to influence the GKO-OFZ yield’s decline are as follows. Non-residents will be allowed to open ‘C’-type ruble accounts in authorized commercial banks in order to transfer currency convert into rubles. The non-residents may operate both on primary and secondary markets. The Ministry of Finance sets maximum share of each issue which is available to foreign investors. To prevent large capital outflows for a once, the RCB establishes the minimum term for this bargain. In August 1996 limit of investments at GKO market for non-residents is $0.7 billion and in September – $1 billion.

In anticipation of August 15 market dealers were waiting for foreign capital inflows. Thus, in August at the GKO-OFZ market there is a tendency of gradual decline of yields by all issues. This intensified activity at the latest primary auctions. This way, on August 7 the Ministry of Finance sold three-month GKO (68th issue) with severance price equals to 81.1% of face value, and six-month GKO (44th issue) – 59%. Maximum yield at joint auction was about 120% annualized. The primary auction on August 14 may be called successful for the Ministry of Finance. The yield to maturity of 69th issue of three-month GKO was 63.8% a year, six-month GKO of 45th issue – 80.4%. Gross turnover amounted to 9471 billion rubles at face value, auction return exceeded 6812 billion rubles. To much extent, such low yields were caused by mainly non-competitive orders, because dealers had surely decided to buy State securities.

In the second half of August GKO yields at the secondary market have been pegging within 40 – 60% on three-month bonds, 54 – 57% on six-month bonds, 144 – 175% on OFZ. Thus, investment conservatism of non-residents related to political risks did not allow quotations to rise. 

Foreign exchange market. In July official exchange rate grew up from 5097 to 5191 rubles per dollar. This is 1.8% monthly or 24.5% annualized. As in June, in July and August the ruble devaluation forestalled inflation rate. In August the pace of exchange rate growth was 2.97% (45.9% a year). By the end of August the increase of quotations has slightly slowed down. Up to August 27 exchange rate was 5327 rubles per dollar. The continuing of such pace of growth leads the exchange rate at 5340 – 5350 rubles per dollar by the end of the month. Excess of rubles at the interbank credit market and fast growth of the official exchange rate allowed commercial banks to continue going a bull.

During April – July the average pace of devaluation was about 20 – 23% a year. Such low rate in the time of pre-election growth in demand for foreign currency provided due to large dollar interventions of the RCB. Declining its currency reserves the RCB attained two objectives. First, it sterilized increasing money supply. Second, it pegged the exchange rate at low level.

The higher dynamics of exchange rate (42% annualized) in comparison with the CPI rates may be explained by the follows. Firstly, after the Presidential Election it was less important to support ruble for political purposes. Secondly, the RCB could not consider the further decline of its currency reserves as reasonable under circumstances of high demand for foreign currency and lack of dedollarization in spite of some predictions. Thirdly, the arguments for protection of interests of domestic exporters probably played a certain role.

Interbank credit market. In the end of July the pattern of the IBC market had changed, which was more noticeable in August. The persistent excess of ruble supply led to smooth decrease of interest rates on all terms loans. This excess supply IBC market, which appeared since the end of June, has allowed commercial banks to go a bull on a large scale at the foreign exchange market (see previous section). On the eve of primary GKO auction (August 14) there was a jump of interest rates. For example, overnight interest rate raised up to 41% annualized. The day after auction it fell down to 10%. The loans for a week remained the most stable in this month. Their price was 30 – 33% a year. The fortnight loan’s interest rates fluctuated within 55 – 65% annualized.

Two reducing of by the RCB reflected the confidence in stability of monetary policy. The first time, refinancing rate was reduced from 120% to 110% annualized on July 24. The second one – on August 19. At present the refinancing rate is 80% a year. This level approaches to market interest rates very closely. For example, in July INSTAR by month loans exceeded 89% a year, by fortnight loans – 75% a year. Non the less, the smooth decrease of inflation and GKO-OFZ yields made possible for the RCB’s Board of Directors to fix the current level of refinancing rate and to declare the possibility of its further reducing.

�Table 5. Indicators of Financial Markets���January�February�March�April�May�June�July�August*��inflation rate (a month)�4,1%�2,8%�2,8%�2,2%�1,6%�1,2%�0,7%�0,5 –0,8%��annualized inflation rate by the month’s tendency�62%�39,3%�39,3%�29,8%�20,1%�15,4%�8,7%�6,2 –10%��the RCB refinancing rate�160%�120%�120%�120%�120%�120%�110%�80%��interest rate on deposits in Moscow Sberbank for one month (end of the month)�54%�54%�38,4%�38,4%�48%�48%�48%�48%��auction yield on three-month GKO (end of the month)�136,1%�63,1%�181,8%�271,2%�324,3%�324,3%�98,89%�77%��auction yield on six-month GKO (end of the month)�131%�67,8%�174,7%�244,7%�277,7%�112,2%�116,1%�90%��auction yield on OFZ (end of the month)�175,5%�80,73%�93,03%�93,03%�179%�226,2%�129,1%�125%��auction yield on OGSZ (end of the month)�140,8%�94,54%�94,54%�104%�156,2%�156,2%�156,2%�150%��annualized GKO yield to maturity:����������less than 1 month�80,8%�65,7%�77,55%�68,45%�74,9%�121%�61,6%�40%��1-3 months�114,6%�62,3%�93,3%�100,4%�188,9%�184,7%�72,3%�60%��3-6 months�106,4%�67,8%�112,2%�158,9%�251,2%�238%�97,3%�100%��average yield on all issues�109,4%�65,0%�91,3%�117,5%�191%�200,5%�86,3%�90%��annualized yield to maturity on OFZ issues����������1 tranche�–�72,5%� 79,13%�87,08%�74,76%�–�–�–��2 tranche�–�73,5%�133,2%�111,8%�125,2%�116,9%�–�–��3 tranche�–�96,9%�175,4%�489,8%�225,4%�196,5%�95,86�465��4 tranche�–�91,2%�190,2%�500,2%�223,7%�215,7%�105,39�480��5 tranche�–�73,1%�449,3%�438,6%�464,8%�1049%�111,23�140��6 tranche�–�82,7%�246,2%�3727%�366,3%�369,0%�427,86�110��7 tranche�–�–�192%�592,8%�1840%�165,3%�114,85�240��8 tranche�–�–�–�–�–�–�116,34�150��turnover of GKO-OFZ market a month (billion rubles)�36725�41032�39431�35500�35129�55980�58480�58000��IBC – INSTAR rate (annual %) on loans by the end of the month:����������1 week�72,2%�46,4%�67,6%�53,3%�46,7%�68%�61,8%�51%��2 weeks�63,4%�40,0%�51,5%�72,45%�58,4%�58,4%�75,4%�58%��1 month�73,1%�70,0%�58,5%�71,2%�57,1%�71,4%�52,3%�60%��turnover of IBC market a month (billion rubles)����10340�11095�13924�20311�25000��effective yield on Vnesheconombank’s bonds , USD:����������2 tranche�12,53%�10,57%�11,98%�14,99%�–�–����3 tranche�18,17%�14,73%�14,67%�15,83%�17,39%�16,71%�15,99%�14,5%��4 tranche�19,81%�18.01%�17,88%�18,8%�20%�19,68%�17,61%�15,8%��5 tranche�18,91%�16.84%�16,18%�16,86%�18,67%�18,37%�16,80%�16,2%��6 tranche�–�–�–�–�19,44%�19,66%�17,19%�15,8%��7 tranche�–�–�–�–�18,89%�18,32%�17,47%�15,9%��official exchange rate of ruble per US dollar by the end of the month�4734�4820�4856�4940�5014�5097�5191�5345��official exchange rate of ruble per DM by the end of the month�3180�3330�3275�3260�3315�3370�3542�3570��average annualized exchange rate of ruble per US dollar growth�27,2%�23,2%�9,9%�22,9%�19,7%�21,8%�24,5%�42%��average annualized exchange rate of ruble per DM growth�-14,5%�65,7%�-1,8%�–5,4%�26,7%�21,8%�81,7%�9,9%��average annualized estimated yield on future currency sales with the delivery date:����������15.09.96**�19%�19,5%�18%�17%�23,25%�29,25%�29%�35%��15.12.96**�20%�18,75%�19,4%�20%�27%�32,25%�33%�38%��15.02.97**�22%�20,75%�21%�21%�22%�30,25%�32%�38%��gross turnover at the currency exchange market a month (billion rubles)�2755�4013�2284�3230�2617�2203�1670

�1250

��*/ estimate

**/ The dates are actual for August

Arkhipov S.A., Drobyshevsky S.M., Sinelnikov S.G.



�Privatization in the first half of 1996, and its perspectives in the second half of the year.



�For the actual privatization process in the first half  of 1996, the relatively low rates were characteristic, at least, in terms of a quantity of re- privatized enterprises. The period in question has also become trivial, thanks to the lack of any  both GKI’s and its traditional opponents’ serious practical initiatives. Such a situation undoubtedly covers the summer period as a whole. It is evident that any drastic measures in the field in question  could not have been undertaken by both parties before the presidential elections by political, though diametrically opposed, motives. Thus, it is most evident that in that period  the Government could not enter  any “risky” large- scale deals. The Duma , in its turn, represented by a specially established commission, and with the assistance of a range of other structures once again investigated into negative results of Russian privatization and was preparing numerous projects on nationalization (as far as we know of 53) of large enterprises.

At the time, ( August 1996), one may expect a sharp activization of the Government’s efforts to weaken growing budgetary complications at the expense of privatization ( quasi- privatization). On such a background, it is most likely that the parliamentary opposition should traditionally deal with populist investigations in this field. Taking into account the accents not yet set on the discussion on loan- for -shares auctions ( see our previous reviews), and a range of “pre- election” privatization initiatives launched by the executive body ( see below), there is  enough room for such an activity.

On the whole,  one should single out the most important feature of the whole privatization process in the period of 1995- 1996: given in the late 1995- first half of 1996  privatization ( or its derivatives) was used as a method of attracting financial and political allies, it is inevitable for the second half of 1996 that privatization, though not for the first time , turns into a way of gaining “fast” money for the budget. In this connection, again, the real targets of the “monetary privatization” are drifting at least to the background, if not to non- existence.

Nevertheless, the  problem of budget cannot help but disturb the GKI. The attempt to obtain the Government’s agreement on  a decrease of the  R. 12.4 trln. amount stated in the budget, was a failure, though there are weighty reasons for that ( prolongation of the term of fixing of the control bloc of “Gazprom” shares in the Federal property happened in March 1996). By the GKI’s estimations, the privatization revenues might make up R. 8.5 trln in 1996, including: R. 1.8 trln- from a reanimation of “Svyazinvest” joint- stock company’s shares deal, R. 500 bln.- from selling  “Rosneft’s” shares, R. 685 bln.- from all standard contests and auctions, R. 281 bln.- from real estate sales. Other revenues (dividends, leasing, sales of enterprises- debtors) from the Federal property should make up R. 217 bln. R. 1-2 trln. might be obtained in the event the winners in auctions were to clear off enterprises’ debts to the budget.

In the second half of 1996, it might be 49% of “Rosgosstrakh’s” and “Rosneft’s” shares, 34% of ”SIDANKO’s” and “Sibneft’s” ones, small- size portfolios of RAO “EES of Russia”, NK “Lukoil”, a range of large- scale regional companies which should be placed to the auctions. 

To resolve the budgetary problem, one has to elaborate various sophisticated combinations. Thus, for example, it happened that the federal shares were exchanged for the Government’s debts to regions. The basic decision was made upon the issuance of the Presidential Decree # 292 of February 27, 1996 “ On the assignation to the subjects of the Russian Federation of the state- owned shares of joint- stock companies established in the process of privatization”. A range of the Federal portfolios which were a prior subject to selling to citizens at regional and interregional  auctions were to be assigned to local authorities. The normative basis for the Decree appeared only in May ( the Regulation of the RF Government # 554 of 8 May, 1996 “On measures of the implementation of the respective Decree of the President of RF”). Thus, the GKI estimates that thanks to  the scheme ( although it is hard to call actual budgetary revenues in a form of the reimbursement of  debts with shares- by the way, as  well as  the enterprises’ liabilities on some loan- for- shares auctions which were cleared off) the budget should receive R. 4-5 trln as revenues from privatization.

Nevertheless, the advantage of the scheme is that the responsibility for standard sales ( volumes, timing, revenues) is shifted to regional authorities. The political  concealed meaning of the “center- regions” relationship is a clear constituent of the Decree, too. By June 1996, the process of the assignation of portfolios to Krasnoyarski krai started ( totaled a. R. 100 bln.), while the lists are negotiated with the authorities of St.-Petersburg, Irkutskaya, Sverdlovskaya oblasts, and Stavropolsky krai. At the same time, one can ascertain a traditional resistance from the part of branch structures and state- owned holdings.

In the light of the above, it is also important to take into account the Decree of the President of RF # 443 of 1 April, 1996 “On measures on stimulating of establishing and activities of the financial and industrial groups”. In compliance with the document, it is provided that: 1) the Federal portfolios should be assignated to FIGs in trust; 2) the unitary enterprises has a right to place their real estate as a contribution to the FIGs’ central companies’  authorized capital, lease and mortgage that*. The political motives of the issuance of the document are clear. Given the Decree,  however, it is still unclear how intensive  the “free-of- charge” re-division of the Federal portfolios would be, but one may forecast the following problems:

-failure of any reimbursement schemes in the future, since the portfolios might be obtained free of cost, by traditional lobbying;

-the intensification of processes of merging of state-owned, quasi- Government, quasi-private and private financial and industrial structures;

-budgetary problems, due to the undermining of the revenue basis ( most evidently- of most attractive enterprises which are objects of the promoted “targeted” privatization).

Thus, the influence of both politics and  existing dubious ( in terms of revenues from privatization) clearing procedures is  most characteristic  to the first document,  while the influence of politics and lobbyism of the existing financial and industrial alliances is inherent in the other one.

At the same time, much more fundamental documents are left pending ( which, however, did not impede to implement privatization in 1992- 1994). In the meantime, the Law on privatization of 1991, the main Directions of privatization  of 1994 ( and those articles of the 1993 State Program of Privatization which are not contradictory to them) are in force. The new variant of the law on privatization adopted by the previous Duma was vetoed by the Council of Federation. In May, the State Duma adopted in  the first reading the Law “On Assessment Activity” ( which may be regarded  as a part of a new law on privatization directed to a revaluation of large enterprises’ assets). As it was in 1995, there are several drafts of the Law on nationalization ( in particular, prepared by Goskomimuschestvo and the State Duma Committee on Privatization, Property and Economic Activity).

The new program of privatization submitted to the State Duma in late 1995, has not been adopted yet. Its  last variant was considered at the State Duma Committee on Privatization, Property and Economic Activity in April 1996, as well as in the RF Government in July 1996. In contradistinction to previous ones, the draft constitutes the following innovations: the privileges to labor collectives are excluded, the new order of a privatization of municipal property is introduced, and the offer price is calculated upon the basis of a last balance sheet ( as of a date of the submission of a request on privatization). From the GKI’s viewpoint, it is the cancellation of privileges granted to personnel which is the most important matter,-  mostly due to fiscal considerations.

Thus, in the conditions of a maintenance of existing general approaches, the main privatization activity, as it was in 1995, should fall on the last months of 1996, when the “assault” of the budgetary order is to be launched, by all the possible means.

A.Radygin



�Changes in Attraction of Foreign Investment



�A number of political events taking place in August contributed to improvement of investment climate in the country. Among them in the first turn shall be mentioned the approval of the personal composition of the Cabinet of Ministers which provided for expected certainty that the course towards economic reforms in the country will be continued. The attempts to settle Chechen conflict inspired hopes of political stabilization. Additional factors were $ 340 million July tranche of the IMF $ 10.2 billion loan and a preliminary agreement with London Club on long-term restructuring of the former USSR debt. All these factors were reflected through activity of non-residents on the Russian stock market registered in August; and in a long-term prospect this provides grounds to expect an enhancement of investment activity in autumn and in particular by the end of the year.

While expecting an inflow of investment, it is of importance to determine intentions of the state on this problem and to work out relevant measures within state policies concerning the matter.

One of important steps in order to work out these measures was preparation of a new draft federal law “On List of Sectors, Industries, Activities and Territories in Which Activities of Foreign Investors Shall Be Restricted or Prohibited”. It shall be discussed at one of the first meetings of the new Government and then submitted to the State Duma of the RF. The draft law takes into account the experience of other countries which have introduced restrictions on activities of foreign investors on their territories in the interests of their national security.

The draft law stipulates the list of industries and activities where foreign investment is prohibited: it includes a number of defense industries, research and development in the spheres of weapons and military equipment, civil defense, railroad transportation, federal information systems, sorting of diamonds, etc. Restrictions, i.e. a special permission to carry out specific activities or introduction of an upper limit of the share of foreign investment into authorized capital are to be introduced in road, sea, internal water and air transport, in a number of serial industries producing special equipment, in extraction of precious and rare metals, etc. Adoption of this document and consequent adjustment to it of regulations issued by the central and local executive authorities are one of the most urgent measures within the complex of measures directed towards creation of a favorable operational regime for foreign investors which may be described as the national treatment, however, with certain exceptions alongside with certain privileges.

Two kinds of import customs preferences introduced by alterations to the law “On Customs Code” were approved by the Federation Council in August. Subject to duty exempt is, first, equipment, machinery and tools including, as well as materials imported to Russia at the expense of loans granted by foreign states and international organizations under international treaties of the Russian Federation. Second, equipment and completing parts are subject to duty exempt in case they are not similar to those produced in Russia. Implementation of this progressive in its essence document seems to be a problem since the government intends to abolish all existing preferences due to budget problems.

Investment loans and funding of projects in Russia require a protection not only against political risks, like expropriation, wars, civil unrest, etc., but against insufficient grade of currency convertibility, non-fulfillment of contractual obligations, not adjusted mechanisms of debt recovery, repatriation of profits.

According to expert estimates every 4 to 5 invested rubles require 1 insurance ruble. Proceeding from current budgetary problems, the government does not earmark any funds for insurance of foreign investment in 1997. This stand is at least more consistent than that in the current year when the means earmarked for the purpose were not granted.

The practice reveals probable lines of development of foreign investment insurance. One of the examples is an unprecedented tender for insurance of the Achinsk Oil Refinery (Russ. abbr. NPZ) which got a six year credit line form a number of foreign banks. The EBRD, being a part of the consortium, made it a condition that the whole refinery shall be insured. The tender was organized by Sedgwick Russia Ltd., the insurance brokers of the Achinsk Refinery, in connection with a large amount of the contract: $ 182 million. The tender was won by a largest Russian company: “Ingosstrakh”. This firm has an experience of handling large insurance (KAMAZ receiving a loan from the EBRD was insured by $ 4.5 billion; later the amount has reached $ 4.8 billion).

An example of a foreign investment insurance carried out by foreign organizations is creation of “AIG -- Brunswick Millennium Fund” by one of the largest American companies American International Group (AIG) together with investment company Brunswick Capital Management. The fund is created for carrying out direct investment into the former USSR states. It is expected that the fund will make planned $ 300 million already by August -- September. Before, NIS Fund Barings, involved also in portfolio investment, has been considered to be the largest with $ 160 million. The Overseas Private Investment Corporation (OPIC) is the guarantee of the new fund.

One of the most respectable international organizations involved in insurance business, i.e. the MIGA which is a part of the World Bank, begins its work in Russia. This organization provides guarantees against non-commercial risks by direct investment and technical assistance in the field of investment projects.

I. Pilman

�Situation in Industry



�Industrial dynamics tend to a decline in output in the current year. The following factors determine these dynamics: further closing of internal and international prices, tightening financial and credit policies, shrinkage of investment; the impact on the economy was a decline in internal demand, less efficient exports and, consequently, general fall in output (see Table 6). The most insignificant decline was registered for intermediate goods (2.9 per cent). The production of capital goods fell by 16.2 per cent, consumer goods production declined by 4.8 per cent, including a 17 per cent shrinkage of production of non-food consumer goods.

�Table 6. Dynamics of Physical Output Volumes in 1992 through 1996 (in per cent of relevant figures in previous years)

�1992�1993�1994�1995�1996 Jan-Jun��Industry, total�82.0�85.9�79.1�96.7�95.6��Electric power industry�95.3�94.7�91.2�96.8�100.9��Fuel industry�93.0�85.0�89.0�98.0�98��Ferrous metallurgy�83.6�83.4�82.6�108.7�97��Non-ferrous metallurgy�74.6�81.9�90.9�102.1�97��Chemistry and petrochemistry�

78.3�

78.5�

71.1�

107.7�

88��Engineering and metal working�

85.1�

84.4�

61.9�

90.1�

86��Forestry, woodworking, pulp and paper industry�

85.4�

81.3�

68.8�

93.1�

84��Construction materials�79.6�82.4�71.1�91.8�75��Light industry�70.0�76.2�52.7�69.3�74��Food industry�83.6�90.8�78.1�91.3�95��

�Due to a relative stabilization of internal demand for energy and to somewhat increased energy resource exports in the current year for the first time in the period of reforms there was registered a stabilization of output in fuel and energy complex.

An analysis of monthly indices of physical output volumes (seasonal factors excluded) reveals that the downfall in engineering as compared to first months of 1995 may be explained primarily by its sharp decline in the second half year of 1995. On the contrary, in January through June of the current year in engineering as a whole there was registered a stabilization of output which may be considered to be a sign of the forthcoming stabilization of the internal investment demand. The latter, however, is not confirmed by dynamics of construction materials output which continue to show a downward trend.

Among major industries the most sharp downfall was registered in the light industry. The trend towards further decline was observed also in the food industry. In the situation of stabilization of solvent household demand it may be explained by increasing inflow of imports (a growing share of imports within the pattern of solvent demand satisfaction in the country) due to the fact that domestic consumer goods cannot compete with imports. The RF Ministry of Economy reports that at present the share of imports in the total volume of sales on the domestic market makes: 84 per cent for footwear, 27 per cent for meat products and 39 per cent for butter.

An analysis of decline in output across industries made on the basis of 1992 prices reveals that engineering and light industry have most heavily contributed to the general decrease of industrial output in Russia (Fig. 3). The decline in output in these industries directly accounts for about 40 per cent of the downfall in the total industrial output. Besides, shrinking solvent demand on the part of these industries determined a considerable share of decrease in output of metallurgy and chemical industry followed by a decline in fuel and energy outputs. All this allows to consider engineering and light industry as generators of the industrial downfall. It shall be noted that while the decline in light industry may be primarily explained by its inefficiency, the downfall in engineering has accumulated in itself the impact of all major factors of industrial decline: inefficiency, investment crisis and demilitarization. A decline in output in engineering, chemistry and food industry shall be in part attributed to downfall in the agricultural output.

The introduction of sliding ruble exchange rate and a sharp slowdown of inflation rates allow to expect a certain stabilization of output of the Russian industrial enterprises and of their situation in the second half year of 1996; the differentiation of decline across industries will remain. According to our estimates, the decline in the industry as a whole will make less than 4 to 5 per cent in this year as compared to the previous year. While output volumes in fuel and energy complex will be close to current figures, metallurgy will experience a 2 to 3 per cent downfall. The most substantial decrease in output expects production of investment goods (machinery, equipment, construction materials), sophisticated household equipment and light industry products. A slower decline in output shall be expected in the food industry, as compared to the last year figures.

Yu. Bobylev

�

Slowdown of Price Rise in Industry Has Stopped



�According to a survey data on more than 700 enterprises, the slowdown of ex works price rise in the industry stopped in August. The balance (increase vs. decrease) rose by 2 points. A growing value of the indicator was registered across all industries with the exception of non-ferrous metallurgy and woodworking.

A reversal trend was observed also in dynamics of inflationary expectations. The balance of evaluation increased by 6 points. During previous 12 months the downfall made 59 points. In August decreasing values of the indicator were registered only in construction industry (+36 after +40 per cent) and in food industry (+35 after +50 per cent). In other industries balances increased. During last months negative values of balances (an absolute decrease in prices) were registered only in the woodworking complex. There the balance increased from -14 per cent in July to -3 per cent in August. In the state owned sector inflationary expectations showed an increase by 13 points, for private enterprises it made -5 points.

�

The velocity of decrease in solvent demand was slowing down for a third month in a row. In August the balance (increase vs. decrease) grew by 3 points and showed the best value in 1996. The most substantial increase of the indicator was registered in construction materials industry (24 points), ferrous metallurgy (14 points), light industry (7 points) and in woodworking (6 points). The balance fell by 25 points in food industry.

�

Evaluations of solvent demand amounts (above vs. below normal) in the industry as a whole did not exceed -90 per cent during last three months. Evaluations across industries were within the band -84 ... -95 per cent with an exception of non-ferrous industry showing a -54 per cent balance.

�

A general increase of the balance of changes in output volumes was due to reports from ferrous metallurgy, petrochemistry and woodworking. Across other industries there was registered a decrease in balances.

Evaluations of output volumes for the industry as a whole remained practically the same. The share of answers “below normal” was not less than -85 per cent in the last five months.

�

Evaluations of finished stocks were better by 3 points in August. An increase in excessive stocks was registered only in ferrous metallurgy and food industry. In other industries stocks declined. A lack of finished stocks (a negative value of balance) was registered in non-ferrous metallurgy, petrochemistry and food industries. The largest volume of stocks still remains in woodworking (+29 after +31 per cent in July).

�

�

Forecasts of changes in output increased by 12 points in two last months. The most optimistic expectations were registered in ferrous (+24 per cent) and non-ferrous (+14 per cent) metallurgy, and in light industry (+19 per cent). A positive balance (prevailing answers that output will increase) was also shown by engineering (+6 per cent). Across other industries balances were negative.

In August forecasts of changes in demand were by 4 points better due to a contribution of positive answers from metallurgy and food processing enterprises. Petrochemistry and engineering showed no apparent change in evaluations (-9 per cent and 0 per cent accordingly).

A decrease in balances of expected changes in demand was registered in construction (-40 per cent after +7 per cent in August), woodworking (-35 per cent after -24 per cent) and in light industry (+19 per cent after +22 per cent).

S. Tsukhlo, R. Gershman

�New Program of Social Reforms



�On June 18, 1996 the President signed a Decree on creation of the State Commission on working out a program of social reforms for years 1996 through 2000. The commission shall be headed by V. Chernomyrdin. The program shall be submitted to the President on October 1, 1996.

The former Ministry of Labor had prepared “Draft Structure of Program of Social Reforms in the Russian Federation for years 1996 through 2000” and commentaries to it; the draft was used as the basis for the further work.

Let us note major shortcomings of these materials.

At present it is apparent that due to “socially oriented” policies implemented by the President in the first months of the year, the current amount of budgetary expenditure for social needs has to be diminished. It means that in the second half year of 1996 through 1997 major social indicators will deteriorate.

Taking this into account, the prognosticated implementation of social reforms may be divided into three stages:

- 1996 through 1997; the main goal of the period will be to compensate inevitable deterioration of living standards of a majority of the population in the situation of budgetary crisis (i.e. without increasing budgetary expenditure) in order to stay below the critical line of civil unrest;

- 1998 through 1999; a possibility to use a chance to stabilize living standards;

- year 2000; a probable real improvement of social situation.

Each of these stages shall be studied separately and requires a special method of approach.

The commentary reads as follows:

“At the first stage a special attention will be paid to settlement of wage, pension and benefit arrears, to an increase in wages and salaries of those employed in spheres financed from the budget, to an increase in benefits and student grants, to provision of the population with medicines at affordable prices”.

Although the problem of wage, pension and benefit arrears settlement (or at least some decrease in arrears) may really belong to the first stage, a real increase in wages and salaries paid from the budget, as well as an increase in amounts of benefits and student grants, provision with medicines at affordable prices may be reached only at the second and, most probably, at the third stage of the reform. These tasks simply can not be accomplished in the next one and a half year.

Among priority aims of the social policy the stabilization of financing of the social sphere (education, medical care, culture) is missing. If this aim will be forgotten also in 1997, the situation of the material basis of educational and medical institutions, of cultural objects will be disastrous.

Another omission: unemployment. Right now unemployment rate as calculated in accordance to ILO methods is 9 per cent, and the figure continues to grow. In case the bankruptcy mechanism is triggered (and without it structural transformation of the economy is impossible), a sharp increase in unemployment shall be expected. Then the government will face another social problem and will have to cope with its  consequences immediately.

The commentary contains nothing on the second and the third stages of the social reforms.

Another principal problem, i.e. relations between the Federal center and regions in the sphere of social policies is also missing from the draft. It shall be noted that this sphere has undergone extensive changes in a few last years, the outcome being that local authorities are now responsible for settlement of a majority of social problems, however, this responsibility is not supported by an adequate financing. The situation when more than 60 out of 89 Federation subjects have to turn to the Federal budget for support can not be considered as a normal one.

Eu. Gontmakher
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