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Economic and political outlook: August 1998





The full- scale financial crisis which burst out in August has a clearly expressed political nature. It is a result of an inability of all the Russian governments between 1995- 1998 to provide a balanced state budget through democratic procedures for mobilizing a consensus of interests. It means that it is a resolving of the matter of a reduction of the state’s social obligations which is a key political problem for any government in this country.


The political character of the crisis also manifests itself in the fact that any actions undertaken with respect to getting out of that provide for a high price to be paid for implementation of actions, i.e. provide a presence of social groups ( interest groups) which will have to pay the main price for an overcoming of the crisis (banks, pensioners, middle class, large cities, small towns, agrarians). The chances that the 


situation will develop through any social compromise have been exhausted. However, any resistance to the crisis beyond the framework of a social compromise requires an adequate political decision, namely at whose expense the stabilization could be implemented.


In the society which lacks the social consensus on basic values, such decisions practically cannot be made through democratic procedures which provide a compromise, although it is never possible to argue in advance that all the chances for the democratic development have been exhausted.


At present, there are two basic economic and political scenarios of the development of the current situation. Firstly, an inflationary model of the economy which practically inevitably entails hyperinflation. Secondly, a strict stabilization course, balanced budget which limits the Central Bank’s right for emission with the amount of foreign reserves. Both variants provide a sharp decrease in the state’s social obligations (either through hyperinflation, or through a tight budget), but they do not have a real political base for the implementation of them.


In such a situation, an intermediary scenario is most probable, namely an attempt to pay off the debt through the inflationary mechanism with a consequent tight stabilization. An actual development of the situation will be different though, since the way out of the limited inflation in the conditions of the weak government is more likely to result in a further intensification of the inflationary spiral.


It is highly probable that the development of the situation according to either scenario provides for crucial changes in the political regime’s character which should allow to pursue a consistent economic course whatever it could be.


V. Mau





The State of the Budget


The execution of the federal budget execution can be seen in Table 1.


Table 1. Execution of Russia's budget ( % to GDP)�
�
�
1997�
1.02.98�
1.03.98�
1.04.98�
1.05.98�
1.06.98�
1.07.98�
�
Revenue�
�
�
�
�
�
�
�
�
Profit tax�
1,24�
0,8�
0,81�
1,09�
1,33�
1,72�
1,31�
�
Personal income tax�
0,07�
0,01�
0,01�
0,01�
0,01�
0,01�
0,01�
�
VAT, special tax and excises�
6,41�
5,88�
5,66�
5,86�
5,90�
7,33�
5,83�
�
Taxes on foreign trade and foreign economic activities�
1,04�
0,92�
1,04�
1,11�
1,15�
1,70�
1,35�
�
Other taxes, levies and payments�
0,34�
0,22�
0,22�
0,25�
0,27�
0,28�
0,24�
�
Overall taxes and payments�
9,10�
7,83�
7,74�
8,32�
8,65�
11,04�
8,74�
�
Non-tax revenues�
2,97�
1,54�
1,67�
1,80�
1,78�
2,32�
1,89�
�
Total revenues�
12,07�
9,37�
9,41�
10,13�
10,43�
13,36�
10,63�
�
Expenditure�
�
�
�
�
�
�
�
�
State administration�
0,36�
0,27�
0,29�
0,32�
0,35�
0,41�
0,32�
�
International activity�
0,31�
0,13�
0,0�
0,00�
0,04�
0,05�
0,00�
�
National defense and law enforcement activity�
4,61�
2,83�
2,91�
3,03�
3,12�
3,72�
2,91�
�
Fundamental research�
0,36�
0,18�
0,21�
0,30�
0,28�
0,30�
0,23�
�
Services to national economy�
1,96�
0,35�
0,61�
0,57�
0,64�
0,82�
0,80�
�
Social services�
1,81�
1,51�
1,64�
1,87�
1,92�
2,36�
1,89�
�
Servicing state debt�
1,55�
2,51�
2,98�
4,74�
4,75�
6,48�
5,14�
�
Other expenditure�
3,66�
1,89�
2,09�
2,30�
2,89�
3,15�
2,67�
�
Overall expenditure�
14,62�
9,67�
10,73�
13,13�
13,65�
17,29�
13,97�
�
Loans less repayments�
0,68�
4,05�
0,33�
0,33�
0,34�
0,52�
0,50�
�
Expenditure and loans minus repayments�
15,30�
13,72�
11,06�
13,46�
13,99�
17,81�
14,47�
�
Budget deficit�
3,23�
4,36�
1,65�
3,34�
3,56�
4,45�
3,84�
�
Total financing, of which�
3,23�
4,36�
1,65�
3,34�
3,56�
4,45�
3,84�
�
domestic�
1,23�
1,08�
0,07�
2,40�
2,57�
3,23�
1,24�
�
foreign�
2,00�
3,27�
1,58�
0,93�
0,98�
1,22�
2,60�
�
GDP (from the beginning of the year)�
2675�
201,8�
393,1�
591,2�
795,6�
1000,7�
1203,9�
�



According to the final data of execution of the federal budget as of the first half of 1998 in June tax revenue significantly decreased. 


Overall expenditure fell by more than 3% GDP in comparison to the previous month. That a fall in budgetary expenditure resulted in an decrease of budgetary deficit.


Execution of local budgets is represented in Table 2.


Table 2. Execution of Russia’s local budgets (% of GDP)�
�
�
�
�
�
1.02.98�
1.03.98�
1.04.98�
1.05.98�
1.06.98�
1.07.98�
�
Taxes and payments�
7,10�
8,32�
8,74�
10,04�
10,05�
10,76�
�
Non-tax revenues�
2,21�
2,16�
2,50�
2,77�
2,72�
2,96�
�
Overall revenue�
9,31�
10,48�
11,24�
12,81�
13,22�
13,72�
�
Overall expenditure and loans minus repayments�
9,84�
11,08�
11,99�
13,42�
13,53�
14,63�
�
Budget deficit�
0,53�
0,60�
0,75�
0,61�
0,61�
0,99�
�



�





As may be seen from Figure 1, there was a minor decrease in the increment of the volume of tax arrears into federal budget in June. The volume of arrears to the federal budget made up RUR136 bln.


The sum of arrears collected by the State Fiscal Service from the beginning of the year amounted for RUR 33 bln.


S.Batkitbekov





Monetary Policy





In August 1998 there was a sharp jump of pace of consumer price growth. The actual devaluation of the ruble after August 17 led to a proportional growth of prices for import foods and durables. Moreover, it is likely the prices for domestic goods produced involving foreign currency costs will grow. The prices for durables are also under the pressure on the part of demand. The population in the majority of the Russian cities activates purchases of these goods expecting a further devaluation of the ruble and shortage of imported goods.


However, the prices for the majority of domestic consumer goods, non-tradables, have not changed yet. The prices for services, transport and housing have remained stable as well. A certain effect took place due to seasonal factors – a decline in prices for agricultural production. Thus, in August the pace of consumer price growth calculated by the Russian Goscomstat amounts to 15%. In September 1998 the prices are likely to grow by yet 30 – 40% (see fig. 1).


One of the key reasons forced the Russian Government and the Central Bank to move to the actions implemented after August 17 was a sharp fall in foreign reserves of the RCB in August 1998 (see tab. 1 and fig. 2). For the first three weeks of the month, the RCB spent $5 bln. (27.2% of its value as of the 1st of August) to meet the demand for currency on the part of banks at MICEX and interbank market.








Figure 1
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Figure 2
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The crisis on the World financial markets started in late October 1997 affected the situation on the Russian financial markets and ruined resently appeared conditions for an economic growth and a decrease in both inflation rate and the level of interest rate in the economy. Nevertheless, it should be noted that the main reason for an intensification of the financial crisis in Russia is an internal weakness of the Russian economy. Thus, external reasons were only a trigger for the process of financial deterioration.


Results of the financial crisis in Russia which was especially aggravated in August 1998 are as follows. First of all, a fall in trust of both external and internal investors in the Russian Government, the Ministry of Finance and the Central Bank of Russia. That means the Government does not have any possibility to borrow from both international and domestic financial markets. Moreover, that means that foreign investments will continue to outflow from Russia and any economic growth under these conditions is not possible. Second, a sharp drop in prices on the market for government debt securities and the following compulsory conversion of GKO-OFZs into long-term securities with a low level of yield, which practically means a default of obligations. Third, a sharp devaluation of the national currency. One could consider this fact as a lose of the crucial point in the Government's course to macroeconomic stabilization. Fourth, a sharp acceleration of inflation in the economy as a result of both the increase in prices for imported goods accounted for a great share of the total consumption in Russia and a 'rouble-off-running'. Fifth, a close of domestic and external sources of the Federal Budget deficit financing. This is the result of drastic Government actions and it evidently means a shift to direct credits to the Government which brings a danger of inflationary spiral or an achievement of zero-balanced Federal Budget. A such shift, in its turn, induces an increase in pace of money supply growth and inevitably effects in inflation rates, rouble exchange rate and general weakness of the monetary policy. Sixth, the crash of the domestic banking system caused by losses at the financial markets as well as a annihilation of the main source of profit – the market for GKO-OFZ. The specific feature of the domestic banking system was its great dependence on the pyramid of government securities. Thus, a default at this market against an absence of other stable profits for commercial banks (e. g., lending to real sector) should lead to a heavier crises of non-payments all over the country. Seventh, the default at the GKO-OFZ market seriously worsened the state of majority of the Russian commercial banks, actually destroyed the interbank credit market. Banks unite to survive, but this is not a remedy, since under present political and economic situation Western banks would not lend to even our new big banks. Eighth, a slump at the Russian stock market showed the actual attractiveness of portfolio investments to the Russian corporate sector. The RTS-1 Index fell by 90% within the period October 1997 ( The maximum value of RTS-1 Index was on October 6, 1997 and equaled to 571.66.) – the very beginning of September 1998. Ninth, the anticipated growth in business activity in oil and gas and other export sectors due to a change in 'rouble costs/dollar revenue' ratio would not come into effect, since the Government shall draw out all additional profits to cover the Budget deficit. Tenth, a tension in social and political life will grow. Every crisis (the more so a devaluation of the national currency which quickly reduces a value of private savings and personal income) is one more ace in the hands of political opposition.


S. Arkhipov, S. Drobyshevsky, O. Lougovoy





Financial Markets





The market for GKO-OFZ. In August the market for GKO-OFZ died. The continuing capital outflow on the part of non-residents, hard political and economic situation, weak rouble fastened investors' expectations on devaluation. The growing demand for dollars has declined the liquidity of commercial banks, which had to sell government securities to get roubles. As a result, yields on GKO-OFZ grew up by several times. In such a situation, the Russian Ministry of Finance and Central Bank resorted to urgent measures. The trade at the secondary market was stopped, the time schedule of maturity and coupon payments was abandoned.


According to the decree of the Russian Government on August 25, 1998, ¹ 1007 'The Order of redemption of government discount bills and federal loan bonds with fixed and variable coupon payments to be matured before December 31, 1999 and issued before August 17, 1998', the holders of these securities have two options. In the first case investor should wait for scheduled maturity. The nominal value of redeemed securities will enter to special 'transit' accounts and may be re-invested into new ruble-denominated fixed coupon bonds:


with term to maturity 3 years and 30% annualized coupon rate;


with term to maturity 4 years and 30% annualized coupon rate for the first three years and 25% annualized coupon rate for the fourth year;


with term to maturity 5 years and 30% annualized coupon rate for the first three years, 25% annualized coupon rate for the fourth year and 20% annualized coupon rate for the fifth year;


Russian Sberbank's deposit certificates.





Figure 1
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In the second case, the holders of GKO and OFZ matured before December31, 1999, have an option of pre-scheduled redemption of securities (within August 26 – September 26, 1998). In this case, the value of investor's portfolio will be assessed on the basis of market quotations as of August 14, 1998. So, the investor could re-invest up to 20% of the nominal sum to new currency-denominated bonds with 5% annual coupon payment and term of maturity 8 years. The conversion will be set using the exchange rate 7.1456 roubles per dollar. In addition to that, the investors deciding on pre-scheduled redemption could re-invest to new OFZ described above. In this case, holders have the right to get 5% of nominal value of securities to be matured.


In our opinion, the stop in trade on GKO-OFZ is the most important event in the row of last actions and signifies a loss of the biggest and most liquid market in Russia. Moreover, the financial market lost the main target – a market interest rate – which is necessary to make any business decision.





Stock market. In August 1998 the Russian stock market moved to a new stationary state which might be characterized as follos: an extremely low level of the trading volume in the RTS system and a strong trend to decrease in prices as a result from an absence of any significant orders to buy stocks on the market. Practically, that situation means degradation of the Russian stock market.


In August the average daily volume of trading was about 11 mln. dollars. Moreover in late August the respective index dropped to the level of 6.5 mln. dollars. During the last eight months of 1998 the average daily volume of trading was 51.8 mln. Dollars. Thus a business activity on the Russian stock market in terms of trading volume fell by 77.6% (see fig.2).


It should be noted that a fall in prices of the Russian oil companies was inferior to the respective fall in other sectors' stock prices (see fig. 3). One could explain this phenomena mostly by an expected growth in profitability rate in oil business. That would be a result of a sharp rouble devaluation and, accordingly, a change in the ratio 'costs in roubles/profits in dollars', which forms exporters' profits.


During August 1998 the RTS-1 Index was declining accordingly to the tendency which was in place since mid July. For the last month its decrease made up about 55%. Totally, in 1998 the RTS-1 Index dropped by 83%, and since October 1997 the respective decrease rate in the Index is about 90%.








Figure 2
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Figure 3
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One could conventionally split factors that have a strong influence on the downfall in the Russian stocks' quotations into two different groups. The first group's factors which might be determined as fundamental one were stated in a greater detail in the Monetary Policy section of this report. However considering the situation on the stock market, one should emphasize the following issues. Firstly, the sharp deterioration on the Russian financial markets and in the banking system should affect such important economic indicators as the volume of issued investments, the Gross Domestic Product, the volume of production, etc. The technological interdependence among companies from different industries would result in an enlargement of economic recession in Russia. Under these conditions, one should not expect any significant growth in stock's prices. Secondly, an appreciable change for the worse in a political and social situation increases a probability of the situation in which the pro-Communist forces could come to power. This scenario might mean a new large-scale reallocation of the property rights in Russia. In other words, at present the investors' position to wait for further development of the situation in the Russian stock market is the most expedient than any other position.


The second group of factors, which seriously affected both the level of stocks' prices and the RTS-1 Index could be called a technical group. Firstly, under conditions of both a sharp decrease in the trading volume and an absence of a significant investors' demand for stocks, any serious order to sell results in an appreciable drop in prices and in the RTS-1 Index. The latter in its turn leads to an additional darkening the investors' mood. Hence new aggressive orders to sell appears in the RTS system. Secondly, a sharp fall in trust among brokerage companies resulted in the situation in which, consequently, large companies and commercial banks do not prefer to deal with small companies without pre-payments to sell, or without pre-delivery to buy. Such a situation practically means a drop in the stock market's liquidity level, which affects stocks' prices.


The sharp crisis on the Russian financial markets and the default on the market for government securities have an extremely negative impact on a state of affairs on international markets. A danger of a repetition of this precedent on other emerging markets is a reason, on the one hand, and a result, on the other hand, for a capital outflow from the risky markets (see tab.1). Besides, the developed countries' markets were also affected by an international portfolio diversification of large investment banks, whose stocks have a certain weight in the major stock indices.





Table 1. 


Dynamics of the Foreign Stock Indexes


up to August 24, 1998�
value�
the change in value during the last week (%)�
the change in value during the last month (%)�
�
The Dow Jones Industrial Average (USA)�
8533.65�
0.40%�
-4.52%�
�
Bovespa Index (Brazil)�
7655�
-11.09%�
-27.61%�
�
IPC Index (Mexico)�
3413.01�
-3.40%�
-24.07%�
�
Nikkei-225 (Japan)�
14988.36�
1.31%�
-8.39%�
�
DAX-30 (Germany)�
5234.88�
-4.06%�
-13.26%�
�
CAC-40 (France)�
3937.43�
-1.16%�
-6.37%�
�
Figure 11
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Interbank loan market. The whole crisis of financial and banking systems in Russia intensified instability at the market of interbank loans. As fig. 4 shows, after August 17, 1998, there was a jump of 'overnight' interest rates at the interbank loan market up to 150 – 170% annualized. The crisis of liquidity of the banking system, problems with solvency of practically all big commercial banks reduced the mutual credibility of financial institutions. In the second half of August 1998 the daily volumes of given credits fell down to the lowest level after the crisis in August 1995. As a consequence of the next crises of credibility at the IBC market one can consider the growth of the share of the 'overnight' loans. In August the 'overnight' loans account for 83.6% of the total volume of given loans compared with 78.25% noted in July 





Foreign exchange market. The Statement of August 17 has completely changed the situation at the Russian foreign exchange market. The actual retreat of the Russian Central Bank from undertaken by obligations with respect to the exchange rate policy was declared. The enlargement and alteration of the boundaries of the target zone till the end of the year up to 6 – 9.5 rubles per US dollar (the previous was 6.2 rubles per US$ ( 15% – 5.27 – 7.13 rubles per US$ till the end of 2000) justified the worst expectations of economic agents about ruble devaluation. After the dismissal of S. Kirienko and appointment of V. Chernomyrdin as acting Prime-Minister, the situation at the market became fully uncontrolled. The RCB seized the trades on MICEX on August 26 for indefinite period to preserve its foreign reserves (see also section 'Monetary Policy'). The trade sessions on regional currency exchanges were stopped on August 28.


The new foreign exchange interbank market was organized on MICEX – the System of Electronic Lot Trades (SELT). However, for the first week there were actually no trades in SELT, since the RCB did not intervene, but in the conditions of the banking crisis and high demand for currency on the part of population commercial banks did not sell foreign currency. The quotations in SELT are at the level of 8 – 12 rubles per US$.


Totally in August 1998 the official dollar exchange rate grew from 6.238 roubles/$ to 7.905 roubles/$. That corresponds to 26.7% a month (1615% annualized).The dollar exchange rate on the MICEX up to August 25 (the last trade session) grew from 6.272 roubles/$ to 7.86 roubles/$, i.e. by 25.3% a month (1400% annualized). Between August 17 – 31 the devaluation rate amounted to 25.7%. The dynamics of the official and MICEX 'ruble/US dollar' exchange rate in July – August 1998 is depicted in fig. 5.





Figure 7
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In August 1998 the official 'Deutsche mark/ruble' exchange rate grew from 3.5183 rubles/DM to 4.3948 rubles/DM, i.e. by 24.9% a month, or 1343% annualized. The DM exchange rate on the MICEX up to August 25 grew from 3.524 rubles/DM to 4.4995 rubles/DM, i.e. by 27.7% a month, or 1777% annualized. On August 26, with no trade sessions held on US dollar, the respective rate reached 7.6 rubles per DM.


In August 1998 the total volume of trading on the MICEX foreign exchange section by the US dollar and the Deutsche mark amounted to 24356.2 and 274.1 million rubles, respectively. This is at 77.35% higher than in July.


Table 2. Indicators of Financial Markets.�
�
month�
April�
May�
June�
July�
August*�
�
inflation rate (a month)�
0.4%�
0.5%�
0.1%�
0.2%�
7-11%�
�
annualised inflation rate by the month’s tendency�
4.91%�
6.17%�
1.21%�
2.43%�
190%�
�
the RCB refinancing rate�
30%�
150�
80%�
60%�
60%�
�
auction yield on GKO (end of the month)�
34%�
61.07%�
53.45%�
99.57%�
–�
�
auction yield on OFZ (end of the month)�
41%�
33.75%�
49.29%�
48.96%�
–�
�
annualised GKO yield to maturity:�
�
�
�
�
�
�
less than 1 month�
27%�
45.01%�
68.33%�
73.98%�
60.71%�
�
1-6 months�
32%�
43.20%�
70.31%�
85.24%�
95.00%�
�
more than 6 months�
33%�
42.27%�
63.71%�
83.94%�
103.39%�
�
average yield on all issues�
32.4%�
43.14%�
65.17%�
83.57%�
94.77%�
�
annualised yield to maturity on OFZ issues�
35%�
44.38%�
57.61%�
70.28%�
86.27%�
�
volume of trading in the secondary GKO-OFZ market a month (billion roubles)�
64038�
66039�
74354�
94933�
26822�
�
INSTAR rate (annual %) on loans by the end of the month (at the interbank loan market):�
�
�
�
�
�
�
overnight�
33.8%�
192.8%�
109.04%�
28.85%�
130%�
�
1 week�
25.7%�
45.0%�
80.0%�
45.0%�
45%�
�
2 weeks�
19.4%�
32.0%�
55.0%�
55.0%�
53%�
�
1 month�
30.0%�
28.0%�
90.0%�
90.0%�
90%�
�
volume of trading at the interbank loan market a month (billion roubles)�
51577�
38931�
47274�
51358�
16000�
�
official exchange rate of rouble per US dollar by the end of the month�
6.133�
6.166�
6.198�
6.272�
7.905�
�
official exchange rate of rouble per DM by the end of the month�
3.4156�
3.466�
3.4224�
3.524�
4.3948�
�
average annualised exchange rate of rouble per US dollar growth�
5.44%�
6.65%�
6.41%�
15.31%�
1507%�
�
average annualised exchange rate of rouble per DM growth�
29.64%�
19.22%�
-14.09%�
42.06%�
1315%�
�
volume of trading in MICEX by USD and DM a month (billion roubles)�
11580�
10448�
14798�
13888�
24630�
�
volume of trading at the stock market in the RTS for the month (millions of USD)�
1236.2�
1195.1�
685.8�
752.2�
240�
�
the value of the RTS-1 Index by the end of the month�
312.37�
191.29�
151.35�
149.65�
65.61�
�
growth in the RTS-1 Index (% a month)�
-4.03%�
-38.76%�
-20.88%�
-1.12%�
-56.16%�
�
*/ estimate


S. Arkhipov, S. Drobyshevsky, O. Lougovoy


Dynamics of interbanking credits in the banks’ balance sheets �between 1997- early 1998





With this publication we continue a general analysis of the state of the Russian banking system in the period of financial crisis. It is well known that one of the most crucial factors of the excess of foreign liabilities over the Russian bank’s assets became a rapid growth in borrowing abroad, primarily in the form of syndicated credits from foreign banks and international credit organizations. As a result, in 1997 the market of interbanking credits (IBC) experienced a regular structural reconstruction which manifested itself in diversified dynamics of attraction and placement of IBC (see Table 1); attraction of resources was growing on the background of a drop in placement of those.


In 1997 the overall volume of IBC placed by operating banks fell by almost Rb. 4 bn. Such dynamics only to a small extent were determined by the situation in the fourth quarter of 1997, At that time, the crisis in the securities market had its impact on the IBC market and resulted in the compression of that ( see Fig.2). The dynamics of this market’s indices are under a strong impact of the seasonal factor- the highest volume of credits falls on the beginning of the year, while during the first quarter absolute values drop. Such dynamics were noted both in 1996 and 1997 and are determined by the issuer’s behavior in the GKO/OFZ market, with which the IBC market is closely connected. In 1998 the drop in absolute volume of funds placed in the banking sector accelerated: for the four months the amount of that reduced. We estimate the reduction rate to be almost 15% ( In “Credits to Banks” series published by the Bank of Russia in its Bulletin of Banking Statistics, in 1998 some changes hapened in the composition of the index, which makes it impossible to compare the data prior to 1 December 1997 and afterwards). The reduction of IBC was taking place on the background of the growth in the banks’ overall assets which grew by more than 1/4 during the year. Such a combination allows to assume that in general in 1997 one could note a redistribution of banks’ assets in favor of the non- financial sector. At the same time, by the results of the year, the banks’ credit portfolio grew by almost 36%, while an increase in the portfolio of federal bonds nominated in Rubles was slightly inferior to the growth in assets and made up 16%.


The overall volume of loans attracted in the IBC market grew by almost 49% in 1997, given that at the same time the reduction in the internal segment of the market took place, and the general growth was achieved at the expense of an extension of attraction of cheaper funds from the banks- non-residents ( see Table 1). For the year that amount grew by 130% and made up 70.4% of the overall volume of interbanking loans. In 1998 the increment in the attraction of non-residents’ resources somewhat slowed down- for the four months that made up 4.5%. The reduction in loans on the part of the Russian bank for the respective period made up 14.5%, and the overall volume of the banking sector’s attracted capital reduced by 1%. All the aforementioned changes were taking place within rather a narrow circle of the largest banks. The number of banks using that instrument changed insignificantly in 1997 ( by 8% approximately) and as of early 1998 made up 130- 140 banks. At the same time, in 1997 the ratio of the capital attracted from the banks- non- residents to the assets in the banking system grew from 5.7 up to 10.6%, while in 1998 it changed insignificantly ( see Table 2). Should the banks with the 100% foreign participation be excluded, the respective index drops to 7.5%, which, however. does not exclude single banks’ ( including the largest ones) high dependence on those resources. Thus, as of early May, the share of credits issued by the banks- non residents exceeded 20% of liabilities in more than 30 Russian banks.


In 1997 an absolute amount of resources laced on the resident segment of the IBC market dropped by 15%, while the share of operations with residents on attracting and placing IBC dropped from 55 to 39%. Hence, contrast to the crisis of 1995, the ongoing one has not happened after the period of a rapid growth, on the contrary it intensifies on the background of the reducing volume of transactions. According to MFD agency ( Moscow) data ( INSTAR series) the growth in turnover stopped in December 1997, and since that time and until July 1998 the average daily volume of credits dropped 1.2- 2 times; a sharp growth in interest rates which signified the beginning of the crisis started since May 1998 on the background of the stable volume of operations ( see Fig.1).


During that period of time, the imbalance between the attraction and placement of resources was growing: given that in early 1997 the attracted IBC exceeded the placement at 24%, by the end of the year the respective gap already was 2 times, and it was 2.3 times in spring 1998. At the same time, due to a high share of non- residents’ credits nominated in hard currency in the attracted resources the crisis’ consequences become much more dangerous for the Russian banking sector and will have a longer effect on that. The situation is also deteriorated by a high level of political uncertainty and lack of clarity in the economic policy.





Table 1


Placement and attraction of IBC by the Russian banks* 


�
 1.1.97 �
1.1.98 �
 change,%�
 1.5.98�
change,%�
�
placement              �
        �
       �
            �
       �
            �
�
   Rb.bn.           �
  57.3  �
  53.7 �
    - 6.3   �
  45.8 �
    -14.7   �
�
      %                 �
 100.0  �
 100.0 �
      -     �
 100.0 �
      -     �
�
In banks- residents    �
        �
       �
            �
       �
            �
�
   Rb.bn           �
  32.2**�
  30.3 �
    - 5.9   �
  26.6 �
    -  .9   �
�
%�
  56.2  �
  56.4 �
      -     �
  58.1 �
      -     �
�
In banks- non-residents  �
        �
       �
            �
       �
            �
�
   Rb.bn.           �
  25.1  �
  23.4 �
    - 6.8   �
  19.2 �
    -  .8   �
�
%                 �
  43.8  �
  43.6 �
      -     �
  41.9 �
      -     �
�
attraction             �
        �
       �
            �
       �
            �
�
   Rb.bn.           �
  70.9  �
 105.6 �
     48.9   �
 104.4 �
     -1.0   �
�
%                 �
 100.0  �
 100.0 �
      -     �
 100.0 �
      -     �
�
From banks- residents  �
        �
       �
            �
       �
            �
�
 Rb.bn.           �
  38.7**�
  31.3 �
    -19.1   �
  26.8 �
    -14.5   �
�
%                 �
  54.6  �
  29.6 �
      -     �
  25.7 �
      -     �
�
From banks- non- residents�
        �
       �
            �
       �
            �
�
 Rb.bn.           �
  32.2  �
  74.3 �
    130.7   �
  77.7 �
      4.5   �
�
%                 �
  45.4  �
  70.4 �
      -     �
  74.3 �
      -     �
�
* by the data on 1332 banks operating in the IBC market as of late 1996, 1031 banks as of late 1997 (of which by two banks the data are as of 30 November 1996), 1039 banks- as of late April 1998).


** The difference between the placement and attraction of banks- residents’ capital may be attributed to the amount of IBC in balance sheets of the banks with canceled licenses which were not accounted in the Table as well as writing off outstanding IBC from the balance sheet of banks- creditors with the debt kept in the balance sheet of the respective debtor.


Note: The overall number of banks operating in the IBC market is inferior to the one of those issuing loans to the non- financial sector: as of late 1996, two thirds of the overall number of banks operating in the IBC market, as of late 1997- a. 60%. At the same time, the absolute majority of banks issued credits to non- financial sector- over 90% 


Table 2 


IBC in commercial banks’ balance sheets


�
 1.1.97 �
1.1.98 �
 1.5.98�
�
     All banks*         �
   2006 �
  1688 �
  1613 �
�
  Average amount of assets �
�
�
�
�
        Rb.mn.       �
   277  �
   416 �
   432 �
�
IBC placed in % to assets�
        �
       �
       �
�
 �
  10.3  �
   7.7 �
   6.6 �
�
IBC outstanding in %�
        �
       �
       �
�
To IBC placed �
   4.5  �
   2.7 �
   3.2 �
�
Attracted IBC in %�
        �
       �
       �
�
to assets               �
  12.7  �
  15.0 �
  15.0 �
�
including banks�
        �
       �
       �
�
          non- residents**�
   5.8  �
  10.6 �
  11.2 �
�
  Banks attracting non- residents’   �
�
�
�
�
  loans    �
�
�
�
�
  (À) all               �
   131  �
  141  �
  152  �
�
  Average amount of assets �
�
�
�
�
        Rb.mn.       �
  3052  �
  4038 �
  3784 �
�
IBC placed in % to assets�
�
�
�
�
.       �
  12.0  �
   8.2 �
   7.0 �
�
IBC outstanding in %�
�
�
�
�
To IBC placed �
   3.8  �
   2.4 �
   2.9 �
�
Attracted IBC in %�
�
�
�
�
to assets               �
  14.9  �
  17.6 �
  17.0 �
�
including banks�
        �
       �
       �
�
          non- residents**�
   8.1  �
  13.0 �
  13.2 �
�
  (B)  banks with 100% pf foreign capital exclusive�
�
�
�
�
�
�
�
�
�
�
    117 �
   126 �
   137 �
�
  Average amount of assets �
        �
       �
       �
�
        Rb.mn.       �
   3273 �
  4242 �
  3921 �
�
IBC placed in % to assets�
        �
       �
       �
�
 �
   12.3 �
   8.3 �
   6.8 �
�
IBC outstanding in %�
        �
       �
       �
�
To IBC placed �
    3.8 �
   2.5 �
   3.0 �
�
IBC attracted in % to assets�
        �
       �
       �
�
�
   12.6 �
  13.8 �
  13.0 �
�
Banks- non- residents inclusive�
        �
       �
       �
�
 **�
    5.5 �
   9.3 �
   9.1 �
�
* of 2023, 1697 and 1648 banks operating as of the respective date


** in hard currency 


Notes:


1. The data for 1996 and 1997 are not quite comparable with the later ones because of changes caused by the transition to the new Accounts Plan.


2. Correlations were calculated as average weighted values








Fig. 1 


IBC yields and average daily volume of credits ( INSTAR series)


�EMBED MSGraph.Chart.8 \s���


1. Effective yields of IBC with a maturity of 1 and 3 days ( left axis, %)


2. Average daily volume of trading ( right axis, Rb.bn.)


Source: calculated by the... data (July 1998 until July 24)


Fig. 2 


Dynamics of IBC in banks’ assets and volume of borrowing in GKO- OFZ market


�EMBED MSGraph.Chart.8 \s���


1. Change in placement of IBC for the quarter


2. Change in borrowing in GKO- OFZ market for the quarter


Source: Bulletin of Banking Statistics, Vestnik Banka Rossii, authors calculations.


M. Matovnikov, L. Mikhailov, L. Sycheva, E. Timofeev 


Investment in the real sector of the economy





Since early 1998 the state of affairs in the market of investment resources is determined by an extremely unfavorable situation in the financial sector. Between January- July 1998 the overall volume of investments in capital assets made up Rb. 173.4 bn., or 94.5% to the respective period of the last year. The declared intentions to have the investment activity recovered this year have failed completely, and by the end of this year investments in capital assets given other conditions being equal will make up approximately 90% of the level of 1997.


Financing of government investments is still very unsatisfactory. For the period between January- July 1998 Rb. 1.2 bn. were earmarked, which makes up 4% of the yearly limit of budgetary obligations. The results of financing of government investments allow to assume that the completion of the federal investment program will be impossible this year, which will affect a formation of the 1999 program. In the conditions of the intensive budgetary crisis, unstable situation in the financial and securities markets the trend to a growth in credit liability for the completed work intensified. According to the data of the RF Ministry of Finance, as of early 1998 the credit liability made up Rb. 9.8 bn. and it was projected that Rb. 5.7 bn. would be paid off at the expense of the 1998 budgetary obligations limits. Should the obligations be not fulfilled, the accumulated credit liability will make up Rb. 15 bn. by the end of the year and that will be almost three times superior to the volume of state investments projected for 1999. In such conditions, the problem of formation of an investment program for 1999 will be focused on a support to a very narrow circle of sectors. Taking into account the intensive crisis in the budgetary and financial system and the fact that for the last three years the financing of the federal investment programs was subject to a ruthless sequestration, one should not foresee any positive change in this sphere.


In very complicated conditions of financial and economic instability, the financing of the social sphere at the expense of the federal budget’s funds has been stopped almost completely. According to the data of the Ministry of Finance, since the beginning of this year only Rb. 0.83 bn., or 9.7% of this year’s limit of budgetary obligations were financed. Single objects of social and cultural sphere are erected at the expense of local budget’s funds.


The business activity in the house- building sector continue to decline. For the seven months this year, enterprises of all forms of ownership built up 92.6 of houses compared with the respective period last year. The expectations laid upon a growth of the individual house- building have not been justified thus far. The rise in costs of commercial banks’ credits practically excluded a possibility of using borrowed resources for the majority of developers. For the first half of 1998 the house building at the expense of the federal funds was financed at less than 5%.


According to the data of the RF Ministry of Finance, between January- July 1998 Rb. 0.34 bn. were spent in the production complexes, which makes up 11% of this year’s limit of budgetary obligations in the sector. The capital construction was mostly financed at the expense of enterprises’ own capital, foreign investments, commercial banks’ credits and issues of securities. With a systematic deficit of enterprises’ liquid assets, depreciation deductions were used to pay off current expenditures which generally entails a violation of the normal reproduction process of capital assets and will affect badly the state and competitiveness of the majority of national industrial enterprises in the forthcoming future.


With a new wave of the financial crisis, the situation in the construction complex has become so complicated that one could hardly expect any positive shift in this sector in the forthcoming years.


O. Izryadnova





Foreign investments in Russia





According to the data of Goskomstat, during the first half of 1998 there have been no crucial changes in the structure of foreign investments compared with 1997. The share of industry still made up 30%. Direct production investments were made mostly by the US companies ( over 50% of the overall volume of those). As before, the US is still in the list of major countries- exporters to Russia- 25% of all the foreign investments. The German and UK joint share in investments make up approximately 30%, given that the major part of those falls on the fuel and energy sector’s branches.


During the first half 1998, the proportional weight of the foreign capital’s contribution to the Russian banking system grew from 4.13% up to 4.28%. At present in this country there are 17 credit institutions with a 100 % and 11 ones with 50% participation of the foreign capital, while yet 168 Russian credit institutions have different volume of foreign investments.


In terms of regions, the leading position is held by the Central and North- West regions: 65% of foreign investments falls on those. The share of the Russian Asian regions is accounted for 15%, Povolzhye- 8%. In the first half this year a significant growth in foreign investment was noted in some oblasts. Thus, by results of 6 months of 1998 the overall volume of foreign investment in the Nizhegorodskaya Oblast’s economy made up USD 42 mn., which is at 31.2% more compared with the respective period last year, while in Mordovia the growth in foreign investments made up 18% 


Russia is a large borrower from the IMF, IBRD, EBRD. Upon a release of the USD 22 bn. IMF stabilization credit, this country holds the first place worldwide in terms of the volume of external debt, thus being superior to Indonesia and Korea by this index. According to the data of Fitch IBCA, in 1998 Russia should pay off USD 9.9 bn., and in 1999 the amount of the respective payments will exceed USD 16.8 bn.


The economic instability in this country which manifested itself most intensively between July and August, which is related to the downfall of corporate securities’ quotations, rapid devaluation of government bonds, unfavorable situation for investing in credit markets, has had an extremely negative impact on the investment activity.


The downfall in quotations of securities was accompanied by a refusal on the part of many large enterprises from their plans to issue or place their obligations and ADRs in the foreign securities markets. In the international ADR markets the drop in quotations of the Russian securities was being catastrophic ( in mid- August some of them fell by 15% for a single day).


A sharp rise in interest rate weakened the Russian enterprises’ capability with respect to attracting investments, which has been limited anyway. The unsteady situation in the Russian economy increased risks for foreign investors which resulted in a growth in the demand for efficiency of investment projects and freezing of some of them for an uncertain period of time.


In the meantime, in the conditions of the intensifying political and financial crisis the international financial community refrains itself from issuing new loans to Russia. In August Mr. Kohl noted that at present the matter of issuing new loans to Russia cannot be considered seriously.


The financial crisis entailed an outflow of foreign capital from the Russian securities market. Nevertheless, in spite of all the complications, there has not been a mass outflow of foreign investments from other segments of the Russian market. The foreign companies have not yet implemented their investment intentions, due to evident reasons, but there were no official refuses from those thus far.


E. Ilykhina





Situation in industry





During the last three months the intensity of the reduction in effective demand practically has not changed and remains the highest one since early 1997. The balances of answers (growth- decrease) are negative and differ from zero substantially.


At the same time enterprises report a growth in the barter demand for their products. The balance of replies at this question introduced to the regular survey for the first time is positive in August. All the respective branch balances are positive, too. The most intensive growth in the barter demand was registered in the timber, wood- working and paper and pulp sectors ( +19%), as well as in the construction industry and petrochemical industry ( 16% in both of them).
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The reduction in industrial output which resumed in May 1998 continues. This process is most intensive in the light and food industries. The growth in output ( positive balance) remains only in the industry of construction materials.


An absolute downfall in producer prices registered by surveys since February 1998 has begun to slow down. In August the balance grew from -14% up to - 4%. The growth of balances was noted in all the industry branches, but the positive value (i.e. price rise) was reported only by the food industry.
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In August, a small ( +2%) surplus of stocks of finished products remained in the industry at the expense of an excess of “above norm” answers in the ferrous metallurgy, petrochemical sector and construction industry, while in the other industry branches “below norm” responses dominate.


In August forecasts on a change in output improved by 11 points. Expectations of a growth in output prevail in all the industry branches with the exception to the industry of construction materials. The most optimistic forecasts were registered in the ferrous metallurgy, petrochemical, light and wood- working industry branches.


The forecasts of a change in pricing became positive: the national industry to a greater extent expected a growth in producer prices. However, the major ( 82%) part of enterprises did not intend to change their prices. Negative balance of forecasts ( decrease in prices) were reported by the ferrous metallurgy, machine building and construction industry, while in other industry branches the balances were positive.


The balance of forecasts of a change in effective demand deteriorated by 13 points in August and became negative: there were more enterprises expecting a decrease of that in the national industry. Positive balances were reported only by the ferrous metallurgy and petrochemical sector, while in other industry branches forecasts of a reduction in effective demand prevailed.


The balances of forecasts of a change in the barter demand are positive, both in terms of the industry as a whole and by every industry branch. The expectations are great specifically with regard to a growth of direct barter transactions in the ferrous metallurgy an food industry.


S. Tsoukhlo





Financing of the science and technology sphere: �government potential and interests





The problem of state financing of the science and technology sphere in 1998 attracts general attention in 1998 and especially during this summer. Indeed, the situation, has become critical, which is testified by two recent strikes of researchers and a real opportunity of one more strike to take place in September.


It is not new to anyone that budgetary expenditures on science reduce, but the present situation is new because, firstly, the pace of this reduction has suddenly accelerated and projections of further budgetary expenditures were announced. The projections do not leave any hope for an improvement of the situation; secondly, by cutting down the budgetary expenditures the government at the same time deteriorates the conditions for possible survival at the expense of extrabudgetary funds and foreign sources.


The picture of budgetary financing is as follows: upon the sequestration of the budget, the expenditures on the item “Fundamental research and assistance to scientific and technical progress” was reduced by 26.5%, however even the sequestrated budget is not executed. In addition to that, limits and priorities with regard to expenditures are introduced: the institutions in the scientific and technical sphere will have to pay for energy resources first, not salaries and wages, as it happens now.


Meanwhile one of the ideas raised at the government’s level is to stimulate the science’s self- sufficiency. It is evident, however, that everything cannot be self- sufficient and that is why a sensible selection is needed- especially under such substantial cutbacks in budgetary expenditures. Unfortunately, this process is stillunidirected. Thus, it was intended to reduce two times deductions to the state scientific funds which at present are, perhaps. most efficient structures in the scientific field from the viewpoint of the mechanism of distribution of funds which they use. So far, this initiative of the Ministry of Finance has failed .


Another characteristic example is a policy pursued with respect to the use of extrabudgetary sources of financing. In compliance with the Law “ On the 1998 Federal Budget” and specifically Article 105 of that, the Russian high schools lost a possibility to manage their revenues from letting their facilities, while according to some experts’ view, the resources would be accounted for up to 30% of all the high schools’ extrabudgetary revenues. Since the absurdity of the situation became evident very soon, in late June the Duma adopted the respective correction. Other scientific and research institutions- academic centers, government research centers have experienced the same problem. They had a possibility to manage up to 70% of their revenues resulted from letting their property. There also were attempts to reduce the deduction rate and even cancel the norm as it happened temporarily with high schools, and only on 19 July 1998, upon introduction of amendments and changes in the Federal Law “On science and state scientific and technical policy”, academies of sciences and scientific organizations which have the government status were granted with a legal right to let the federal property which they manage but do not use temporarily.


The absence of the selective approach also leads to loosing possible and crucial foreign financial sources. Thus, the government practically refused from its obligation announced last year to co-finance the International Soros Education Program in the field of natural sciences. Of the amount of USD 10.5 mn. promised only 3 mn. were allocated and should the remainder totaled USD 7.5 mn. be not paid in August and financing for this year be not allocated, the program will be stopped. In terms of financing it means that foreign resources attracted to his field will be lost which will mean an actual stop of the support to professors and scholars as well as to the most promising students and postgraduates who contribute to both research and tuition.


I.Dezhina
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