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Economic and political outlook: September 1998



The process of formarion of the new government which has lasted through  the last month and yet not completed naturally became in the center of this country’s political and economic life in September 1998. The resolution of the problem of government composition  was regarded primarily as a  selection of a variant  of resolving the problem of the scope and methods of  emission and strengthening  of the state intervention in the economy. At the same time both a broad discussion on  those crucial matters of the current economic policy and the process of formation of the new Cabinet give some grounds to  make the assumption as folllows :  the high echelons of power are well aware of the danger caused by an entering the emission phase. That is why none of the centers of power ( Federal Assembly, government, Central Bank) is ready to take responsibility to make such a decision.

The Duma’s policy towards the process of formation of the new government was determined by several factors. Firstly, as we have already noted, (See Economic and political outlook, August 1998)  the growing lobbyist efforts on the part of economic groups of interest  played its part in the situation of the acute financial crisis. At the same time, those groups of interest were significantly weakened by the crisis, struggle among themselves and the policy pursued by the executive power. Secondly, the awareness of the necessity to implement unpopular measures objectively made the opposition groups in the Duma aspire to hold a right to  distance themselves from the government on a certain stage.

The regional authorities’ behavior in early autmn 1998 naturally was analogous to that noted in 1991. Imposition of  restrictions on exportation of food stuffs and cash, regions’ refusal to transfer taxes to the federal budget, introduction of a moratorium on  a price rise of natural monopolies’ products, etc. may be considered as natural steps in the situation of a long- lasting financial and economic paralysis of the central power.

As to the increase in the number of governors   in the government, it reflects rather the executive power’s attempt to  have one more rallying- point ( and share the responsibility) with a  benevolently opposition Duma, than to resist the regional separatism. The future of the Bill on a possibility of dismissal of an elected governor by the RF President (“ On liability of authorities for violation the Constiution and Federal Laws of the Russian Federation” to some extent may serve as an indicator of the executive power’s ability to  find a common language with the regions. )

In general terms, the current situation in Russia  can be characterized with a weakness of both  the federal  and regional centers of power. In such condtions, the government  inevitably has had to seek for  a support on the part of  different elites, thus becoming a checks and balances system. In such a situation, the 1999 budget to a significantly greater extent may be considered as a criterion of the new cabinet’s real economic determination and political significance, than a presentation of an official anti- crisis  government program.

V. Mau T. Khokhlova



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�1.08.98��Revenue����������Profit tax�1,24�0,84�0,83�1,11�1,33�1,36�1,32�1,28��Personal income tax�0,07�0,01�0,01�0,01�0,01�0,01�0,01�0,00��VAT, special tax and excises�6,41�5,88�5,80�5,94�5,90�5,83�5,84�5,88��Taxes on foreign trade and foreign economic activities�1,04�0,88�1,03�1,13�1,15�1,35�1,35�1,33��Other taxes, levies and payments�0,34�0,22�0,27�0,26�0,26�0,23�0,23�0,23��Overall taxes and payments�9,10�7,83�7,94�8,45�8,65�8,78�8,75�8,72��Non-tax revenues�2,97�1,54�1,71�1,83�1,78�1,84�1,89�1,88��Total revenues�12,07�9,37�9,65�10,28�10,43�10,63�10,63�10,60��Expenditure����������State administration�0,36�0,27�0,30�0,33�0,35�0,33�0,33�0,32��International activity�4,61�2,94�3,06�3,08�3,12�2,96�3,01�2,94��National defense and law enforcement activity�0,36�0,18�0,22�0,30�0,28�0,24�0,23�0,23��Fundamental research�1,96�0,35�0,63�0,58�0,64�0,66�0,80�0,81��Services to national economy�0,85�1,51�1,68�1,90�1,92�1,88�1,89�1,94��Social services�4,40�2,51�3,05�4,81�4,75�5,15�5,15�5,31��Servicing  state debt�3,66�1,91�2,06�2,33�2,56�2,53�2,64�2,47��Other expenditure�17,23�9,67�11,00�13,33�13,62�13,75�14,05�14,02��Overall expenditure�0,68�4,05�0,33�0,34�0,37�0,42�0,42�0,43��Loans less repayments�17,92�13,72�11,34�13,67�13,99�14,17�14,47�14,45��Expenditure and loans minus repayments�5,85�4,36�1,69�3,39�3,56�3,54�3,84�3,85��Budget deficit�5,85�4,36�1,69�3,39�3,56�3,54�3,84�3,85��Total financing, of which�3,85�1,08�0,07�2,44�2,57�3,23�1,24�-0,59��domestic�2,00�3,27�1,62�0,95�0,98�1,22�2,60�3,85��foreign�2675�201,8�393,1�591,2�795,6�1000,7�1203,9�1418,0��GDP (from the beginning of the year)�2675�201,8�393,1�591,2�795,6�1000,7�1203,9�1418,0��

According to the final data of the federal budget performance as of the 1 august 1998 a level of tax revenue has amounted for 8,7% GDP. Non-tax revenue remained still as compared to the end of the first semester on the level slightly less than 1,9% GDP. Thus, execution of the revenue part of the federal budget did not undergo any change and its volume was equal to 10,6% GDP. As far as the expenditure part was stable the deficit rest the same as one month before.

At the same time there were observed changes in a borrowing sources structure. Reduction in the share of domestic borrowings continued and due to partial conversion of the internal debt the amount of bonds that were retired during this year exceeded the volume of government liabilities (the amount of principal debt) toward holders of GKO and OFZ–PK. The only important source of domestic borrowing was the issue of OFZ–PD exclusively because there has not been any redemption yet. 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�1.08.98��Taxes and payments�7,10�8,32�8,74�10,04�10,05�10,76�10,83��Non-tax  revenues�2,21�2,16�2,50�2,77�2,72�2,96�2,81��Overall revenue�9,31�10,48�11,24�12,81�13,22�13,72�13,64��Overall expenditure and loans minus repayments�9,84�11,08�11,99�13,42�13,53�14,63�14,52��Budget deficit�0,53�0,60�0,75�0,61�0,61�0,99�0,87���



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 July. The volume of arrears to the federal budget made up RUR 141 bln.

The sum of arrears collected by the State Fiscal Service from the beginning of the year amounted for RUR 36 bln.

S. Batkitbekov



Monetary Policy



In September 1998 a further exacerbation of economic and financial crisis occurred due to devaluation and drop in trust in the Russian domestic currency. The three times devaluation of the ruble, a sharp acceleration of velocity of money entailed in a fast consumer prices' growth. Only for the first week of September the consumer price index grew by 35.7% (see fig. 1). However, the pace of inflation has slowed down afterwards along with a ruble appreciation (see section Financial Markets). Thus, the CPI would not rise by more than 45% for the whole month. During the forthcoming two – three months the rates of inflation will slacken (see scenarios below), but a very probable ruble emission shall cause a new wave of inflation with some lag yet in the first quarter of 1999.



Figure 1
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A showdown in the inflation rate in the mid of September 1998 may be attributed to a great extent to the monetary policy of the Russian Central Bank in August 1998. As it is shown in fig. 2, the was no enlargement of money aggregates in August. Since the RCB sold $5.9 bln. of its foreign reserves (see fig. 3) during the month, it is likely that the foreign currency interventions were sterilized by open market operations at the market for government securities. The total volume of the government securities purchased by the RCB for the first two weeks of August evidently reached 25 – 30 bln. rubles.

In September the emission activity of the Central Bank happened to be more notable. It was aimed at the support of the banking system's liquidity and clearing of clients' charges. The monetary base grew by 7.3% for the first tree weeks of the month, the pace of foreign reserves' shrinkage dropped sharply. However, the inflationary impact of emission is considerably compensated by a reduction in money multiplier due  withdrawal of deposits from commercial banks. So, the broad money aggregate M2 (the most significant origin of price growth) is likely to reduce.

To make a forecast of inflation in the fourth quarter of 1998 we consider four scenarios of monetary policy. All scenarios are based on the assumption of implementation of the 'controlled emission' program stated by many officials. The only difference is the volume of liabilities, which the Government will account for.

The general assumptions are as follows:

fulfillment of the nominal value of the Federal Budget expenditures in 1998 (the sum is assessed according to the Federal Budget Law on 1998, because the parameters of the emergency budget for the 4th quarter are not yet approved);

the GDP deflator will lag behind the CPI in September – November 1998, but it will go along with consumer price growth in December;

the money multiplier will decrease from 2.3 to 1.9 untill December 1998;

the fall in real GDP amounts to not more than 6 – 7% for September – December 1998;

the level of the Federal Budget revenues is 8% of GDP in September, 9% of GDP in October – December (9.5 – 10.5% of GDP in the first half of 1998);

the stability of inflation expectations and a lack of significant fluctuations of the US$ exchange rate.

Moreover, the lag of money emission impact on the price level heavily depends on money supply channel. It is evident that the lag will be shorter should direct credits to commercial banks be issued without any consequent control over spending of that (we mean possibility to attack ruble on the part of commercial banks).

According to the first scenario the Russian Government and the Central Bank print money to cover the deficit of the Federal Budget, which is equal to a gap between expenditures planned for 1998 (taking into account saving of domestic public debt service) and expected revenues of the Federal Budget (about 80 bln. rubles). The emission is evenly divided through all months of the fourth quarter.

The second scenario provides an additional emission to finance the deficit of the Pension Fund. The sum will be about 50 bln. rubles (together with accrued indebtedness and estimated revenues of the Fund in September – December 1998).

We consider the variant of partial indexation of the Federal Budget expenditures (budget employees and the military salaries, pensions). This requires to index about a half of the Federal Budget expenditures by 50% of the inflation cumulated for the year 1998. The expenditures of the Pension Fund are indexed by 75% of the cumulated inflation. In this case, the additional money to be issued could make up about 200 bln. rubles.

Finally, in the fourth scenario we consider a possible emission to support banking system. According to the RCB estimates, it needs about 10 bln. rubles to 'unseam' banks non-payments. The temporary liquidity recovery of the banks (by way of the GKO-OFZ retirement except the Sberbank's portfolio or lending by the sum of liabilities to population) costs up to 30 bln. rubles.

To model inflation, we use the autoregressive monetary equation of the price index dynamics, estimated for the period of high inflation in 1992 – the very beginning of 1995�. As an indicator of monetary policy we took (ruble) money aggregate M2 namely, since estimation of other specifications revealed better CPI dependence on M2 than on broad money (with currency deposits) or monetary base.

The dynamics of the main macroeconomic parameters for four scenarios are given in tab. 1.



Figure 2

�

Figure 3

�

Table 1.

�August�September�October�November�December��Scenario 1 (annual inflation – 223%)��Inflation (% a month)�15%�45%�31%�22%�16,5%��GDP (bln. rubles)�226�247�278�319�371��Rate of monetary base growth (% a month)�-3.2%�13.9%�15.3%�13.3%�11.8%��Rate of M2 growth (% a month)�-1.8%�4.0%�15.3%�7.9%�6.2%��Scenario 2 (annual inflation – 240%)�������Inflation (% a month)�15%�45%�32%�24%�19.5%��GDP (bln. rubles)�226�247�279�324�387��Rate of monetary base growth (% a month)�-3.2%�13.9%�24.1%�19.4%�16.2%��Rate of M2 growth (% a month)�-1.8%�4.0%�24.1%�13.7%�10.4%��Scenario 3 (annual inflation – 282%)�������Inflation (% a month)�15%�45%�34.5%�29.5%�26.5%��GDP (bln. rubles)�226�247�282�338�427��Rate of monetary base growth (% a month)�-3.2%�13.9%�76.2%�51.9%�28.5%��Rate of M2 growth (% a month)�-1.8%�4.0%�76.2%�44.7%�22.1%��Scenario 4 (annual inflation – 297%)�������Inflation (% a month)�15%�45%�34.8%�30.9%�29.7%��GDP (bln. rubles)�226�247�283�341�442��Rate of monetary base growth (% a month)�-3.2%�13.9%�87.3%�65.7%�26.9%��Rate of M2 growth (% a month)�-1.8%�4.0%�87.3%�57.8%�20.5%��



Thus, if the additional emission is within 80 – 380 bln. rubles, the increment of the consumer price index in 1998 amounts to 220 – 300%. Because of a lagged impact of the money supply growth on prices, the diversity of inflation will more considerable in 1999.

As we stated in the assumptions of our forecast, the estimated levels of inflation can be resulted only in the situation of stable or slowly declining demand for real money balances. The latter , in its turn, provides no sharp fluctuations of the dollar exchange rate. So, we presume the ruble will devaluate along with the inflation rate. In this case, the dollar exchange rate dynamics do not lead to inflationary expectations. The ruble/US dollar exchange rate varies within 29 – 37 ruble per US$ for different scenarios in the situation of no administrative control on the part of the RCB.

The money supply channel also has a certain effect on the ruble exchange rate. The direct credits to the budget will bring about less danger of devaluation compared to loans to banking system. Since commercial banks intend to raise their demand for foreign currency after getting more liquidity, the Government and the Central Bank can put into effect administrative regulation of the exchange rate and limit for commercial banks' participation on the foreign exchange market.

S. Arkhipov, S. Drobyshevsky, S. Sinelnikov



Financial Markets



The market for government securities. Because of the absence of the market for internal public borrowing the market for Vneshbonds (the former Soviet Bank for foreign trade liabilities) and the Russian eurobonds is the sole place to determine interest rates on the Russian government securities. As it is shown in figs. 1 and 2, in August a sharp slump in quotations of the Russian debts happened. So, the 3rd tranche of Vneshbonds (with maturity in 1998) is quoted at 40% of face-value compared to 90% in the beginning of August. Prices of other tranches fell down to 10% of their face-value. The Russian eurobonds are quoted at 20 – 30% of face-value (70 – 85% before crisis). However, since mid September a tendency to some growth of prices for the shortest bonds (3rd tranche of Vneshbonds and US$-denominated eurobonds-2001) was noted.



Figure 1.
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Stock market. Vague prospects of a further economic policy, high risks in settlements between financial institutions and, as a result, an extremely low demand for the Russian securities have led to a continuing degradation of the national stock market. Nevertheless, after the fall in prices registered in August 1998, in September the pace of decrease in quotations slightly slowed down. In particular, in August the RTS-1 Index dropped by 56.2% and in September it reduced by 33.2%. From the very beginning of 1998, the RTS-1 Index fell by 89% and from early October 1997 it decreased by 92.3% (see fig.3). Thus, the Russian stock market has demonstrated a historical minimal values of stock prices. That, accordingly, reflects a highest level of risks observed in 1998 on the national financial markets and in the economy as a whole.

The deterioration of the Russian stock market could be demonstrated through the volume of trading in the Russian Trade System (RTS). In particular, in January 1998 the volume of trading exceeded 1269 mln. dollars, and in September the respective index dropped to about 27.7 mln. dollars. Thus, during the last nine months the fall in the volume of trading made up about 97.8% (see fig.3).
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In addition to the decrease in the volume of trading, there was a further concentration on deals around a small number of stocks. In September 1998 over 40% of bargains fell on 'LUKoil' stocks, over 20% –RAO 'UES Russia' stocks, about 9% – oil company 'Surgutneftegaz' stocks, about 7% – both 'Mosenergo' and 'Rostelecom' stocks. Thus, over 80% of the total volume of trading were focused on only five companies' stocks in the RTS-1 in September. The change in the most liquid stocks' prices is shown on the fig.4.
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The intensification of the crisis on the Russian financial markets and the default on the market for government securities observed during the period between summer to autumn of 1998 means an extremely dangerous precedent for international investors in emerging markets. As fig. 5 shows, the stock market indexes' dynamics resembles between different emerging markets. However, after such a sharp drop in the level of liquidity on the Russian stock market between August to September 1998, the correlation coefficient slightly fell.



Figure 5.
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In September 1998 a stagnation tendency on the major international stock markets continued. As tab.1 shows, during the last month the European stocks dropped at most drop.

Table 1. 

Dynamics of the Foreign Stock Indexes

up to September 29, 1998�value�the change in value during the last week (%)�the change in value during the last month (%)��The Dow Jones Industrial Average (USA)�8080.52�2.32%�3.23%��Bovespa Index (Brazil)�6869�4.71%�-0.83%��IPC Index (Mexico)�3679.91�2.87%�14.57%��Nikkei-225 (Japan)�13821.43�0.23%�-3.81%��DAX-30 (Germany)�4578.27�0.07%�-4.46%��CAC-40 (France)�3337.05�-0.33%�-8.48%��



Interbank loan market. In the second half of August – September 1998 the stagnation at the ruble interbank loans market has been continuing. The interest rate on 'overnight' loans reached 450% annualized in mid September, on three-days loans – 130% annualized (see fig. 6). The repayment of credits is ensured by a high return on foreign currency. At the same time, the volume of given credits fell down in September ten times compared with August. It is expected that the total volume of interbank credits does not exceed 1600 mln. rubles (about $100 mln.) in September. In general terms, since the end of August only two kinds of loans actually are practiced at the IBC market – 'overnight' and three-days loans. The respective ratio is 82 – 83% to 17 – 18%.

To restore a normal operation of the market, the recovery of banks' liquidity and an increase in the banks' mutual credibility are required.



Figure 6
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Foreign exchange market. The enlargement of the exchange rate target zone announced in the Russian Government' Statement on August 17 resulted in a destabilization of the state of affairs on both the foreign exchange spot market and forward exchange market. 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%.

In September 1998 the dollar exchange rate in the System of Electronic Lot Trades (SELT) demonstrated significant fluctuations. In particular, on August 31 the dollar exchange rate was registered at the level of 7.905 roubles per US dollar. On September 9 the dollar exchange rate grew to 20.825 roubles/dollar. That increment equals to about 163%. However, a necessity for the Russian commercial banks to cut their losses by the forward contracts with settlement in mid September resulted in the further fall in dollar quotations. On September 15, the dollar exchange rate dropped to 8.67 roubles/dollar. After the fixation of losses by forward contracts the dollar quotations begin to grow once again. In late September, the dollar exchange rate was registered at the level of 16 roubles/dollar. In all in September 1998 the dollar exchange rate grew by 102.4%.

The fig.7 shows the dynamics of the US dollar exchange rate between August to September 1998.

The sharp fluctuations on the Russian dollar exchange market observed between August to September 1998 affected the German mark/rouble exchange market. In August 1998 the official 'Deutsche mark/rouble' exchange rate grew from 3.5183 roubles/DM to 4.3948 roubles/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 roubles/DM to 4.4995 roubles/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 (see fig.8).

In September 1998 the German mark/rouble exchange rate grew from 4.3948 roubles/DM to 9.5084 roubles/DM. That corresponds to 116.4% per month. Thus, the dynamics of 'Deutsche mark/rouble' exchange rate was determined mostly by the state of affairs on the rouble/dollar exchange market. The sharp changes on the major international exchange rate markets (see fig.9) against the situation on the Russian markets were not as significant between August to September 1998.
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Table 2. Indicators of Financial Markets.��month�May�June�July�August�September*��inflation rate (a month)�0.5%�0.1%�0.2%�15%�45%��annualised inflation rate by the month’s tendency�6.17%�1.21%�2.43%�435%�8538%��the RCB refinancing rate�150�80%�60%�60%�60%��auction yield on GKO (end of the month)�61.07%�53.45%�99.57%�–�–��auction yield on OFZ (end of the month)�33.75%�49.29%�48.96%�–�–��annualised GKO yield to maturity:�������less than 1 month�45.01%�68.33%�73.98%�60.71%�–��1-6 months�43.20%�70.31%�85.24%�95.00%�–��more than 6 months�42.27%�63.71%�83.94%�103.39%�–��average yield on all issues�43.14%�65.17%�83.57%�94.77%�–��annualised yield to maturity on OFZ issues�44.38%�57.61%�70.28%�86.27%�–��volume of trading in the secondary GKO-OFZ market a month (billion roubles)�66039�74354�94933�26822�–��INSTAR rate (annual %) on loans by the end of the month (at the interbank loan market):�������overnight�192.8%�109.04%�28.85%�72.69%�250%��1 week�45.0%�80.0%�45.0%�45.0%�–��2 weeks�32.0%�55.0%�55.0%�–�–��1 month�28.0%�90.0%�90.0%�–�–��volume of trading at the interbank loan market a month (billion roubles)�38931�47274�51358�15313�1600��official exchange rate of rouble per US dollar by the end of the month�6.166�6.198�6.272�7.905�16.0645��official exchange rate of rouble per DM by the end of the month�3.466�3.4224�3.524�4.3948�9.5839��average annualised exchange rate of rouble per US dollar growth�6.65%�6.41%�15.31%�1507%�496000%��average annualised exchange rate of rouble per DM growth�19.22%�-14.09%�42.06%�1315%�115660%��volume of trading in MICEX by USD and DM a month (billion roubles)�1195.1�685.8�752.2�233.6�27.7��volume of trading at the stock market in the RTS for the month (millions of USD)�191.29�151.35�149.65�65.61�43.81��the value of the RTS-1 Index by the end of the month�-38.76%�-20.88%�-1.12%�-56.16%�-33.20%��growth in the RTS-1 Index (% a month)�-4.03%�-38.76%�-20.88%�-1.12%�-56.16%��*/ estimate

S. Arkhipov, S. Drobyshevsky

Investment processes in the Russian economy between �August- September 1998



The major factors which affected the parameters of  performance of  the credit and financial market oriented to the real sector and determined the decline in business and investment activity became the compulsory measures aimed at strengthening the national currency’s rate and stabilization of the situation in the financial market, including the increase of the refinancing rate,  interest on lombard credits and  norms of compulsory reservation.

The share of new investments in capital assets in GDP continue to fall and for the last months this year reached 8.8% compared to 9.6% reported in the Ist half 1998. The investment decline is determined by an unfavorable state of affairs in credit markets and limited possibilities of financing investment expenditures at the expense of own resources. With the situation in the financial markets being extremely unstable and investment risks growing, commercial banks  do not show any interest in issuing long- term credits to the real sector.

The unfavorable economic situation and  serious budgetary problems  limited a possibility of centralized support to the investment sphere, which results in a sharp intensification of a trend to  reduction in the investment activity on the part of  governmnt.  The financing of the government investment is still extremely poor. Between January- July 1998, 1.2 bn. Rb. was financed, or 9.4% of this year’s lmit of budgetary obligations. The financing of social sphere at the expense of the federal  budget practically has been stopped. According to the data of the RF Ministry of Finance, in this sphere only  slightly over 10% of this year’s limit of budgetary obligations was financed. The results of fiinancing of the government investment allow to conclude that the  1998 Federal Investment Program  will not be accomplished, which will affect the formation of the 1999 Program.

During recent time, one  has noted a steady trend to reduction in investment to the capital assets in the production sphere. The downfall of international prices for energy resources ( especially for oil), systematic  growth in customers’ non- payments reduced the revenue base of the fuel and energy sector which would dominate in the branch structure of investment in capital assets and determined reduction in companies’ own capital spent  on investment.

Due to growing economic  instability in this country and the fact that there is no demand for the Russian potential investors’ resources, a steady trend to a regular  capital exportation from this country  is still in place. The major part of the exported captal ( 96.4%) are other investments: trade credits and banking transfers to foreign partners.

On the background of the collapse of the Russian securities market and a rapid outflow of the foreign capital from that sphere of the national economy,  non- residents still are interested in investing in the production sphere. The financial crisis  has battered   the domestic investors at most, and many of them are anxious to sell their business. At the same time it is foreign companies which currently are major buyers.

Depsite the fact  that in the conditions of intensifying  political and financial crisis many foreign investors take a “wait- and- see” stand, a number of  large- scale foreign investors in the Rusian real sector- Opel, Fiat, Volvo, Mars, Procter & Gamble- decided to continue their business in this country. The producers of consumer goods are ready to bear temporary losses for the sake of strengthening their presence in the unsaturated and  very promising Russian market.

EBRD has also expressed their willingness to  proceed with investing in the Russian economy. At the same time, one should expect EBRD to carry out only single, “case” projects, which previously were  objects for the Russian banks’s    investing..

O. Izryadnova, E. Ilyukhina.



The market of subfederal and municipal securities �in the third quarter of 1998



In the third quarter of 1998   prospects of issues of domestic obligation  loans of 5 Subjects of RF  worth a total of Rb. 40.040 bn. and 2 municipalities’ loans totaled Rb. 8.95 vn. were registered. Due to a sharp destabilization of the financial market, after 6 August  no new obligation loans  were registered.

Between July- August, such  securities were issued by Moscow, St. Petersburg, Republic of Sakha (Yakutia), Irkutsk and Ivanovo Oblast.  At the same time Chapaevsk and Zhykovsly cities  have joined the community of issuers of municipal bonds.



Table 1

The volume of issuing subfederal and municipal bonds between July- August 1998 (Rb.mn.)*

Issuer�Volume of issue��Moscow�1800��Sakha ( Yakutia)�800��St. Petersburg�720��Irkutsk Obl�600��Ivanovo Obl.�20��Zhukovsky�4,95��Chapaevsk�4,0��* According to the data of RF Ministry of Finance



The majority of the Federation’s Subjects have had their system of  bonds issuance  based  upon   the principle of refinancing  their short- term borrowings. As a result, in the conditions of a consistent  rise in interest rates which has lasted since October 1997 regions had to proceed with borrowing at a market rate.

Since January 1998 the regions have become net borrowers from the domestic banking system: the amount of  their loans received from commercial banks exceeded the volume of deposits placed. As of early August 1998, the  banks’ claims to the regional and municipal authorities exceeded at Rb. 15.9 bn. the volume of the deposits placed by the latter, and  in July the  resepective balance grew by Rb. 1.3 bn.



Table 2

Analytical grouping of credit institutions’ accounts ( Rb.bn.)

1997 ã.�1998 ã.��Date�1.07�1.10�1.01�1.02�1.03�1.04�1.05�1.06 �1.07�1.08.��Claims to local-authorities**�4,9�10,3�12,5�20,1 �21,1 �23,0�23,5�24,2�24,0�24,6��Deposits of local authorities**�10,8�12,0�8,5�11,0�10,9�10,0�11,6�11,7�9,4�8,7��Balance of claims and deposits�-5,9�-1,7�4,0�9,1�10,2 �13,0�11,9�12,5�14,6�15,9��Calculations of IET on the basis of the CBR data

Government bodies of the Federation’s Subjects and municipalities



A sharp growth in expenditures on servicing the domestic debt has immediately resulted in  the respective rise in credit risks and led to further growth in inteerst rate on borrowings aftermath. In July, a number of regions borrowed financial  resources at a rate of 90-95% annualized and  more.

In August, the majority of  the subfederal issuers ceased auctions on placement of their bonds. That was a result of the sharp downfall in the domestic securities’ quotations. The only exception was the Orenburg Oblast which on 27 August held an auction on an additional placement of  the 6-month bonds worth a total of Rb. 50 mn. That placement was a success because it had been back- upped by a preliminary agreement with a commercial bank which allowed the Oblast to fulfill its obligations with regard to redemption of  the ist issue held on that very day.

Upon the federal government’s announcement concerning the default on GKO,   the Repulic of Tatarstan and Novosibirsk Oblast announced a compulsory restructuring of their bonds owned by legal entities. The trade sessions in those regions were stopped on 19 August and 25 August, respectively.

The government of Tatarstan declared that terms and  conditions of  redemption of the Republic’s bonds ( RB) would be strictly tied up to those of GKO, thus  providing that RB should be reinvested into new federal bonds. The redemption of bonds owned by individuals in monetary form started  on 16 September. At the same time, the conditions of the restructuring of  the Novosibirsk Oblast’s bonds provide that the  the bonds due to redemption will  be changed for new discount 1- year bonds with yields rate of a. 66.73% annualized. The redemption of the Oblast’s bonds owned by individuals is effected under the  original terms of issuance of those.

Expectations of hyperinflation along with high risks of default have led to a complete downfall in quotations of regional obligations. As of 16 September, the yields to maturity of the subfederal bonds at secondary trade sessions in the system of St. Petersburg Currency Exchange exceeded: 400% annualized on bonds of St.Petersburg and  Sverdlovsk Oblast, 900% annualized on Orenburg Oblast’s obligations and 2000% annualized on  the bonds issued by the Omsk and Leningrad Oblasts, and Republic of Sakha ( Yakutia).  As of late September, the yields rate of the most risky issuers’ bonds  slightly dropped in the secondary market. However, the respective rates  of the bonds with a maturity date in 1999 are as follows: over 1000%  by  the bonds of the Omsk and Orenburg Oblasts, 400- 500%- by St. Petersburg’s bonds, 600%- Sverdlovsk Oblast’s bonds.

Under the present conditions, it is most unlikely that the majority of regions which issued a significant amount of short- term bonds might attract new borrowers, both domestic and international ones. Hence, one should envisage  that at least 3- 5 issuers should implement a compulsory restructuring of   their obligations, and the pattern of that will be similar to the restructuring scheme of RB of Tatarstan and Oblast bonds of the Novosibirsk Oblast. It seems that only an expectation of a rapid  growth in money supply and hyperinflationary devaluation of Ruble allow the majority of  the regions- hopeless debtors to hope for a complete and timely  accomplishment of their obligations.

Like in 1992- 1994, in the conditions of a sharply growth of inflationary expectations, the  promising form of municipal and subfederal borrowing becomes once again an issuance of bonds redeemed in a natural form- targeted housing and telephone loans.





Legislative regulation of the market. On July 27, 1998, President signed  the Law “ On specifics of issuing and circulation of the government and municipal securities” which  imposed restrictions on an issuance of subfederal and municipal obligations. The ultimate volume of the borrowed resources  allocated by the RF Subject and municipality during the current financial year for the stated purposes may not exceed:

	- for the Subject of RF- 30 per cent of the volume of the Subject’s own revenues  in the current  fiancial year, financial aid from the federal budget and borrowed capital attracted during the current fiancial year exclusive;

	- for  the municipality-  15 per cent of the volume of the local bugget’s revenues for the current financial year, financial aid from the federal budget and the budget of the Federation Subject, as well as  borrowed capital attracted during the current financial year exclusive.

 In the composition of the ultimate volume  of borrowed resources the following  resources attracted and spent during the current finacial year are not accounted:

	- on redepmtion ( restructuring) of the current debt;

	- on servicing ( with the exception to expenditures on redemption) of the respective public debt and municipal debt during the current finanial year. At the same time, it is provided that the ultimate volume of the expenditures on servicing the public debt of the Federation’s Subject or municipality in the current financial year may not exceed 15 per cent of the volume of budgetary expenditures of the respective level.

The Subjects of the Russan Federation may issue their government bonds which result in the creation of an external debt only under the following conditions:

	- submission in the course of the state registration  of the prospect of issue of government bonds, data on revenues, expenditures, amount of budget deficit and sources of the financing of that  during the last three years prior to the year of the intended emission;

	- providing an execution of  their budgets in compliance with the RF budget legislation and tax legislation;

	- obtaining a permission for an effection of transactions with hard currency related to capital flows in an order stipulated in the respective legislation of RF;

	- obtaining, according to international standards, a credit rating  from not less than two leading international rating agencies;

	- compliance with the requirements to the volume of borrowing and volume of expenditures on redemption and servicing of all kinds of  obligations set by the current law;

In compliance with the Law, “the issuing of external obligation loans by the Subjects of the Russian Federation is  made with the account of the priority of the public external  borrowings of the Russian Federation”.

A. Shadrin  



Privatization in 1998 and probable shift in priorities



Similar to the period between 1995- 1997,  the government’s privtization policy in 1998 focused exclusively on providing revenues to the budget ( see Table 1). Although still there is  no any  comprehensive approach in this respect, single large- scale transactions were regarded as a major source of revenues.

By 1 June 1998, the approved task on revenues from sales (Rb. 8.1 bn.) was  fuilfilled at only 12.2%. With the account of  the correction (at the government level) of the said amount up to Rb. 15 bn. in April 1998, the intermediary result was yet more moderate. Given that in the prior years such a situation was characteristic of the first half year, and the major part of the “plan” was partly or completely fulfilled  afterwards, icluding  the use of various non- standard methods, in 1998 the situation may become absolutely disastrous.

In the situation of the permanent  (since October 1997) and catastrophic (since August 1998) crisis in the financial markets in this country, a mobilization of free financial resources  (own and borrowed ones) to establish  control over  new objects  is becoming increasingly problematic  even for the largest domestic financial groups. As to potential foreign investors, the best witness of their view on the situation is a mass outflow (and, accordingly, a permanent downfall in capitalization) from the  corporate securities market in 1998. By some estimates,  the Russian market was perceived as the  growing systemic risk zone yet in spring 1998.





Table 1

Revenues from privatization in the federal budget, 1995- 1998

�1995*�1996�1997�1998**��Adopted Budget. �4,991 trln.�12,3 trln.�6,525 trln.�8,1 bn.��Actual figures�7,319 trln.�1,532 trln.�18, 654 trln.�1,0 bn. (1.06)��* the approved budget  was corrected in December 1995, actual revenues at 70.8% were provided at the expense of loans- for- shares auctions.

** only from property sales



In this connection further growth in probable ( more precisely- desirable) revenues from privatization seems yet less realistic. Nevertheless, in the joint press- release of the RF Ministry of Finance and IMF ( August 1998, Interfax) on the program of financing the federal budget of RF between July- December 1998, it was envisaged to receive Rb. a. 18 bn from privatization ( large- scale transactions).   only in the second half of 1998.

Secondly, the adoption of  the bill “On adoption of the state program of privatization of the state property in RF” is still a problem�.

Initially, the  projected list of enterprises comprised 61 companies, the stakes of which were intended for sale in 1998.  Those were, in particular, Rosneft, Svyazinvest, LUKoil, Transneft, TNK, Norsi-Oil, VNK, Slavneft, Sibur, Izhmash, Aeroflot, Novosibirsky Elektrodny zavod, Electrosvyaz,  and some others

The government laid the biggest hopes on the sale of the Rosneft stake ( after long- lasting discussions in 1997- 1998- tender on 75% + 1 stock). The first ( closed on May 26) and second( closed on 17 July) non- held tenders have not become a sensation in the conditions of a general drop in exchange rates, significant downfall in oil prices, discrepancies within the government, and problems with the company’s management. The price conditions for yet the second tender were changed: the price for the stake was lowered from USD 2.1 bn. to USD 1.6 bn./ Rb. 9.86 bn. ( 30 per cent premium for the qualified control was abolished), the  amount of.... was lowered as much as twice ( USD 150 mn.) and investment program and amount of debts to be paid off were reduced  ( from USD 400 mn. to USD 66.5 mn.).

Any further reduction in the basic price for the package ( to USD 500- 600 mn., as some contenders estimate that) is not acceptable for the government, particularly due to political reasons: the basic price  identified by Dresdner Kleinwort Benson in spring 1998 was approved by the Accounts Chamber. Results of the third tender  will be considered on 30 October 1998.

The preparation for sale of the second package of Svyazinvest started in April, upon the adoption by the interdepartmental commission of a “Statute on holding an open tender on a right on  entering into the contract on fulfillment of works  on identification of an initial price for  the sale of the company’s stock”. By the results of the evaluation, the interdepartmental commission recommended one  variant of the four ones considered- the sale of  the non- blocking  stake ( 25% minus 2 stocks) at the commercial tender with investment conditions ( basic package- USD 1.1 bn., investment USD 400 mn.). Other variants considered by the commission provided a specialized monetary auction, auction on the sale of the whole stake, and auctions on the sale of small stakes.

Upon an issuance of the respective Decree of the President ( “On sales of stocks of joint- stock company ‘Svyazinvest” # 944 of 10 August 1998) and the government Resolution # 961 of 14 August 1998 under the same name, the final conditions were announced: the price for the package  became USD 1.035 bn. ( Rb. 6492 mn. by the CBR exchange rate as of 14 August 1998), investment ( including the cost for a celullar communication license)- USD 516 mn. With the account of  the government control to be hold( until mid- 1999- 50% plus 1 stock), foreign investors are allowed to take part in the tender. Results of the tender on the sale of the second package of Svyazinvest would be announced on 16 October 1998.

In both cases, the major problem is an actual  reduction in the initial price for offered packages which was  nominated in Rb.  as of the moment of announcement of the  tenders.

In summer 1998  the government also considered variants of sales of small stakes of RAO UES Russia and RAO Gasprom.

Due to the problem of “occasioanl” sales, the State Prpoperty Committee would underatke attempts to  search for other sources of completing the budget revenues . Those are, first of all, changes in conditions of functioning of property owned by the state ( rent, dividends, property located abroad, trust)

The financial  and political crisis  which broke out in August- September 1998   has drawn a line to  the  indefinite policy which is known as “monetary privatization”. It is too early, of course, even to discuss such radical measures as nationalization. Nevertheless,  given that the new government  would function at least until late 1998, certain shifts in the privatization policy are inevitable.

Firstly, one should expect at least a declarative refusal from an urgent sale of stakes of the most  attractive companies still owned by the state. Ideologically, it may be grounded   as a necessity to increase “ manageability” of the  public sector and its strategic objects ( which is doubtful, with the current volume of state property), and practically- with a current financial situation ( which is  fair).

The paradox, however, is that the socio- political problem of completing the revenue part of the budget ( even in  the  conditions of “ controlled emission”) may eliminate any suchlike declarations and even activate practical attempts to sell the remaining packages- at any cost.

Secondly, the financial crisis may shift the focus with regard to  property ( control) redistribution; a part of investors might be attracted by an extremely sharp  downfall in  prices for corporate securities ( both in Rb. and USD equivalent), some holders of packages, including issuers, may attempt to improve their financial position at the expense of  an urgent sale  of their  stock. Some largest Russian banks consider a possibility to  pay off their external liabilities through assignment of their  stake in the real sector.Within the framework of privatization sales, single holders of packages may attempt to consolidate their packages in order to obtain control  at a minimum cost. In any case, in the  financial  situation in summer- autumn 1998, budgetary revenues from sales of state- owned stock will not be  significant.

Thirdly,  an activation of the process of shaping up of  public corporate amalgamations ( holdings, etc.) is possible. This process has become rather characteristic of  the period between 1997- first half 1998, however, it can be regarded  primarily as a  protection centripetal  reaction of the microlevel in single incompetitve  or depressed sectors in the Russian real sector. At present one  can speak about  an intensifying process of strengthening the government’s role- both  in attempt to reanimate well- known management schemes which have already showed their inadequacy. The level of  such a strengthening will depend excusively upon the executive power’s pragmatism amd common sense.

In the fourth place, the comprehensive concept  of management of state property which was promoted ( but not realized) by the former executive  structures of power will be inevitably replaced  with some quite real document pretending to “ an increase of efficiency, manageability, profitability” etc. of the current public sector. It is most likely that in the present conditions there would be only general declarations and rather utopic attempts to strengthen the role of  government officials in the respective management boards of corporations with mixed capital.

In the fifth place, the new government will have a general, purely ideological, necessity to distance themselves from the former privatization course ( whatever it was in reality). That will require a creation of “ a new privatization pattern” for Russia, which is most likely to  include an odd complex of measures on the basis of the current draft of the government privatization program along with the aforementioned possible innovations.

A. Radygin 











The national industry begins to react to the crisis



Results of the regular survey held in September allow to operatively estimate the industrial enterprises’ state and expectations by the results of the first whole month of  the economic crisis. 

The intensity of the reduction in solvent demand continue to grow. During  the IInd and IIIrd  quarters  the balance dropped by 37 points and has become the worse index for the last 27 months. The balances in all the industry branches remain negative and continue to decrease. The most intensive reduction in demand was registered in  the ferrous metallurgy and machine building. At the same time the volume of the barter demand grows. The balances of responses ( up- down) of the index are positive in all the industry branches and reach + 47% in  the ferrous metallurgy, + 20% in  the construction industry, petrochemical, machine- building and food sectors.

The industrial output  continues its falling. For the last six months the share of responses concerning a decrease in the output grew two times and became a prevailing one, while the share of reports on production growth dropped only by 7 points. In September, none of   the industry branches reported  growth in output. The drop in output was especially notable in  the ferrous metallurgy (-43%), industry of construction materials ( -43%), and light industry (-41%).
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In September, an absolute price rise was registered in all the industry branches. The leader is the food industry which started a clear price rise yet in August ( +29% against - 20% registered in July). The branch balance of responses  in September reached +67%, while in other industry branches the balances are within the limits of +18 ....+48%.

Between August- September the balance of estimates of stocks of finished goods practically has not changed and remains on a zero level: in the industry as a whole the share of “above norm” answers is counterbalanced with “below norm” reports. On the branch level, such a situation was registered in the construction industry, machine buidling, timber, paper and pulp and wood- working sector. Enterprises  in the ferrous metallurgy and petrochemical sector report  a surplus of the respective stocks  ( the balances reached +30%), while in the non- ferrous metallurgy, light and food industry branches  the stocks are  substantially inferior to the regular norm and make up (-30%).

The balance of forecasts of change in output dropped by 32 points during last month and has become negative for the first time since December 1996: the  expectations of  production reduction  have abruptly prevailed in the national industry. The share of reports concerning a planned reduction made up 36% in September after 17% reported in August. Last time  such a large ratio of pessimistic forecasts was registered in 1994. A growth in output  during the forthcoming months may become possible only in  the non- ferrous metallurgy, while the expectations of decline clearly prevail in other secors.

The forecasts  of a price change grew sharply and  understandably in all the industry branches. The  planned increase  in producer prices  will be most signifcant in the food industry (81%). The share of “unchanged” answers in the industry dropped to 7% against 65-76% registered during the first seven months of the year. In other industry branches this index makes up 25% on average.

For the last two months forecasts of a change in effective demand deteriorated by 45 points and reached -43% ( by balance). Such pessimistic expectations have not ever been registered by our surveys.  A reduction in effective demand is forecasted in all the industry branches. The most pessimistic forecasts were registered in the construction industry (-66%), machine buidling (-52%) and food industry (-49%).

The forecasts of change in the barter demand remain positive and grew by 9 points in September.  The growth in direct exchange of goods is expected in all the industry branches, but timber, wood- working, pulp and paper and construction sector.

S. Tsoukhlo



Relationship ‘bank- client’ in the eyes of industrial enterprise �two weeks prior to the crisis.



A  survey “Banks and banking services provided to industrial enterprises” was a pilot project held in early August 1998. Of 1.5 thous. enterprises regularly surveyed by IET a questionnaire was forwared to 249 enterprises, of which 136 responded to that.

The enterprises- respondents belonged to 10 industry branches ( see Fig.1). The sample represents enterprises of all the economic regions, 28% of them are located in Moscow and the Moscow Oblast ( see Fig.2)

Fig. 1. 

Distribution of respondents by industry branches ( by 118 respondents)
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electric power�ferrous metallurgy��chemistry�machine building��wood- working industry�construction industry��glass industry�light industry��food industry�polygraphic industry��Fig. 2

Distribution of respondents by regions:
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Northern�North- Western ��Central�Volga- Vyatka��Central Black Soil�Povolzhye��North Caucasian�Ural��West- Siberian �East- Siberian��Far- Eastern�Baltic��Moscow�Moscow Oblast��It is most frequently that the bank servicing the enterprise  is a medium- size credit institution ( in 47% of cases), 40% of the enterprises considered their bank to be a large bank. The share  of small- size banks  is 13%. It  happens very often that the enterprises are serviced by affiliates of Moscow banks ( 54% of responses), although regional enterprises prevailed in the sample.

Almost three thirds of  the respondents were satisfied or more or less satisfied with the services provided and did not intend to change their bank ( see Fig. 4). It is notable that over three fourths of the respondents did not change their bank between 1997- 1998.

Over  half of the surveyed enterprises used a banking credit ( see Fig. 5), and  the loans  were nominated in Rubles. However, it  occurred more frequently that the bank- creditor and the bank servicing the  enterprise did not coincide ( 61% of the enterprises responded that they  applied for a credit in another bank). The credits were spent mostly on purchasing raw materials and paying  off  salaries and wages ( see Fig. 6). In order to receive a credit, the bank, as a rule (60% of responses) requested  to submit a business plan), while the enterprise  had to elaborate a plan of use of  the credit ( 69%). Much more rarely ( in 40% of cases) the bank requested from the enterprise to submit regular reports on carrying out the credit plan.

It was most frequently that the credits were issued for the term of up to three months. Almost 17% of the respondents used credit lines ( see Fig. 7). The enterprises most often took credits at a market  interest rate. However, almost one fourth of the respondents reported that they had received  the credits   at a beneficial rate. The bank, as a rule,  requested a collateral under the credit, and most often that was commodities. The banking credits  mostly  did not exceed one third  of the sources of the enetrprise’s capital.

Of the respondents, 44% reported that their enterprises did not use a banking credit, and the enterprise  often did not  address the bank on this issue, since the enterprise forecasts difficulties with the return of funds or it considers the offered interest rate to be execssively high. In the respondents’ opinion, the percentage of commodoty credit between enterprises  has not changed recently. The share  of nonpayments with regard to raw materails and other supplies of materials and products delivered on credit both mostly fluctuated between 0 and 33%. The same range was most popular in the answers to the question as to what was a share of barter transactions in  flows of goods ( see Fig.8) At the same time, 29% of enterprises considered that between 1997- 1998  the share of barter settlements  grew in purchases  of raw and other materials, and 40%  reported that it has not changed, while 35% of the respondents thought  that the share of products sold by barter schemes grew, and yet 34%  responded that the share of barter deals in sales of their products remained unchanged. As a result, 26% of the respondents replied that they had not used barter, 37% (39%)- that the share of barter deals was up to one third, and 28% ( 27.5%) of the respondents  reported that the share of products sold by barter schemes ( supplies of raw materials) exceeded  a half of the respective supplies.

Fig. 3

Distribution of responses to the question:�Size of the servicing bank%
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Fig. 4

Distrubution of responses to the question:

Are you satisfied with the bank which services your enterprise?
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Fig. 5

Dustribution of answers to the question:

Does your enterprise use credit?
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Fig. 6. 

For what purposes  does your enterprise most frequently use credits?
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Design& elaboration, know how, and lisenses�Production modernization��Production expansion�Purchases of raw materials and other materials��Sales  promotion�Paying off salries and wages��Paying off debts to the budget�Paying off debts to another bank��Paying off debts to suppliers�Others��Fig. 7

Distribution of answers to the question:

For what term does the bank usually issue credits to your enterprise?
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Distribution of responses to the question:

Precentage of barter transactions?
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Impact of the economic crisis on the agricultural and food sector



The Russian economic crisis which broke out in mid- August has had an immediate  impact on the agrarian and food sector. First  and foremost, the uncertainty in the sphere of exchange rate ceased sales of import food stuffs: the importers began to delay their  supplies to  wholesale traiders, and those- to  the retail trade sector. The paralyzed payment system entailed  the situation in which  already imported  agro- food products  are stopped at the border, because customs duties  have not been paid in time. Finally, the fall  of Ruble and financial instability has led to  reduction in imports, including food one. The foreign  companies and joint ventures operating using import raw materials ceased their work. All these factors  hav resulted in a certain reduction in offer in food markets in big cities. At the same time, a runaway devaluation of the national currency caused the population’s inflationary expectations, since the Russians still keep in memory the experience dated back to 1992- 1994. As a result, the combination of these  factors  has provoked  an extremely high demand  for food products ( with a longer shelf- life), price rise for those and   difficulties in food supplies in this country.

In such conditions, the regional authorities undertook emergency measures which are mostly  oriented to price control, food rationing, restrictions imposed on exportation of agricultural and food products from  their territories, and compulsory supplies to the regional funds are introduced. The nature of such measures is still unclear:  meanwhile they do not necessarily mean the regional authorities ‘s comeback to  the administrative policy  in the  food sector, given that at present Russia lacks financial resources and suffucient concentration of power to pursue such a policy. It is quite probable that in many regions the said measures have been undertaken as  a  remedy against  the panick.

Such a development of the situation is a short- term reaction of this country’s food sector  and it is still fairly immediate. Nevertheless, in the present conditions the agricultural and food sector  will find itself under the impact of a number of long- term factors which would determine  its development for rather a long period ( at least for 1- 2 years).

The impact of the factors  will be somewhat contradictory. On the one hand, the agricultural and food sector will enjoy certain benefits:  firstly, the Ruble devaluation becomes a natural and universal shield for the agro- food market against import products and gives a certain chance to domestci producers to reconquest a part of the national consumer market. During the first years of the reform the imported products had also been more expensive compared to the domestic ones, however, between 1992- 1994 there was no market infrastructure capable of channeling  the products from the domestic agricultural producer to consumer. Nowadays, such an infrastructure is in place, and that is rather developed in part of servicing import supplies. Should such an infrastructure be used by the domestic producers, the reduction in food import to a significant extent would be compensated with the domestic production.

Secondly, contrast to the period between 1992- 1994,  the intensification of the inflation spiral, which the Russian economy currently faces,  does not bear a danger  of a growth in price disparity.

In this country yet by late 1994 the relative prices reached approximately the international  level, and since then prices for resources for agriculture, agricultural and food products have changed  in parallel. Moreover, taking into account a very low level of  the agriculture’s purchases  of resources, there are certain  grounds to assume that  conditions of the exchnage may become more favorable for the agrarian sector.

Despite the impact of the aforementioned positive ( or, more precisely, potentially positive) factors of the crisis’ impact on the agricultural and food sector, the negative factors seem to be more essential.

Firstly, with the financial crisis developing, the problem of agricultural credit intensifies. The current state of the national budget does not allow to hope for any mass subsidizing or  privileged loans to agriculture. in 1996 the Fund for privileged credits to agro-industrail complex was established. This year, a. 70% of the Fund’s resources was distributed by SBS- AGRO, however the  current state of the  bank does not allow to hope  that it would be capable of collecting the distrubuted credits efficiently, which means that it will not be possible to complete the Fund  with  the credits  returned by  the agroindustrial complex in the short run. As to the common interest rate of the banking credit, it will not be affordable for the agricultural borrowers in the conditions of the foreseeable inflation, because the interest rate will be high and credits will be issued for a short term. That will have its effect primarily on the autumn agricultural work, since in the meantime the importance of macroeconomic decisions is  a priority  in the government’s agenda.

In this sense, the situation for  the agrarian sector is much worse compared with the first years of reform. At that time, the budget had a possibility to  provide  the agrarian sector with rather a significant financial support ( see previous bulletins of IET). In addition to that,  despite  the fact that the agricultural sector  was  rapidly, for 1-2 years, loosing its liquid capital, at that time producers  could use the production potential ( currently depreciated to a significant extent) accumulated  during the years of the Soviet economy.

The situation  in which the monetary credits  are not available will inevitably result in further expansion of barter transactions in the agrarian sector, though at present those already cover the main part of operations in the market of agricultural products. Nevertheless, the potential of natural exchange transactions is not boundless. Thus, during last years, there have been reports concerning paying taxes with grain, however this way of  payment to budgets is not  a universal one, and  one has to pay  salaries  partly in the monetary form.

It is most likely that the spring sowing campaign will be financed at the expense of emission. As the Russian recent experience has already shown, such a way of  issuing credits bears rahter negative than positive results for the national agriculture.

Antoher clearly negative factor of the crisis’ impact on the agro-industrial complex will be a drop in the population’s purchasing capacity. During 1998 the  population’s real income  was falling , which undoubtedly has had a certain depressing impact on the  demand for food. Nowadays  the  population’s effective demand will be falling more sharply.

The demand constraints will cover, first and foremost, meat and milk sub-sector, since during all the years of reforms  an extremely high  demand  elasticity  have been characteristic of this sub-sector’s products. Due to this fact, a significant part of small- size meat- amd milk- processing enterprises will find themselves on the verge of bankruptcy and, most likely, they will be purchased by their larger competitors. Such a trend has  started  to shape up recently: for instance, such giants as Moscow Cherkizovsky Meat- processing Plant purchases small- size meat- processing  companies in different regions   to use those as slaughtery facilities. Such a trend will intensify, due to a mass bankruptcy of small- size firms, one the one hand, and  large- scale companies’ aspiration to re-orient  themselves towards  the domestic raw materials to make their final products cheaper, on the other hand.

The consumption of products with a low elasticity of demand, primarily, bread and potato, will be growing. The high demand in early September  has led to households’ creation of certain reserves of longer shelf- life  products, such as gruel, sugar, flour, vegetable oil, tea, coffee, etc. With the account of the experience of 1991- 1992, one  can expect a certaian fall of demand for these products which retail and wholesale trade have not always adequatedly estimated.

Between 1996- 1997 one could note some decline in food prodution in households, due to the reduction in alternative costs. The new inflationary wave in this country will entail a renewal of the  former volume of output in this sector. That will  be necessitated not only by a price rise in the retail trade, but  by growing risks of loosing sources of monetary income, unstable food supplies, etc.

An important factor of development of the situation in the agro- food sector would become  the experience gained by authorities in the large cities dependent  on  the food import with respect to combat against crime in this sphere. Food trade  once again becomes rather a highly profitable business which will attract  criminal structures. If  the heads of large cities fail to keep their markets open for the domestic producers of agricultural goods, the price rise for food in the cities will correlate to the Ruble devaluation. This factor may become crucial in terms of  the ability of the Russian agroindustrial complex to use this “ window of opportunity” to win the market niche back from  foreign competitors.

In the present conditions, the balance of the food trade will unquestionably remain negative, although it may  slightly reduce. The Russian food exports are based on a few products: fish and seafood, sunflower, grain, alcohol beverages. The first and the last of the aforementioned groups of products are traditional Russian export goods to Far- Abroad countries with rather a stable market, and it is most unlikely that the exportation of these  goods would grow substantially because of the Ruble devaluation.The output of grain and sunflower seeds this year does not allow to hope for a growth in the volume of export of those. The forthcoming financial difficulties for the agrarian sector do not give any grounds to asume that  the production of those crops will grow next year.

The dynamics of food import will be different by different products of the agro- food group, depending on the correlation between the elasticity of demand and offer of those products in this country. Thus, for the products with an elastic demand and non- elastic offer in the domestic market, the volume of import will likely to remain unchanged. Of such products, one should first of all  single out beef. As to pork and poultry, they have  somewhat less elasticity of demand and  much higher elasticity of offer. In addition to that, last year they demonstrated some signs of reactivation in this country, and the import of this products may drop substantially. The import of sugar as a product with a relatively non- elastic demand and  rather a non- elastic offer may be kept at the same level. If the correlation between customs tariffs for refined sugar and unrefined sugar  are not revised, the import ofthe latter will  still prevail.

Another  factor of influence on the dynamics of import of agro- food products will become  characteristics of the  shaped- up importers. Large- scale, especially Western, importers may keep the level of their supplies to Russia for the sake of  holding the market in  a longer run. It is most likely that the largest importers of poultry from US will be be able to hold a significant part of their products in the Russian market. On the other hand, the Ruble devaluation will have a depressing impact on the import of food based on a small- size wholesale  trade and often a border trade: that is, first of all, supplies from China, Poland, and Turkey.

The food trade with the CIS states will also be affected by the crisis. In a short run, cheap products from those countries will be migrating to Russian for some time on the level of “shuttle” trade. It is not accidentally that Belorussia has already imposed  rigid restrictions on food exportation to Russia. Some time later, as long as the  spreading of the Russian crisis to the CIS states is concerned ( and, apparently, that is inevitable), the prices will  eqaulize, on the one hand, while on the other hand,  like it had been noted during the first years after the collapse of the USSR,  the payment discipline will deteriorate, problems related to banking payments and  currency exchange rates will arise, etc. As a result, once again the food trade with the Near- Abroad states will drop.

Hence,  in the medium-term perspective  the agro-food complex will  find itself under the impact of a number of contradictory factors,  the real balance of which is hardly predictable. Obviously, the naturalization of exchange processes in the sector and the population’s self- sufficiency in terms of food stuffs which shaped up by 1998 and will be intensifying   because of the crisis will become a certain buffer for the agro- food economy and population’s consumption in the conditions of the  intensyfying crisis. Moreover, with the Ruble devaluation, the national agro- food sector has got one more chance to strengthen its competitiveness in the domestic market. Nevretheless, the sector  would be able to implement this  policy only if the  financial problems are resolved and  megapolices’ food markets will be accessible for the national producers of food.

In such conditions, the government authorities do not posses as many instruments to resolve the problems in the sector. It would be expedient to liberalize the agrarian policy to a maximal extent, to free agricultural producers from all forms of regulation (   the government  funds of all the levels, anyway, only create an illusion of guaranteed food suppleis), to simplify as much as possible accession to the markets, perhaps, urgently implement restructuring indebtedness to the budget ( that part of the debt  which has not been  yet restructured), and exempt the national agriculture temporarily ( for 1 year) from the majority of current payments due. The losses which the budget will bear because of the non- receipt of those payments  from the agrarian sector ( which, anyway, are mostly virtual ones) will be miuch lower compared to compensations which the government will have to pay the population ( mostly the urban one) because of sharp price rise for food products. In addition to that, exemption of the agriculture  from the said payments may be regarded as an alternative to the emissionary financing of the sector in spring 1999.

The other task  is that the big cities’ administration will face: they will have to secure their markets from the criminal blocking, as it was observed  between 1992- 1994, given that local municipalities  currently  have more experience in coping with this problem.

E. Serova



Foreign trade



During the first half of 1998 the Russian import was developing fairly successfully. However, the situation has changed drastically since the beginning of the IInd half of the year. The increase in  customs duties at 3% in July entailed a  6-7% drop in import transactions’ profitability rate which in its wake has led to a downfall in import supplies. After August 17 the processes have  become spontaneous:  the disorganized financial system blocked imports. During the first decade of August to July imports reduced by 20%, during the second decade- by 30%, and by 42-45%- by early September. In such  regions which actively participated in foreign trade as Russia’s Western regions ( Russian - Ukrainian border) the volume of import dropped by 90%, while in the North- Western customs department ( St. Petersburg, Republic of Karelia, Novgorod Oblast ) the  respective decline rate reached  60%.

The Western insurance companies refuse to insure commodities to be delivered to Russia, counterparts insist on a 100% advanced payment from the Russian companies, a. 1,500 contracts  have been either postponed or canceled, up to 2,000 companies participating in foreign trade ceased their operations or  liquidate themselves. The Western companies have a lot of commodities designated for Russia stored at their warehouse facilities, but those goods cannot cross the Russian border because the payment system has been paralyzed. Some banks are idle, while the others  can effect settlements, though in an unduly way.

Considering the fact that during recent years  the share of import supplies to large Russian cities, in which the majority of the population is concentrated, has been accounted for  a. 60%, and the majority of the Russian producers operate using import raw materials, there is an actual danger of a sharp deficit of goods in this country.

An abrupt  drop in import supplies to Russia and tremendous demand for food due to the currency and financial crisis make the government undertake urgent measures to improve the situation, including revision of the import regime and tariffs. Since November 1, the  customs duties on  imported food stuffs will be lowered. It is intended to decrease VAT on consumer goods, including food stuffs, from 20 to 10%, while  the seasonal duty will be lowered from 20- 25% to 5%. At the same time the duties on meat and meat products and foreign equipment for   the production of food stuffs shall be abolished. It is necessary to urgently revise the recent decisions concerning introduction of the  additional 3% duty and the temporarily introduced  special duty on unrefined sugar.

In order to secure trade companies’ financial stability and guarantee effecting of payments through the banking system, the State Customs Committee elaborated some proposals. Should they be  approved, the Russian companies- importers would be granted with additional benefits with respect to their settlements with the budget. It is envisaged, in particular, to extend a delay of their payments for imported consumer goods to the customs from two up to four months. Such a delay may be  allowed against a collateral in a form of the company’s real estate or a part of imported goods. In addition to that, SCC proposed not to apply the refinancing rate to the postponed customs payments for import food supplies.

Many banks through which importers   would  effect their payments to the budget have  proved to be incapable of  performing their operations. According to the SCC’s data, between January- August 1998 the volume of payments to the budget made up only 50% of the planned indices. In order to eliminate the importers’ dependence on the banks, the Customs Committee proposes  that restrictions on the importers’  cash settlements with customs bodies  should be temporarily lifted. Furthermore, it is proposed to allow importers to pay their customs duties using foreign exchange, while their Ruble payments will be calculated in hard currency equivalent according to the CBR special exchange course.

In order to regulate the situation in the foreign exchange market, The Central Bank and State Customs Committee made a decision to resume the compulsory sale of  50% of exporters’ hard currency gain. The exporters, however, must sell their gain at hard currency exchanges and not at the CBR’s exchange rate. The authorities immediately noted the trend to an increase  in non- return of   the respective gain nominated in foreign currency to the exporters’ bank accounts against the terms stipulated in course of registration of exported goods at the customs.  Although  the normative documents of 1992- 1993 which cover the procedure of transferring the gain in hard currency to Russia have not been applied during recent years, but they  were not canceled. Hence, exporters face a threat of being penalized for non- transfer of their gain in foreign currency to their bank accounts in the authorized banks in a duly time, and the penalty may total  from 100 up to 200% of the  value of goods being a direct object of the abuse. 

The current Russian crisis  will likely to have a dual impact on the development of trade within the framework of CIS. On the one hand, a sharp deterioration of the Russian imports resulted from Ruble devaluation will affect the trade with the CIS countries to a less extent, since   the settlemnts with those states still are effected mostly on the base of  clearing and brater schemes ( according to some experts’ estimations, the volume of barter tranactions in the trade between Russia and its neighbours reached 30%). That is why one may presume that the share of the latter states in the Russian foreign trade turnover would slightly grow.

On the other hand, the crisis will entail a substantial alleviation of Russia’s position as a centre and driving force of integration within the Commonwealth, role of the Russian currency in settlements among the partners, etc. That can obly  intensify already shaped trend to  promotion of bilateral and multilateral trade relations among those contries without Russia’s participation.

N. Volovik, N. Leonova







� The model relates the monthly inflation with the lagged inflation and the M2 increment. The latter is a geometric average of increments for the last six months. The estimation gives us:

pt = 0,68pt-1 + 0,36mt-1,t-6 ,

(8,4)         (3,9)

where pt - the consumer price index in the month t, mt-1,t-6 - the geometric average of the monthly rates of broad money M2 growth for the last six months.

The equation does not include interception (it is statistically insignificant). The Lagrange multiplier test for the first order autocorrelation indicates no evidence of the hypothesis at 5% level. The Box-Pierce statistics does not reject the hypothesis on 'white noise' in residuals at 5% level. The R2 is 0.85.

� In lieau of that crucial document, some fairly exsotic for the current Russian reality Federal Law # 115- FZ of 19 July 1998 “ On specifics of legal position of joint- stock companies of employees ( people’s enterprises)”. The initial draft approved by the Federal Assembly was declined by Presidentof RF in May 1998, due to a groundless introduction of a new type of joint- stock company which  distingueshes from  joint- stock companies of  open and closed types by the Civil Code of RF, and a number of other  deviations from the labor legislation.
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