GAIDAR INSTITUTE FOR ECONOMIC POLICY

RUSSIAN ECONOMY IN 2010
TRENDS AND OUTLOOKS
(ISSUE 32)

Gaidar Institute
Publishers
Moscow / 2011



UDC 338.1(470+571)
BBC 65.9(2Poc)-04

Agency CIP RSL

Editorial Board: S. Sinelnikov-Mourylev (editor-in-chief),
A. Radygin,
N. Glavatskaya

R95 Russian Economy in 2010. Trends and Outlooks.
(Issue 32) — M.: Gaidar Institute Publishers, 2011. 544 pp.

ISBN 978-5-93255-316-9

The review provides a detailed analysis of main trends in Russia's economy in 2010.
The paper contains 6 big sections that highlight single aspects of Russia's economic
development: the socio-political context; the monetary and credit spheres; financial
sphere; the real sector; social sphere; institutional challenges. The paper employs a
huge mass of statistical data that forms the basis of original computation and numer-
ous charts.

This publication is made possible by the generous support of the American people
through the United States Agency for International Development (USAID). The
contents are the responsibility of the Gaidar Institute for Economic Policy and do
not necessarily reflect the views of USAID or the United States Government.

UDC 338.1(470+571)
BBC 65.9(2Poc)-04

ISBN 978-5-93255-316-9 © Gaidar Institute, 2011



Authors:

Chapter 1.1 — V. Mau,;

Chapter 2.1 —P. Trunin;

Chapter 2.2 — S. Sinelnikov-Murylev, 1. Sokolov, T. Tischenko;

Chapter 2.3 — A. Siluanov, V. Nazarov, A. Mamedov;

Chapter 2.4 — S. Drobyshevsky;

Chapter 3.1-3.8 — A. Abramov;

Chapter 3.9 — S. Borisov;

Chapter 3.10 — A. Shadrin;

Chapter 4.1 — E. Astafieva, O. Izriadnova;

Chapter 4.2 — S. Tsukhlo;

Chapter 4.3.1 — O. Izriadnova;

Chapter 4.3.2 — E. Tluykhina;

Chapter 4.4 — Yu. Bobylev;

Chapter 4.5 — N. Karlova, N. Shagaida, R. Yanbykh;

Chapter 4.6 — N. Volovik, S. Prikhodko, K. Kharina;

Chapter 5.1 — O. Izriadnova, S. Misihina;

Chapter 5.2 — S. Misihina;

Chapter 5.3 — L. Karachurina(NRU HSE);

Chapter 5.4 — T. Kliachko;

Chapter 5.5 — 1. Dezhina;

Chapter 6.1 — M. Kuzyk, G. Malginov, A. Radygin,
Yu/ Simachev, N. Shmeleva;

Chapter 6.2, 6.3.2—-6.3.6 — E. Apevalova;

Chapter 6.3.1, 6.5.6 — G. Zadonsky;

Chapter 6.4 — O. Smirnova;

Chapter 6.5.1-6.5.5 — G. Malginov, G. Sternik

(Plekhanov REA, Russian Guild of Real-tors);

Chapter 6.6 — V. Zatsepin, E. Trofimova, V. Tsymbal;

Chapter 6.7 — N. Mironova, 1. Starodubrovskaya;

Annex 1 — A. Kireeva;

Annex 2 — A. Levashenko;

Annex 3 — E. Velikova.






Table of Contents

Section 1. The Socio-Political Context..............cooeiiiiiiiiiiiiiieeec e 9
1.1. Economic policies in 2010: a quest fOr iNNOVALIONS ..........cceveverieerieerieereerienieereereeseeeneeees 9
1.1.1. The global economic crisis in 2010 ......ccccvveeeiieciieciierierierie et ere e ee 9
1.1.2. Russia’s economic policy between crisis and modernization..........c.cceceeeeerereenerenneene 12
1.1.3. A quest for a new growth model...........cceovveriiiiiiiicieiieeeee e 18
1.1.4. The key challenge: structural modernization
in conditions of a rent-based ECONOMY ...........cccveruierierierierieeieeeereesee e sresreeseeseessaesseens 21
Section 2. Monetary-Credit and Budgetary Spheres...............ccocoiviiiiiiineceee 25
2.1. The Monetary and Credit POIICY ......cccvvvviiriieierieciecieee ettt s 25
2.1.2. Inflationary PrOCESSES ......ccvirierieriieiieieeseesieestesteereeseeteesteessaessaesssesnseenseeseenseesseens 28
2.1.3. The State of the Balance of Payments and Foreign Currency Market..............c.cce...... 31
2.1.4. Main Measures in the Monetary and Credit Policy Area ..........cccceevvvevieevieeneenieneenenens 40
2.2, NatioNal DUAZEL .....veevieiieeiieiieieeiteriee sttt ettt e e e e et eestaestaessseasseessaesseesssenseennnas 45
2.2.1. Assumptions of the 2010 budget POLICY .....evcvierrieriierieiieeie et 45
2.2.2. Budget policy at the stage 0f TECOVETY.....ueviiriiriiiieiieeie et erieesee e sre e ereeseeneeens 53
2.2.3. Main events in the budget area in 2010. .........ccoocevveiiriiieriienierie e 58
2.2.4. Analysis of the main parameters of the federal budget
of the Russian Federation in 2011 — 2013, ....ooiiiiiiiiiiieee e 60
2.2.5. Prospects of the fiscal policy development.............ceecvveviieriieniieniienieeie e 66
2.3. Intergovernmental Fiscal Relations and Subnational Finances...........ccccoceveninnencncenennens 67
2.3.1. Subnational Budgets in 2010 .........c.occvereiieoiierieriesie et seneenseeneees 67
2.3.2. Financial Support from the Federal Budget............cccocveviverieniieniienieeieeeeeeeeee e 74

2.3.3. Federal Law “On the Federal Budget for 2011 and Planning
Period of 2012 and 2013” as Related to Allocation of Intergovernmental

Fiscal Transfers to Other Budget System Levels.........cccvcverieriienieiieeie e 77
2.4. Possible scenarios of social and economic development
of the Russian Federation in 20112013 .........ccccoviiriiiiiieiieeeree et sre e seneenneennees 79
Section 3. Financial Markets and Financial Institutes..................c.ccoccoinn, 87
3.1. The Year of 2010: Recovery of Russian Financial Market..........ccccooooeoeevininienineninencns 87
3.2. Factors Determining the Dynamic of the Russian Stock Market...........ccccocoeveevinininnienene. 92
3.3. Financial Institutions: Seeking for a New Growth Concept...........ccevevvrevrecrievriesreeneereennen. 110
3.3.1. Residual Forms of Support to the Financial S€ctor ...........cccccvvevverienieneenienieeieenenn 110
3.3.2. Liquidity and Current Stability of the Banking System ...........c.ccceevrvverieriiencrennenne. 111
3.3.3. Towards Recovery of International RESErves..........ccccvevverieriinciinneeneeseesee e 115
3.3.4. Deposit Base Growth and Banks Deleveraging.........c.c.cceeevveeienienienieneenresveeneennenn 117
3.3.5. The Issue of Converting Liquidity into Loans...........ccoeeuervieeriereeriienienieereeeeeeeeenn 117
3.3.6. Carry Trading Outlooks as a Growth Driver for the Banking System ....................... 119
3.4. Ruble BONA MArKeT ......cc.oouiiiiiiiieiesieeese ettt sttt 124
3.5. Key Risks in Financial Market...........ccoccevviereiieiiieniieieiieceseesee et ee e 132
3.5.1. Dependence of the stock market on 01l Prices ........ccccvvvvverieerierierierierie e ere e 132
3.5.2. Risks of foreign capital OULILOW........c.eevvieviinieniieii ettt 134
3.5.3. Ruble devaluation risk in the medium term............cccvevrverieriercieniieeie e 135
3.5.4. Risk of excessive foreign borrowings accumulation
by banks and real SECtOr COMPANIES..........ccveereeereerieiieeieerieesieestestesseeseeseesseesseessaessaeaseans 135

3.5.5. Operational market and algorithmic trading risks ...........cccceevverieriieniencienieeieeieenn 137



3.5.6. RisK in T€PO traNSACHIONS ....ecvierviereieririeiietieieesteesteeseeseesseesseeseesseesssesssesssessseesesnsees 139

3.5.7. Low capacity of the internal market for financial Services..........ccceevrvrververiereenieennen. 140
3.6. Problem of attracting conservative institutional inVestors..........ccevvereerveerieereerieennennenns 141
3.7. The role of the stock market in the economy modernization
and INNOVALION PrOMOLION ......ccueerererireteesieereestesteareesteessresssessseaseesseesseessessssensseessesssessssesssenses 145

3.7.1. Yield of financial and non-financial invesStments...........c.ccccvevvereerrercieecieecreereeseeen. 145

3.7.2. Contribution of the corporate bond market in real capital growth ..........c..ccceeevvennenne. 146

3.7.3. Effect of IPO shares on the €CONOMY .........ceecieriieriirieiiieieeieeree st 148

3.7.4. Private equity and venture capital funds ..........cccceeevierierieniinieiie e 150
3.8. Impact of the crisis on the system of dOMESHIC SAVINGS .....ccverrerverririieiiereereeree e 151
3.9. Banking System in the Russian Federation.............ccecvevierierieniieniieieeieereesee e 156

3.9.1. Key Macroeconomic Figures which had an Impact

on the Russian Banking Sector in 2010..........ccveeierierieiiiiieeieeieesiee e sne e eve e sene e 156

3.9.2. Analysis of Annual Data on the Banking System: Balance Sheet.............c.ccoeevvenennnen. 158

3.9.3. QUALTLY OF ASSEES ..vvevveeiieieeriiesiesieete et ereeteeseestaeseressseesseesseesseesseesssesssesssesnseenseenses 162

3.9.4. Profit and Loss in the Banking SYStem ..........ccccceeviiviiiiieeiieeiieeeseeseeee e 164

3.9.5. Analysis of the 500 Largest Russian Banks ...........cccoccvevieviiiniieniinnceeeeeeeeeeeeeeen 166
3.10. The Market of Municipal and Sub-Federal Borrowings............ccccceeeerenienencnencneene 172

3.10.1. The dynamics of market development............ccceeveeriierireiieeriiesieeiereere e 172

3.10.2. Changes in the Structure of the Accumulated Debt...........cccocvvvveviivcinnciicciieieeeee, 173

Section 4. The Real Sector of the Economy................cc.ccooiiiiiiiiiiiiineee e 185
4.1. The Macrostructure of ProdUCHON ........eooveriiiieiiiriiiieiiceee e 185

4.1.1. Main Trends and Factors of Economic Development in 2010.........c.ccccveveerverreennennn. 185

4.1.2. Main Characteristics of the Use 0f GDP .......cccceecvvvciiiciiiieieeceeee e 189

4.1.3. Changes in the Structure of GDP, by Source of Income..........c.ccccvevvvevieneercerrcreenennn, 192

4.1.4. The Dynamics and Structure of Production, by Type

OF ECONOIMIC ACLIVILY ..vevvviiiiiiiieiieieesiestestesteere e e esseestaeseeessaesssessseesseesseessaesssesssesssenssennses 200
4.2. Russian Industrial Enterprises in 2010 ........coccverciieciieriierienie e ereeieereeeeseeseeessseeseesseens 206

4.2.1. First Quarter: an Attempt to Recover from CriSis .......cecveverirrieneneeieneneeeseeeeene 206

4.2.2. Second QUATLET: @ PAUSE........cccuiiiiuiiiciee ettt ettt et 210

4.2.3. Third quarter: there iS N0 MOTE OPLIMISIN......ccvervrecrierrieiierererrerreereereeseeeseeesenessnennns 213

4.2.4. Fourth Quarter: What is Going on in the Russian Industry?........c.ccccoevvevveriienrennnnnn 217
4.3. Investments in the Real Sector of the ECONOMY .........ccceoviiviiiiiiiiieiccieceeeeeeeee 227

4.3.1. Domestic internal investments in fiXed aSSELS.........cccverrierieerieriierrieieereereesee e saeens 227

4.3.2. FOreign INVESUMENLS .......cevvirieeiieriierieeriesrestesreeseeseesseesseesssessnessseesseesseesseesseesssensses 237
4.4, O11-aNd-GAS SEOLOT. .. .etieiiiieiiete ettt ettt ettt et et b et e st st et e sbe et e sbesaeeneesbeeaeenee 245

4.4.1. The Dynamic of World Oil and Gas PriCes.........ccceeverierierieniiiieeieeie e 245

4.4.2. Dynamic and Structure of Production in the Oil-and-Gas Sector ............ccevvrreverenenne. 249

4.4.3. Dynamic and Structure of Export of Oil and Gas ..........ccccevvevvrrieeviieneeneenee e 251

4.4.4. Price Dynamic for Energy Commodities on the Domestic Market............ccccoeeveneennee. 255

4.4.5. Tax Regulation of the Oil-and Gas SECLOT...........cceecviereerierierierie et ere e 257
4.5. Russian agrifood sector in 2010: performance and trends............cceevveriervercieecieesreeneenieens 260

4.5.1. General outline of agricultural performance in 2010 ...........ccoecvevierienieneenie e, 260

4.5.2. Situation on selected agricultural and food markets............cccooevvrerienienieniieniienie e, 265

4.5.3. Production of f00d ProdUuCES .........cccuerierieeciieiiieieese ettt 271

4.5.4. Modification of agricultural policies in 2010..........ccoeevevierierciieieiereesee e 272

4.5.5. Conclusions and OUtIOOK .........ccceriiieiiiiiieie et 277
O T ) (< P R T (<SSO PTRURR 278

4.6.1. State of the Global ECONOMY ..........cccccveiiiiriierieniieii e s 278



4.6.2. Conditions of Russia’s Foreign Trade: Situation with Prices

for Major RUSSIan EXPOTTS.......ccciiiiiiiiiiiiieeie ettt ettt et saee s enees 280
4.6.3. Main Indicators of Russia's Foreign Trade ...........ccocevoiieiiiiiiiiiieieieeeee e 283
4.6.4. Structure and dynamic Of @XPOTT.......cccueerieeriierienieeieeie ettt eeeesieeseee e 284
4.6.5. Structure and Dynamic of TMPOTE .......c.eeveerieriirieiiieie ettt 286
4.6.6. Regulation of Russia’s FOreign Trade .........ccovieviieiiieiiieiieieciece e 288
Section 5. SoCIal SPRETE ........coooiiiiii s 299
5.1. Social Standard Of LiVING.......cccueeriieiiieiieiieeieee ettt et s 299
5.1.1. MoOnetary INCOME........eiiiuiiiiiiiiiiieciee ettt ettt st et eebaeesaeeas 299
5.1.2. Public EXPenditure..........cceeouieiiiirieiieeie ettt ettt ettt s 302
5.2. Unemployment and New Lines of Inclusion of the Unemployed
in EMployment in RUSSIA ......cociiiiiiiiiiieieies ettt st et 304
5.2.1. Review of the Unemployment in 2010. .....cccceceeriniriininieniniiieneteiesiceeene e 304
5.2.2. New Lines of Inclusion of the Unemployed in Employment
in the Russian Federation in 2010, .....cocooiiiiiiiiiiiiiiieieesetee et 308
5.3, MIGTALION PIOCESS ....uveeurietiereieriteeteeteesteesteesstesneesnteanseenseeseesseesssessseanseenseenseesseesssesnsesnsesnses 313
5.3.1. ON-ZOING MIGTALION ..eeuviiuiiiiiieieeieeseeeieete et esteesteesieeeateeeeeteesseesseesnsesaseenseenseesseesnees 316
5.3.2. TemMPOTArY MIGTATION ....eeuiieiieiieieeieesitestteeieeeteeteesteesteesseesnteenseenseeseenseesseesneesnsesnsens 318
5.3.3. Internal MIGTAtION ......cccuieiuieriieriieiie ettt ettt ettt et e st e st e eteesteesaeesnneenseennes 326
5.4. Russian Education — Basic Development Trends in 2000—2010 .........cccccevvieeiireiirecireneenne. 329
5.4.1. Russian Education within a Global ConteXt...........ccccerervieririenineniienenieneneeeeneeae 329
5.4.2. Russian Education Financing POLIiCY ........cccoecieriiriiiiiiiieieeecee e 331
5.4.3. Institutional Reforms in EQUCAtION ......c.ceouiriiiiniiniiriiniiieceeceeteeee e 336
5.5. The State of the Research and Innovation Sphere...........cocceoiviiiiininiininiiinecccceee, 340
5.5.1. The State of the ReSearch ..........ccccoeeviiriniiiiiii e 340
5.5.2. Measures on Promotion of Interaction with Representatives
0f the EXpat COMIMUIIIEY .....cc.eitiriiriiiienieiteteei ettt ettt 342
5.5.3. Plans on Reforming the Public Scientific SeCtor........ccccoverieriniiieninierireeciceee, 348
5.5.4. Businesses’ INNOVAtion ACHVILY .....ccceerierierieriieieecieesiterte ettt 349
5.5.5. Government Taking on Encouragement
of Corporate INNOVAtION ACHVIEY.....ccoiiirteriiiieiereetere ettt st 351
5.5.6. Support of Small-Sized Start-Ups .........ccecererierinirenere et 354
5.5.7. The Skolkovo Project as a Mini Model of the Innovation System...........cccccocevceennne. 357
5.5.8. The Government’s Plans on Shaping Efficient Science ..........ccoccecevinervenencencnenne. 362
Section 6. Institutional Problems ... 365
6.1. Public Sector and New Privatization POLICY .........cccceviniriininiiiininieeeeecceee 365
6.1.1. PUDIIC SECLOT SCOPE ...ttt sttt st ettt 365
6.1.2. Current National Privatization POLICY .........ccccoiriiiiniiiiniiiiiieeeecc e 373
6.1.3. Public Sector Structure and Key Economic AZents ..........cccceeeveeveneniencneenieneneens. 377
6.1.4. The Impact of the National Policy in the Field of Property
Management on the BUdGet..........cocuiiiiiiiiiiiiiiee et 384

6.1.5. A New Stage in Implementation of the National Policy
in the Field of Privatization of State-Owned Property: Basic

Priorities and Objects, Actions and RiSKS..........cccceviriiiiininiiiiniiiiceecees e 390
6.2. The 2006-2010 Corporate Law: Some Results and Novelties ........cccceeeveerenienencnienenne. 421
6.3. Land Use and Land Market in Russia: Situation,

Legal Framework, Problems and Outlook ..........ccccoeeoiiiiiiinininiininieicseeeceeeeeee e 435

6.3.1. Land Titles and Land Plots Turnover StrucCture.............ccceeeereereerieeiieesieeseeseeeee e 435

6.3.2. The Problems of Land Relations 1N RUSSIA.........ovvviiiiiiiiiiiiiiieiiiieeeeeeeeeeeeeeeeeeeeeeeeeeeeeeees 441



6.3.3. Federal and Regional Policy in the Sphere

of Land Relations: SOME SPECITICS .....eevieriiiriieiieiieeiieieeieeieeiee et ere e ste e e e seaeennes 445
6.3.4. Lease of State and Municipal Land..........cccoecveeeiieciiniienieieceeeee e 449
6.3.5. Legal Framework on Land Issues: 2007—2010.........cccceevvervueeviiesieeneenienrenresveeneennens 451
6.3.6. Outcomes and Key Areas of Land Relations Development............cccccvevivevvenivenennnnen. 455
6.4. Regulation of competition limiting concerted practices in 2008—2010 ...........ccceevverveennnnne. 461
6.5. The Russian Housing Market in 2010: Stagnation
and Beginning of the RECOVETY.......cccvviiiiiiiiiiieeieeeetese ettt s ee 471
6.5.1. Price Situation on the Secondary Housing Market...........ccccevvevierciencieeciieneeseenieeneen. 472
6.5.2. Activities in the residential housing Market ...........c.coccveveerierciricieeieereeeeee e 475
6.5.3. Dynamics of Commissioned Housing VOIUMES.........c...ccoecveeriierienieniieniieieeieeieeneenn 477
6.5.4. The Current Situation and the Prospect of Development
of Institutional Structure of Housing Development .............ccecverierienieenieecieeieeieeeeeseeen 479
6.5.5. The Prospects of Development of the Housing Market...........cccccevvvvevveneeneenvennenen. 482
6.5.6. Support of SMall-SiZed Start-UPS .......c.ccceveiireiieriieiierie e see e eneees 484
6.6. The Military Economy and Military Reform in Russia.........ccccoecveeiieciienienieniiiieeeeien, 492
6.6.1. The Army Recruitment Problem ...........ccecvevieriiniiiiieiecieeseeseese e 494
6.6.2. Problems of Design, Production and Supplies of Arms ..........ccecceevverciercieecrencieeieennen, 497
6.6.3. The Military-Fiscal Policy and the Problem of Openness...........ccccccevevvecvrecreecreenneennen. 500
6.6.4. Conclusions and Recommendations...........cecuerueriereriereneniereeeee et 511
6.7. The Year of 2010 — Completion of the Municipal Counter-Reform ............ccccccvevveriennnnns 512
6.7.1. Consolidated Administrations of the Municipal District
AN the DISIIICT COIMEET .....eueiiitieiieieieeete ettt ettt et b et s b et etesee et e sbeeeeenes 512
6.7.2. Renunciation of Direct Mayoral EIeCtions ............cccuevverierirnienieeieeseeseesee e 515
6.7.3. Modification of the Election SYStem.........cccccvveriiriiiiiiniieieereeseesie e 517
Annex 1. Specifics of Skolkovo Project Administration ..............cc.coocevviniiniiininncnninnen, 521

Annex 2. International assistance in tax issues between
the CIS countries, Common Economic Space and Framework
Agreements: analysis of existing agreements.....................cccceeeeiiiiiiiniie e 533

Annex 3. Mutual Assistance between the EU Countries
for Recovery of Claims Relating to Taxes: Recent Modifications ....................cccoeeeevenennnnn.. 536



Section 1. The Socio-Political Context

1.1. Economic policies in 2010: a quest for innovations’

1.1.1. The global economic crisis in 2010

While the end of 2009 and the beginning of 2010 was the time of optimistic expectations
and hopes that the global crisis would be soon overcome, early 2011 is characterized by re-
straint and a reluctant acceptance of the fact that economic difficulties may indeed last for a
relatively long period of time. In late 2009 the world gave a sigh of relief after having realized
that the worst had not happened and a global economic catastrophe had been avoided, that the
financial system had survived and economic growth rebounded, and unemployment had not
become disastrously rampant. There was then a widespread and increasingly growing hope
that the crisis would soon be over, and the stable positive dynamics of socio-economy devel-
opment typical of the previous decade would rapidly resume.

By contrast, our estimates were rather more moderate’. We affirmed that the crisis which
began in 2008 was a systemic one, and that it would be over after a structural transformation
of the world economy, including the formation of a new model of economy regulation and a
new model of world economic links and international currency relations. We predicted that
such a transformation would take a relatively long period of time, and involve the working-
out and materialization of economic development institutions and mechanisms. We expected
that this would be a time of instability and fluctuations that could be described as a turbulent
decade.

The year 2010 confirmed the correctness of our conclusion — with regard to both the world
economy and Russia. Economic growth has indeed rebounded, although its rate is now sig-
nificantly lower than it used to be before the crisis (with the exception of Germany). How-
ever, an end of a period of recession does not necessarily mean that a crisis is really a thing of
the past, because in the current case the onset of the crisis took place long before the begin-
ning of the recession. The economic growth achieved over the past year resulted, in the main,
from the governments’ efforts — that is, from a rise in budget expenditures. In the USA, the
policy of large-scale money injections is being pursued on an unprecedented scale, and the
vagueness of its medium- and long-term prospects has given rise to doubts as to the stability
of the global monetary system. Despite its recent revival, private demand has so far failed to
become the main locomotive of the economy, which also raises difficult questions about the
prospects of the macroeconomic stability of the world’s leading countries. However, the
situation on many developing markets is rather more optimistic; economic growth, rise in em-
ployment, and capital inflow are factors that have a cumulative positive effect there.

The financial crisis in a number of Eurozone countries entered an acute phase when Greece
and Iceland applied for international assistance (from the IMF and the EU). A number of

' The author wishes to express his sincere gratitude to O. V. Kochetkova, A. V. Moiseev and S. G. Sinelnikov-
Murylev for their considerable assistance in the preparing of this section of the review.

2 See Russian Economy in 2009: Trends and Outlooks. Moscow: IET, 2010; Mau V., Global nyi krizis: opyt
proshlogo i vyzovy budushchego [Global Crisis: The Experience of the Past and the Challenges of the Future] //
Ekonomicheskaia Politika (Economic Policies). 2009. No 4; Mau V., Ekonomicheskaia politika 2009 goda:
mezhdu krizisom i modernizatsiei [The Economic Policy of 2009: Between Crisis and Modernization] // Voprosy
Ekonomiki. 2010. No 2.



RUSSIAN ECONOMY IN 2010
trends and outlooks

other EU economies (Spain, Portugal, Italy) continue to be under threat, though, which casts
doubt on the prospects of the euro as a single European currency. From a macroeconomic
point of view, the current crisis in Europe has been increasingly resembling the 1980s crisis in
Latin America, when many countries of that region fell into the insolvency trap because of
their uncontrolled borrowing. Moreover, at that time the brink of bankruptcy was approached
not only by the borrower countries but also by their creditors — the largest American banks.
That crisis was eventually overcome through the systemic and interdetermined efforts of both
the borrowers and creditors, when the former took obligations to radically change their eco-
nomic policies, and the latter agreed to write off part of the debt (and sometimes a significant
part of it)".

The struggle against the crisis in developed countries has been carried on in two major di-
rections. The USA, as the owner of the main reserve currency and the ‘debt creator’ for the
rest of the world, chose the way of an unprecedently soft monetary policy by issuing dollars
to finance its state budget. In other words, the USA embarked on a policy which directly con-
tradicted its own traditional recommendations offered to countries hit by a financial crisis.
(However, it should be acknowledged that a country that issues a world reserve currency
could indeed afford, with considerable justification, to pursue some unorthodox budgetary
and monetary policies.) In fact, the USA continues to adhere to the high-demand policy by
stimulating expenditure on the part of both the state budget and households.

By contrast, European countries on the whole embarked on a policy of budget tightening.
This is typical of both the relatively stable Germany and the crisis-ridden Portugal or Greece.
Such policies include state budget expenditure cuts (and, correspondingly, budget deficit cuts)
and the simultaneous introduction of tax incentives for businesses. Thus, under this scenario,
the emphasis is shifted to supply-side economics.

It is now safe to say that 2010 marked the end of the first phase of the crisis (the phase of
preventing the economic collapse) and the beginning of the second phase — the phase of work-
ing out a new model of socio-economic development. On the completion of the first phase,
the world economy found itself to have been weakened and not yet renovated (7able ). The
leading countries and their institutions responsible for economic and monetary policies have
learned how to take coordinated anti-crisis actions. Now they are facing the task of jointly
working out a growth model focused on stable and sufficiently dynamic growth that would be
primarily based on private demand and not on state expenditures.

One of the major results of the year was the seemingly final repudiation of the illusion as
to the possibilities and prospects of state regulation of economy. The shock of the first phase
of the crisis made it popular to accuse the liberal economic model of being a vehicle of state
economic regulation and to call for a return to the ideology and practices of the Big State,
meaning active government interference in the management of national economies. It became
fashionable to juxtapose the vulgar interpretation of economic liberalism (neo-liberalism or
supply-side economics) and the newly revived vulgar interpretation of Keynesianism (de-
mand-side economics). However, it soon became clear that the crisis could be equally attrib-
uted to a lack of state regulation and the inability of the State to provide adequate economic
regulation. And it became clear that the crisis should be responded to not by increasing state

' For an interesting comparative analysis of the current crisis in a number of European countries and the Latin
American crisis of the 1980s, see: Rathbone J.P., Eurozone can learn grim Latin lessons // Financial Times.
2010. Dec. 22.
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interference in the economy (let alone in production), but by working out new instruments of
state regulation. Such instruments should be globally coordinated and primarily focused on
financial market regulation.

Growth rate of GDP volume (percentage change on previous year)

Table 1

For reference:

2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010*% 2010 as compared
to 2007
Russia 10.0 5.1 4.7 7.3 7.2 6.4 8.2 8.5 5.2 -7.9 3.8 0.6
USA 4.1 1.1 1.8 2.5 3.6 3.1 2.7 1.9 0.0 -2.6 2.7 0.0
Canada 52 1.8 29 1.9 3.1 3.0 2.8 22 0.5 -25 3.0 1.0
UK 3.9 2.5 2.1 2.8 3.0 22 2.8 2.7 0.1 -50 1.8 -34
France 4.1 1.8 1.1 1.1 2.3 2.0 2.4 2.3 0.1 -25 1.6 -09
Germany 3.5 1.4 0.0 -02 0.7 0.9 3.6 2.8 0.7 -4.7 35 -0.6
Greece 4.5 42 34 59 4.4 2.3 4.5 43 1.3 -23 -39 -49
Spain 5.0 3.6 2.7 3.1 33 3.6 4.0 3.6 0.9 -37 =02 -3.1
Japan 29 0.2 0.3 1.4 2.7 1.9 2.0 2.4 -1.2 -52 3.7 -29
Mexico 6.0 -09 0.1 1.4 4.0 32 49 33 L5 -6.6 5.0 -04
China 8.4 8.3 9.1 10.1 10.1 113 12.7 14.2 9.6 9.1 10.3 319
Euro area 4.0 1.9 0.9 0.8 1.9 1.8 3.1 2.8 0.3 -4.1 1.7 -2.1
Total OECD 4.2 1.2 1.7 2.0 32 2.8 3.1 2.7 0.3 -34 2.8 -03

* Preliminary estimate.
Source: OECD.

In order to resolve the difficult economic problems faced by the world (and first of all by
developed countries) it is necessary to introduce deep structural reforms, to overcome the dis-
balances accumulated in the world, and to develop a new growth model. 2010 was the year
when an active discourse on this new model was started on the global arena, and a special
term — New Normal — for defining the subject of that discourse was coined in the USA'.

Among the issues to be tackled are the ratios and relationships between Western and East-
ern economies (first of all, the USA and China) and between Northern and Southern ones (es-
pecially within the framework of the EU). If these issues are to be resolved, it is necessary to
rectify the world’s macroeconomic disbalances (and first of all those affecting the interna-
tional balance of payments).

An adequate model of global financial regulation should be developed, because it has now
become clear to everyone that the biggest threat to global stability comes from the financial
sphere. And it is equally apparent that, in conditions of globalization, financial flows cannot
be regulated exclusively under national jurisdictions.

The powerful social sectors of developed countries (including Russia) should be restruc-
tured, starting with their pension and health care systems that were established and took shape
in conditions of the Industrial Era. These system have proved to be inefficient in face of post-
industrial challenges (both demographic and purely economic ones).

' See Yudaeva K., New Normal dlia Rossii [A New Normal for Russia] // Ekonomicheskaia Politika [Economic
Policies]. 2010. No 6.
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A new international currency system should be formed, and it should be clearly understood
which currencies should play the role of world ones. Meanwhile, when resolving this issue, it
would be necessary to avoid currency wars and a currency-devaluation race — something that
very nearly happened in the autumn of 2010, when the world was teetering on the brink.

The to provide adequate solutions to all those problems will be a time-consuming process.
It must be admitted that more time will have to be spent on intellectual comprehension of the
adopted decisions and on mapping up some alternative action plans than on the actual deci-
sion-making. It is precisely these issues that will become the focal points during the new
phase of the crisis — the phase that began in 2010 and will continue throughout 2011.

1.1.2. Russia’s economic policy between crisis and modernization

In 2010, Russia in the main continued its economic policies pursued over the previous
year. However, this time the emphasis was made not on the bailing out of some individual
economic agents (enterprises or banks), but on the maintenance of general economic and so-
cial stability. Banks and firms began to repay their debts to the State. At the same time, there
was a resumption of growth in the size of external debt of big businesses (unlike the situation
observed in previous years, credits were predominantly drawn by non-financial enterprises).

Russia once again experienced economic growth, although its rate was much lower than in
2000 — 2010. As in the previous years, Russia’s growth rate was higher than in developed
countries but lower than in the other BRIC countries — China, India and Brazil. To be fair, the
severe slump at the peak of the crisis (9 % of GDP and almost 15 % in industry) made the is-
sue of economic recovery much more urgent than before. The task of making Russia one of
the five world leaders in GDP volume by the year 2020 also became much more difficult.

Below, we will focus our attention on the most grave problems that were influencing the
economic development of Russia during last year. Accordingly, these problems will necessar-
ily become the focal points of Russia’s economic policy both at present and in the nearest fu-
ture.

First. We are faced with a considerable aggravation of the financial (budgetary) situation.
After nearly a decade, Russia once again has to deal with budget deficit. After the 1989-98
financial crisis which culminated in the 1998 default, the RF Government started to treat
budgetary issues with extreme caution. As a result, it succeeded in achieving a balanced
budget. Among the factors conducive to this achievement, there was a steady rise in oil
prices. For some time, a balanced budget was the symbol of post-communist Russia and al-
most a rallying point for the new elite. By the time of the onset of the crisis, the intensive re-
payment of the external debt had made Russia one of the least indebted countries of the
world. Certainly, there existed certain political forces in Russia that insisted on an increase in
budget expenditures, but their political influence was negligible.

Now the situation has changed. The country experienced a budget deficit in 2009, but no
catastrophe took place. The elite understood that it could gain access to far greater profits than
those generated by advances in labor productivity and a favorable external market environ-
ment. As a result, there has emerged a paradoxical situation: we have a budget deficit despite
the average annual price of oil having climbed to almost 80 USD per barrel, while several
years ago, when oil was traded at 30 USD per barrel, the federal budget was implemented
with a surplus.

From a formal point of view, the situation by no means looks alarming. State debt levels
remain low, and the country has ample room for borrowing — both in rubles and foreign cur-
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rencies. In comparison with developed countries, Russia’s budget deficit of 3.5 — 4 % of
GDP is not very high. However, if we eliminate the rent component of the federal budget, the
budget deficit will stand at about 13 % of GDP. Which means that the country depends ex-
tremely heavily on the fluctuations of world prices for energy carriers — that is, on the factors
that are completely beyond Russia’s control.

The situation is quite comparable with that of the early 1980s. At that time, the Soviet sys-
tem seemed to be absolutely stable, and the USSR economy was slowly but steadily growing
(at an annual rate of 2 — 3 %). State debt levels were not high. Proceeds from the sale of en-
ergy carriers were spent on covering budget expenditures (first of all, military expenditures,
purchases of foodstuffs and consumer goods, and purchases of imported equipment for the
purposes of further development of the oil and gas sector). That model was considered to pos-
sess a long-term — if not altogether permanent — potential for stability, and in accordance with
their knowledge of the world’s historical experience with oil prices the Soviet authorities
were confident that the price of oil could only be on the rise. However, when oil prices dem-
onstrated a six-fold plunge, it took only five years for the cherished stability to turn into a
complete financial disaster. The same risks are still very real today. The only difference is
that, unlike in the early 1980s, we are now well aware of the fact that oil prices are capable of
moving in both directions.

Second. After the rate of inflation dropped in 2009 and in the first half of 2010, the CPI re-
sumed its growth and reached 8.8 % by the end of the year. In other words, Russia’s inflation
rate remains one of the highest in the G-20. It is comparable only with the rates of inflation in
India and Turkey (7able 2).

Table 2
Consumer Price Index, as a percentage of the previous year
2007 2008 2009 2010

Russia, according to OECD 9.0 14.1 11.7
Russia, according to Rosstat 11.9 133 8.8 8.8

G7 2.2 3. —0.1
Turkey 8.8 10.4 6.3 8.6
India 6.4 8.3 10.9

China 4.8 59 -0.7 4.6 (RBC)
Brazil 3.6 5.7 4.9 5.0
Spain 2.8 4.1 -03 1.8
Greece 29 4.2 1.2 4.7
USA 2.9 3.8 -04 1.6
UK 23 3.6 2.2 33
Canada 2.1 2.4 0.3

France 1.5 2.8 0.1 1.5

Sources: OECD, IMF, RBC, Rosstat.

To some extent, this is a absolutely natural process following a resumption of economic
growth. Although the dynamics of prices began to decelerate at the peak of the economic
slump, the Russian economy continued to be highly inflationary — the bottom point of the
slump saw the rate of annual inflation dropping to 8.8 %. As the recession abated, it was
from that lowest point that Russia’s inflation resumed its climb.

However, Russia’s inflation is also fed from two other — so to say, negative — sources. One
of them is the factor created by the drought and the extremely poor harvest of cereals, which
reflects on the whole index of agricultural production. The second source is the factor of
budgetary policy, because the current very strong rise in expenditure cannot but boost prices.
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The current wave of inflation has also had some monetary sources, for the budget deficit was
financed from the Reserve Fund and by foreign currency interventions during the capital-
inflow period at the beginning of the year. Some contributions to the rise in inflation also
came from the inflationary expectations inevitably produced by an expansionary budgetary
policy.

Given the current situation in Russia, a rise in inflation has created more problems for this
country than for its developed counterparts. In developed countries, inflation would have be-
come a factor (and indicator) of a rebound in production, and even the subsequent tightening
of monetary policy would have been limited to only a few percentage points. In Russia, infla-
tion must inevitably raise interest rates to double digits, thus creating a serious obstacle to
economic growth.

In this situation, it was only reasonable to expect that Russian firms would considerably
increase borrowing on external markets that offered cheaper loans. Such expectations indeed
proved to be well-substantiated. In 2010, foreign borrowing began to climb, especially on the
part of non-financial institutions (unlike in the pre-crisis period).

Third. Russia has been hit by massive capital outflow. In this respect, the situation in Rus-
sia is totally different from that existing in the other BRIC countries, because Brazil, India
and China are experiencing strong capital inflows. In both cases there emerges the issue of
advisability of restricting the freedom of capital movement, although the purposes of such re-
strictions would be diametrically opposed to each other — to reduce the impetus for capital
inflow for the purpose of lowering the level of volatility in one case (e.g., Brazil has already
introduced a Tobin tax), or to do this for the purpose of preventing a dangerous capital out-
flow in the other.

Capital outflow from Russia was taking place despite that fact that the Russian stock mar-
ket was one of fastest growing stock markets in the world. However, its small size (the inflow
of portfolio investments constitutes only a small part of capital flows), small depth and ex-
tremely high volatility (it can fluctuate many-fold) have made big international investors lose
interest in it. To make matters worse, the amount of direct investments registered last year
was negligibly small.

Apparently, the current capital outflow from Russia has several causes. One of the reasons
is the general uncertainty concerning the forthcoming Russian elections. Another reason is
persistently high corruption, when part of the funds spent by budgets of all levels of govern-
ment remains in the hands of ‘officials’ who prefer to transfer their loot to safer havens (as is
confirmed by the relatively small money transfers abroad typical of the past year). As far as
the latter tendency is concerned, it can be said that corruption is visibly evolving from being a
microeconomic phenomenon into a macroeconomic factor.

At the same time, the current account balance rapidly has been decreasing due to a consid-
erable rise in imports caused by a rise in the social expenditures of the budget. High effective
demand transforms into demand for cheap goods. Currently, Russia is importing most of such
goods. It has become clear that a 1999-like situation — when growth in nominal payments to
the population turns into growth in demand for domestically produced goods (import substitu-
tion) — can be possible only in the event of a radical devaluation of the national currency
(many-fold, as in 1998, and not by a few percent only (as it is done now))".

" In this regard, in November 2010 A. Uliukaev stated that, if the policies aimed at boosting social expenditures
were to be continued, this could result in the emergence of a structural deficit of the current account that would
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This brings us to the following general conclusion: last year has clearly demonstrated that
Russia is no longer the cheap country that it used to be in the 1990s and early 2000s. This ap-
plies to the value of assets, the value of goods, and the value of services. Both the crisis and
the relatively stable exchange rate of the ruble maintained in crisis conditions had a consider-
able impact on the risk/return ratio due to the persistence of high risks and a fall in profitabil-
ity, because other developing countries have proved to be more reliable than Russia, while
offering a comparable level of profitability. As regards the price/quality ratio, Russian domes-
tically produced consumer goods, as a rule, have also been failing to adequately compete with
imports. These circumstances have caused capital outflow from Russia, and so put a down-
ward pressure on the current account balance.

The fear of the current account balance becoming negative is not groundless. But such a
course of events is not inevitable, because the rise in demand for imports has resulted in
weakening of the ruble — which, in its turn, can become an import-restriction factor. This will
depend both on the actions of the monetary authorities and on the fiscal policy of Russia. The
Central Bank is capable of influencing the exchange rate of the ruble by gradually weakening
it in order to restrain the inflow of imports. It is true that such policies would be contrary to
the aim of inflation targeting, and so would once again prove that the issues of domestic pro-
duction remain more important for the Central Bank than those of the achievement of price
and currency stability.

The prospects for the balance of payments also depend on the character of Russia’s budg-
etary policy. Unrestrained budgetary expansion (especially in the part of social allocations)
can become a factor of steady demand for imports, and so lead to the emergence of a double
deficit (of both the budget and the current account balance).

Fourth. By the end of 2010, the situation on the labor market had become considerably
better than what was expected at the beginning of the year. By December 2010, the total
number of unemployed persons (calculated under the ILO methodology) had dropped by 0.7
million to 5.7 million, while the number of officially registered unemployed persons had
dropped by 183.1 thousand to 1.9 million. It can be said that the jobless recovery phenome-
non (which means that the growth in employment was abnormally weak during the recovery
given the growth in output) has failed to materialize in Russia. From the point of view of so-
cial and political stability, such a situation can only be greeted warmly. However, it has two
possible explanations which actually prevent us from assessing the recovery of the labor mar-
ket with unreserved enthusiasm.

Firstly, the phenomenon of jobless recovery is the reverse side and indicator of a structural
transformation of the economy. It means growth in structural unemployment, i.e., the emer-
gence of new jobs and a lack of persons qualified to fill these jobs. In other words, jobless
recovery is a mandatory factor of a comprehensive modernization of the economy which de-
termines its exit from a crisis. The absence of this phenomenon requires a specific discussion
of the issue of whether or not modernization is present at the exit phase of the crisis. A similar
effect on the economy can be produced by political pressure exerted on businesses and the
regions urging them to maximize employment.

Secondly, given the specific demographic situation in contemporary Russia, the fact that
the growth in employment is not lagging behind the recovery of the economy may be sugges-

be almost impossible to control through monitoring the ruble’s exchange rate. (See Gaidarovskie Chteniia [The
Gaidar Readings]. 13 October 2010. http://www.iet.ru/images/READINGS/ulukaev.pdf)
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tive of a higher rate of retirement, which would mean that unemployment in Russia drops not
only due to a rise in employment but also due to a reduction in the size of the potential work-
force (able-bodied persons of working age).

These two explanations do not contradict each other, and, most likely, both of them had
some practical influence on the course of events in 2010. Certainly, from the point of view of
social stability, such a course of events was useful. However, from the point of view of the
need to achieve the goals of modernization, the situation on the labor market has so far been
impervious to unambiguous interpretations.

Fifth. Russia has made several important steps towards international integration — both
along the lines of the Customs Union and the Common Economic Space initiatives, and also
with regard to the issues of Russia’s accession to the WTO. Considerable progress has been
achieved in both directions. And in both cases the top issues are not economic or technical,
but purely political ones. Will Russia become a member of the WTO, and will the institutes of
integration work in the post-Soviet space? The answers to these questions depend on the deci-
sions that are being made by the political leaders of the countries involved in the aforesaid
processes. For Russia, both processes are important instruments for the stimulation of compe-
tition between commodity producers and jurisdictions'.

In an attempt to combine anti-crisis measures with modernization, the Russian govern-
ment, in the past two years, began to introduce some new elements in its economic policy that
were considerably different from those typical of 2000-08.

First of all, it was a new macroeconomic reality — a stubborn budget deficit and persistent
growth in government borrowing. The rise of these phenomena was facilitated by the exis-
tence of huge reserves and a low level of state debt on the eve of the crisis.

Another political novelty (stemming from the previous one) was the government’s U-turn
towards heavier taxation. Throughout almost all of its post-communist history, since the im-
position of a fundamentally new tax system in 1992, Russia was only cutting taxes (unlike the
excises on carbohydrates, tobacco and alcoholic beverages). A number of decisive measures
designed to reduce taxes were implemented in 2000 — 2001. It should be taken into account
that one of the important — although not declared — reasons for reducing taxes was the gov-
ernment’s desire to set them at a level and under a model that could be truly administered by
the state — that is, to set the tax rates as close as possible to the effective level.

Now the trend has changed. Recently, there occurred a significant rise in social allocations
(first of all, those to the Pension Fund) and in taxes on carbohydrates. The fiscal logic of these
moves is sufficiently clear — with budget expenditure being increased it is practically inevita-
ble that taxes will go up as well. According to Russia’s minister of finance, tax increases
should be continued for the time being. However, it is also apparent that the imposition of
heavier taxes on labor de-stimulates structural modernization, because tax hikes are most
painful for labor-intensive industries, while raw-materials industries are less responsive to
them.

In a bid to mitigate the negative impact of the rise in taxes, the authorities have begun to
more actively resort to discrete (pinpointed) measures of economic policy. The most vivid ex-
ample of this trend is the establishment of the Skolkovo innovation zone, whose residents are
granted an unprecedented range of tax and administrative benefits — from a very low rate of

' For the competition of jurisdictions, see Shuvalov 1., Rossiia na puti modernizatsii (Russia on the Way to Mod-
ernization) // Ekonomicheskaia Politika. 2010. No 1.
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social contributions to the introduction of their own (detached from the general system) law-
enforcement, tax and customs bodies. In effect, the Skolkovo initiative is an effort to create a
center for innovation and growth administered in a manner befitting a contemporary post-
industrial society. This experiment is very important, because its outcome will have some far-
reaching consequences for the economic and social life of Russia.

In fact, the government has embarked on a course of singling out and selectively assisting
‘national champions’ — individual industries and sectors that, for one or other reason, are con-
sidered to be promising. Actually, this trend had begun well before the crisis, with the estab-
lishment of the State Nanotechnologies Corporation Rosnanotech, when the government came
to believe that nanotechnologies were the crucial determinant of scientific and technological
progress ‘that should be bolstered at all costs’'. Those initial steps were followed, already un-
der crisis conditions, by the creation of the Commission for Modernization and Technological
Development of Russia’s Economy headed by Dmitry Medvedev. At its very first meeting in
the autumn of 2009, the Commission singled out five priority areas for science and technol-
ogy development (energy effectiveness and energy saving, including development of new
types of fuel; space technologies, first of all in the field of telecommunications; medical tech-
nologies; strategic information technologies, including supercomputer and software develop-
ment). In March 2010, the Government Commission on High Technology and Innovation
was established under the chairmanship of Vladimir Putin. These two commissions were de-
signed to address general issues of innovative development and modernization, and to super-
vise the implementation of pinpointed projects — ‘national champions’.

The same logic can be applied to the recently initiated transformation of the model of spe-
cial economic zones (SEZ). Initially, SEZs were interpreted as the growth points established
by way of a competitive tendering process designed to define an optimum region for business
and innovation activities. On the contrary, the present trend is to establish special economic
zones ‘by decree’ — that is, to create them at a place considered to be feasible from the point
of view of forming one or other technological cluster. One of the examples of this approach is
the proposed Titanium Valley special economic zone in Sverdlovsk Oblast.

In late 2010, in order to compensate small businesses for the rise in social taxes, the
government, being well aware of the fact that some businesses would go into the shadow,
took the decision that for the next two years insurance contributions to the Pension Fund
should be reduced from 26 % to 18 % for small enterprises and individual entrepreneurs en-
gaged in production and rendering of social service to the population.

Finally, in 2010, the issue of privatization was again put on the front burner. The govern-
ment adopted a large-scale program of privatization that envisaged the sale of stakes in enter-
prises with minority shareholding by the State, as well as minority stakes in some of the big-
gest state-owned companies decisively controlled by the State, such as Rosneft, RZhD,
Rusgidro, Sberbank, VTB, and a number of other giants. Apparently, the objectives of this
privatization initiative are to attract strategic investors (and so to obtain investment resources
and improve corporate governance), and also to increase budget revenues. In the present cir-

' There were apparent similarities between that course and The Plan for the Electrification of Russia
(GOERLO). Decades ago, Lenin said that ‘Communism is Soviet power plus the electrification of the whole
country’. In other words, electrification, coupled with political stability, was perceived as a key factor of the
political and economic breakthrough that was being attempted by a country recovering from a revolution.
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cumstances, the former objective should be regarded as a crucial one, although only time will
show whether or not it can actually be achieved in practice'.

1.1.3. A quest for a new growth model

One of the illusions usually cherished at the beginning of a structural crisis is the expecta-
tion that the good old days will return — that the turmoil will be overcome and the old growth
model will be restored. Such a strategy is erroneous, though. A crisis like the present one ne-
cessitates the formation of a new model of economic development. Only after this require-
ment has been met, a recovery from crisis can begin. At the stage of exiting the crisis, the ad-
vantage will be on the side of the countries capable of building that model and then most
consistently and resolutely implementing it in practice. So, the specific role of a structural cri-
sis is t o stimulate the building of a new growth model and to provide individual countries
with the chance to achieve a breakthrough in their development.

At present, Russia has to make a choice between two alternative strategies of socio-
economic development. This choice must be made by the country’s political elite in the near-
est future.

The first strategy envisages the development of the existing growth model and its adapta-
tion to challenges as they come. Under this arrangement, the State represents the main source
of growth — in the triple role of the provider of key financial resources, the neutralizer of mar-
ket anarchy, and the holder of the key institutions that are necessary for economic growth.
The State designates priorities and concentrates the political and economic resources that are
necessary for achieving them, builds the financial system on the basis of state-owned banks
and exchanges, and directly manages key production companies (controls the ‘commanding
heights”). Under this system, state demand not only for goods and services but also for institu-
tions turns out to be system-forming. Household demand for goods and services also depends
to a great extent on the State.

The second strategy envisages a rise in the importance of private sources of growth (pri-
vate firms and households). They should gradually squeeze the State out of the business
sphere. The State should create maximally favorable conditions for the functioning of private
economic agents, and stimulate their interest in development, i.e., stimulate the supply of
goods and services.

This dichotomy is well known, for it is frequently encountered in economic history and
economic history. It had emerged long before the current global crisis. The choice between
demand-side economics and supply-side economics forms the basis of the century-long dis-
cursive contest between the Keynesian and neoclassical models of economic growth.

This issue is even more pressing in developing countries (or in the countries pursuing
catch-up modernization). In his analysis of the developmental experiences of Germany and
Russia in the late 19" and early 200 centuries, Alexander Gerschenkron has shown that, in

" In principle, privatization can pursue three goals: political, economic and fiscal. The first goal consists in
strengthening the existing political regime through widening its social base. The second consists in attracting
efficient owners and in improving the quality of economic growth. The third consists in increasing state budget
revenues. In the situation of the 1990s, just as it happened in every major revolution of the past, the first goal
was absolutely predominant. In conditions of political stability, the economic goal comes to the fore, although
the other two goals also play their part, being quite congruent with each other. (For mare details, see Mau V.
Ekonomika i revoliutsiia: uroki istorii [Economics and Revolution: Lessons from History] // Voprosy Eko-
nomiki. 2001. No 1.
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conditions of catching-up development, the State should take upon itself the responsibility to
compensate for market uncertainty, and especially for the weakness of the nascent market in-
stitutions'. However, the subsequent course of events has indicated that such an excessive
state interference in economic matters can cost society dearly — both in economic and political
terms. The Big State ossifies and, at some point, becomes an obstacle to modern economic
growth. The overcoming of this obstacle always requires a large expenditure of resources and,
sometimes, a heavy loss of life.

The existing growth model — demand-side economics

The major elements of this model are as follows: the high levels of social and political sta-
bility as the key aim of the government; the continually growing prices for hydrocarbons;
budget expenditure growth as the principal source of demand; a gradual increase in taxation;
the continuing existence of a potential for inflation; the increasing role of narrowly targeted
decisions, and the reluctance to set up the ‘rules of the game’.

The existing growth model which emerged in the 2000s is based on the presence of signifi-
cant, cheap and untapped financial resources that owe their existence not to labor productivity
growth but to a favorable external market situation. In fact, Russia has had a version of this
model since the 1970s, and its popularity is almost as high as it was in the first decade of its
existence. The rapidly rising expenditures of the state budget make it necessary for Russia to
further accelerate the climb in prices for energy resources in order not to end up with a mas-
sive budget deficit.

Under the existing model, the State is the most important source of demand. The major
part of demand is coming from the medium and low-income strata of the population (pension-
ers, unemployed persons, civil servants, military personnel, and workers of state corpora-
tions). An important role is played by the funding of the power structures in the part of arms
purchases and the upkeep of military personnel. (However, in this regard, 2010 was a water-
shed year for Russia, given the Russian military’s announcement of big military purchases
from NATO countries.)

Another important sphere of state-generated demand is investments in infrastructure. How-
ever, being well aware of the high levels of corruption in this sector, the government has be-
come much more circumspect about investing in infrastructure than in the social sphere.

It is not easy for a government to decide whether the priority for investment should be in-
frastructure or the social sphere. Social expenditures are oriented to a more competitive mar-
ket, and they are really capable of generating a rise in consumption. The infrastructure sectors
are more heavily monopolized, and investments therein result in a rise in prices (or tariffs)
rather than in a rise in demand for the relevant goods and services.

At the same time, social expenditures considerably boost inflation and increase demand for
cheap imports. The experiences of the past few years indicate that a rise in demand for cheap
commodities and services is satisfied not by the domestic producer but through imports from
cheap labor countries (first of all, from Asia)®. This circumstance considerably reduces the
potential impetus of budget expenditures.

" Gerschenkron A. Economic Backwardness in Historical Perspective: A Book of Essays. Cambridge, Mass.:
The Belknap Press of Harvard University Press, 1962.

% According to Aleksey Vedev’s estimates, 75 % of growth in domestic demand resulted in inflation and a rise in
imports, and only 25 % stimulated domestic output. (A. Vedev et al., Na puti k deshevym den’gam [On the Way
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To a certain extent, this demand could be compensated for by means of exchange-rate pol-
icy, that is, by restraining the process of the ruble’s strengthening. However, the monetary
authorities have a very narrow scope for action in this direction, especially given the current
high level of prices for hydrocarbons.

Yet another problem associated with social expenditures is their irreversibility. Once social
obligations have been assumed, they can be safely repudiated only in conditions of a severe
political and economic crisis. The insufficiency of budget revenues will not be accepted as an
excuse by the population. from this point of view, expenditures on infrastructure are much
more politicized, and therefore are easier to give up.

Under this model, the priority of social stability will prompt the government to pursue con-
servative policies in the labor market — the policies aimed at preventing the release of excess
workers, and therefore obstructing structural innovation. To be condoned by the authorities,
the release of excessive labor should be done very cautiously and under the control of the
State. This approach can be very fruitful, as is exemplified by the 2010 experience of Av-
toVAZ. However, this example cannot be replicated on a massive scale.

If structural reforms are abandoned, the maintenance of macroeconomic and social stabil-
ity will require a steady rise in taxation — that is, a revision of the policies pursued in the past
15 years.

Finally, an economy based on state-generated demand is, in principle, more prone to the
preservation and protection of monopolies. In response, the monopolies will indeed ensure
economic and political stability, but at a price. The price will be a lower quality of goods and
services, and a higher rate of inflation.

The predominance of state-generated demand will lower the need of economic agents in
bringing down the inflation rate, because state investments will then become more important
than private investments — but it is the private investor who is more interested in the inflation
rate being lower as a stimulus for bringing down interest rates.

Apparently, the State will increase the pinpointedness of its decisions by creating incen-
tives for some categories of investors and producers that will compensate them for tax hikes,
high interest rates and high administrative barriers.

Growth for the sake of structural modernization — supply-side economics

Modernization should put the main emphasis on the quality of growth rather than on its
rate. This approach necessitates the creation of a new growth model based on stimulation of
the supply of goods and services, i.e., on ensuring adequate conditions for successful func-
tioning and development of economic agents.

This model has the following three major elements.

Firstly, a steady decrease (instead of an increase) in the budget burden as a percentage of
GDP, i.e., a decrease in both budget expenditure and taxes. Practically all successful exam-
ples of catch-up development in the post-industrial world took place in countries with budget
loads that were smaller than those in the most advanced countries. (This is the principal dif-
ference between contemporary catch-up development and catch-up development in the indus-
trial epoch of the 19™ and 20™ centuries. It is especially important to prevent a rise in taxes on
labor: instead, such taxes should be gradually reduced;

to Cheap Money]. Tsentr strategicheskikh issledovanii Banka Moskvy [The Center for Strategic Research of the
Bank of Moscow]. 2010. June.).
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secondly, the restoration of the macroeconomic balance, i.e., the budget deficit decreases,
while budget expenditures become more rational and efficient;

thirdly, currency policy should be investment friendly. This means that the ruble should be
transformed, step by step, into a regional reserve currency. As the efficiency of domestic out-
put stimulation by means of restraining the strengthening of the national currency considera-
bly decreases, it is necessary to start inflation targeting, which will make it possible to keep
interest rates at a level acceptable to investors;

fourthly, maintenance of economic openness as the most important condition for stimulat-
ing domestic competition, development of the Customs Union and the common economic
space, accession to the WTO and the OECD, and, later on, movement toward the creation of a
common economic space with the EU that can be considered to be a strategic goal of the
country’s external economic policy. All this does not exclude the implementation of measures
designed to boost non-primary exports on a day-to-day basis;

fifthly, neutralization of opportunistic incomes, which means a return to the initial ideo-
logical and practical design of the Stabilization Fund which was formed in order to accumu-
late revenues from the sale of hydrocarbons at a time when their price exceeded the cut-off
price set for a number of years;

sixthly, a profound reformation of every branch of the social sector, first of all the pension
and medical care systems, which should be brought into line with the demographic and finan-
cial realities of the post-industrial time; strengthening of the private and individual principles
of the functioning of these branches, and bringing their development to conformity with the
formation of sources of long-term investments;

seventhly, a consistent implementation of privatization with the emphasis being put not on
fiscal tasks but on social and political objectives, such as the formation of a broad stratum of
non-oligarchic owners of means of production (medium-sized and big businesses), the forma-
tion of a middle stratum, and the attraction of strategic investors. This type of privatization
would generate demand for modernization, macro-economic resurgence and the above-
mentioned structural reforms. (This is exactly what happened in the 1990s, when the begin-
ning of privatization opened the way for macroeconomic and political stabilization.)

Of course, the above conclusions are not meant to minimize the importance of reforms in
the political and law-enforcement spheres, which are designed to protect property rights, de-
velop competition, and overcome corruption, i.e., to provide solutions to the acute problems
that have been so widely discussed in recent years.

1.1.4. The key challenge: structural modernization
in conditions of a rent-based economy

Figures for 2010 indicate that the resurgence of economic growth has failed to become
synonymous with an exit from the economic crisis. The economic situation remains unstable
and highly dependent on state-generated demand. The necessity to maintain a high level of
expenditure despite the impossibility of a significant increase in taxes suggests a rise in bor-
rowing as the only possible solution. In its turn, borrowing creates a number of immediate and
long-term problems for the governments of all countries, because all those debts will have to
be repaid. Moreover, their repayment will become a major drain on the state budget for years
to come.

The governments of the leading countries of the world are faced with a hard choice, which
is of a fundamental importance for the prospects of global economic development. They are
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to chose between the tightening of budgetary policy and the continuation of budget incen-
tives. The first approach will conduce to macroeconomic resurgence in the future, but can
cause recession in the immediate term. That will be very unpleasant, both in economic and
political terms, and can threaten the ruling parties with the loss of their mandate. The second
approach will maintain the current level of economic growth. However, it is fraught with the
danger of the emergence of some serious problems that will take at least a decade to over-
come.

Both approaches are based on the experiences of the previous two great crises. An attempt
to tighten budgetary policy in the mid-1930s resulted in the resurgence of a recession, which
was brought to an end only by the Second World War. On the other hand, an attempt at
growth stimulation in the 1970s caused a fall into the trap of stagflation, which the economy
was able to disentangle itself from no sooner than the early 1980s — after passing once again
through a deep recession.

The austerity vs stimulus discussion among economists and politicians is gaining momen-
tum. Not surprisingly, both parties are actively appealing to the memory of John Maynard
Keynes who, indeed, put forth the idea of economic stimulus but never recommended that it
be used on a scale as massive as that in the 1970s, when Richard Nixon declared himself a
‘Keynesian’ and pursued state intervention policies under the guise of Keynesianism.

Given all the importance of this discussion, it fails to precisely reflect the essence of the
current problem. Its main shortcoming is the discussants’ attempt to find a solution in the old
logic of business as usual, i.e., an attempt to revive the pre-crisis rules of the game and to
blissfully continue pre-crisis economic policies. For them, the only question is in funding the
best way to weather the current storm by sacrificing either growth or financial stability.

In essence, this polemic replicates on a national level the logic of the behavior of large en-
terprises — you should bide time, receive and restructure credits, and then it will be business
as usual.

The key problem of such an approach is the actual abandonment of the modernization
component of anti-crisis policy. Waiting for growth to recover on the micro or macro level
makes governments prone to maximally safeguard stability and to condone nothing that could
undermine their electoral prospects.

However, the problem is much deeper than that. A systemic crisis always has a strong
modernization component. The crisis — or, better to say, the process of its overcoming — im-
plies the potential achievement of new levels of competitiveness and promises some new eco-
nomic and technological solutions.

The overcoming of a crisis does not reflect on growth figures, like its beginning did not co-
incide with the beginning of recession. The case in point is the emergence of a new quality of
growth, a new growth model, and a new model of socio-economic regulation, this time appar-
ently on a global scale. To achieve these ends, governments should pursue a conservative
budgetary policy that would stimulate innovation instead of helping traditional enterprises to
preserve their market share and profits.

In other words, the choice between austerity and stimulus is not reduced to the question of
whether preference should be given to an expansionist or conservative budgetary policy. The
case in point is what signal should be sent to economic agents — to remain as they are, or to
modernize. However socially and politically problematic they might be, tough budget con-
straints create conditions for innovation, while soft budget constraints that can mitigate many
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current problems will lead to a severe structural crisis in the future. In the mid-1980s, the So-
viet Union gave preference to stimuli, and the consequences of that choice are well known.

In contemporary Russia, the situation is aggravated by the country’s half-century-long de-
pendence on the inflow of cheap money. Resource dependence is extremely dangerous, be-
cause it leads to a gradual degradation of social (political and economic) institutions and the
education system, thus creating barriers to modernization. This resource dependence is quan-
titatively different from the raw-material character of the Russian economy of bygone days,
when agricultural products accounted for the lion’s share of Russia’s exports. The core issue
of how this dependence can be neutralized — thus stimulating demand for modernization —
must clearly become the focal point of the ongoing political and economic discourse.
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Section 2. Monetary-Credit
and Budgetary Spheres

2.1. The Monetary and Credit Policy

A major trend in the monetary and credit sphere of the Russian Federation in 2010 was the
cutting-down of support to anti-crisis Russian financial system by the Bank of Russia in the
course of the gradual recovery of the Russian economy. Herewith, the resumption of mone-
tary supply growth by monetizing the total balance of payments, as well as a significant nega-
tive shock of aggregate supply in summer (as a result of the drought) again caused an accel-
eration of inflation in autumn. Reduced dependence of the banks of the RF Central Bank and
the sustained net flow of currency to the country once again bring the Bank of Russia at a
choice between reducing inflation and managing the exchange rate. At the same time, repre-
sentatives of the Central Bank of Russia declare the inflation reduction as their priority goal.

2.1.1. The Monetary Market

During 2010, there was again observed a substantial increase in the RF international re-
serves (Fig. 1). The main factor of growth were relatively high prices for Russia main ex-
ports, primarily oil, gas and metals. Furthermore, the reduction for the year Euro against the
USD in the global currency markets brought about a decline in the dollar value of the reserves
denominated in Euro. As a result, there was a trade surplus of the Russian Federation, and the
national international reserves were growing, as the Bank of Russia bought foreign currency
to slow down the growth of the nominal exchange rate.

By the end of the volume of international reserves amounted to 479.4 billion dollars, while
at the beginning of the year they accounted for 439.5 billion dollars, i.e., during the year re-
serves grew by 9.1%. The volume of the RF international reserves remains sufficiently large
by international standards: they are in the third place in the world in absolute value after the
reserves of China and Japan. However, the experience of winter 2008/2009 showed that the
sharp deterioration in external economic conditions and massive capital outflows, even such
large reserves can be quickly spent in case of maintenance of the RF Central Bank rate. In ad-
dition, the rapid growth of imports, while maintaining net capital outflows from Russia
caused by the persistence of high economic and political risks of investments in Russia, as
well as the need to service a large external debt, reducing the supply of currency in Russia.
Therefore, with the stable energy prices in 2011, international reserves will probably grow
more slowly than in 2010.
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Fig. 1. The Dynamics of the Monetary Base and Foreign Reserves
in 2000-2010

As one can see from Fig. I, after the crisis, the monetary base was growing at progressive
rate as compared to international reserves. An important source of monetary supply growth in
2010, in addition to the operations of the Central Bank of Russia in the foreign exchange mar-
ket was the use of the Reserve Fund to finance the budget deficit. During 2010, the accounts
of the Ministry of Finance of Russia declined by 1.7 trillion rubles. In fact, the monetization
of fiscal deficits causes expansion of monetary supply to Russia

Herewith, the constraint of the growth of the monetary base at the beginning of the year
was the reduction of the net debt of credit institutions to the RF Central Bank (see Table. 1
and Fig. 2). However, already in summer of 2010 credit to the banks on the part of the RF
Central Bank has been reduced to the pre-crisis level and further had no significant effect on
the balance sheet of monetary regulation. Therefore, in case of continued balance of payments

and budget deficit of 2011, one can expect a significantly higher rate of growth of money sup-
ply, which increases the risk of inflation.
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Table 1
Bank of Russia Balance, 2009-2010
01.01.2009 01.01.2010 01.12.2010
% assets/ % assets/ % assets/
RUR. bn. liabilities RUR. bn. liabilities RUR. bn. liabilities

Funds placed with non-residents and 12091.1 71.3 12383.3 80.3 13752.2 85.8
foreign issuers’ securities
Credits and deposits 3871.3 22.8 1705.8 11.1 551.4 34
Precious metals 450.3 2.7 764.6 5.0 1172.0 7.3
Securities 441 2.6 465.9 3.0 446.6 2.8
Other assets 110 0.6 100.3 0.7 105.1 0.7
Assets, total 16963.7 100 15420 100 16027 100
Cash in circulation 4378.2 25.8 4629.9 30 5153.0 322
Cash on accounts with the Bank of 10237.6 60.4 7979.7 51.7 6978.7 43.5
Russia

Including the government of Russia 7093.9 41.8 4980.2 323 44342 27.7

Those of resident-credit institutions 2010.1 11.8 1731.3 11.2 934.2 5.8
Cash in settlements 16.1 0.1 8.4 0.1 44.8 0.3
Securities issued 12.5 0.1 283.1 1.8 870.8 5.4
Other liabilities 319.2 1.9 168.3 1.1 818.8 5.1
Capita 1902.4 11.2 2099.1 13.6 2161.1 135
Profit by the reported year 97.8 0.6 251.4 1.6 0 0.0
Profit by the reported year 16963.7 100 15420 100 16027.3 100

Source: the Bank of Russia.
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Fig. 2. Debts of credit institutions under the loans
of the Bank of Russia in 2009-2010."

' "Other" credits include loans secured by the Bank of Russia under promissory notes, rights of claim under loan
agreements with organizations or guarantees of credit institutions.
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Dynamics of the assets of the Central Bank of Russia has led to the expansion of the mone-
tary base during 2010 the monetary base (in wide terms') increased by 1.7 trillion rubles - up
to 8.2 trillion rubles (26.6%) (Table 2). Recall that in 2009, this figure rose by 15.9%. Cash in
circulation, with the account of credit institutions’ cash balances accounted on January 1,
2011 amounted to 5.8 trillion rubles (25.1% as compared with January 1, 2010), the corre-
spondent accounts of credit institutions with the Bank of Russia - 1 trillion rubles (10.5%),
compulsory reserves - 188 billion rubles (+24.4%), deposits of credit institutions with the
Bank of Russia - 633.2 billion rubles (+24.4%), the value of Bank of Russia bonds with credit
institutions - 588.9 billion rubles (grown in 2010 by 2.1 times).

Table 2
The Dynamic of the Monetary Base in Broad Terms in 2010 (RUR. Bn.)

01.01.2010 01.04.2010 01.07.2010 01.10.2010 01.01.2011

Monetary base (in broad terms) 6467.3 6363.90 7195.00 7 126.00 8190.3
Including:

Cash in circulation, with account of credit organiza- 4622.9 4411.20 4 828.10 5024.50 5785.2
tions’ cash balances

Credit organizations’ corresponding accounts with 900.3 579.5 603.6 590 994.7
the Bank of Russia

Compulsory reserves 151.4 167.7 175.5 182.2 188.4
Credit organizations’ deposits with the Bank of 509 469.6 637 519.4 633.2
Russia

The bonds of the Bank of Russia held by credit 283.7 735.9 950.8 810 588.9

organizations

Source: the Bank of Russia

Monetary supply M2 in national terms has increased over the 2010 by 28.5% and
amounted on January 1, 2011 to RUR 20173.5 bn or 45.3% of GDP (on January 1, 2010
monetary aggregate M, amounted to RUR15,697.7 billion (40.5% of GDP). Consequently, in
2010, the monetization of the Russian GDP was growing due to a rapid increase in the mone-
tary base and expanded lending to the economy from commercial banks. In the conditions of
high uncertainty about the RF future prospects of economic development, the monetary
growth in the medium term will be largely determined by foreign economic situation, as well
as the volume of the budget deficit, on the one hand, and speed economic recovery and credit
activity of the banking sector on the other hand.

2.1.2. Inflationary Processes

One of the important consequences of the 2008-2009 economic crisis for the Russian
economy as a significant slowdown of inflation due to the decline in aggregate demand and
due to the reduced monetary supply (within September 2008 - February 2009 M, monetary
supply decreased by 17.3%). In the first half of 2010 inflation continued to reduce, but in the

! According to the RF Central Bank methodology, the monetary base in wide terms characterizes the Bank of
Russia’s monetary and credit liabilities denominated in the national currency, which determine growth in money
supply. The monetary base in wide terms comprises cash the RF Central Bank issued in circulation (with ac-
count of credit institutions’ cash balances), balances of the compulsory reserves accounts which credit organiza-
tions deposit with the Bank of Russia, monies on correspondent accounts (including averaged balances of com-
pulsory reserves) and deposit accounts the credit organizations have with the Bank of Russia, their investments
in the Bank of Russia’s bonds, backup funds by forex transactions deposited with the RF Central Bank, as well
as the Bank of Russia’s other liabilities bywith respect to operations with credit organizations in the currency of
the Russian Federation.
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beginning of the year conditions were created for the acceleration of inflation in the form of
rapid monetary supply growth (see previous section) (Fig. 3). A drought, which hit Russia in
summer of 2010, has made practically inevitable the acceleration of inflation in autumn. Let
us consider inflation in 2010 in more detail.
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Fig. 3. The Dynamics of CPI of the RF in 2009-2010

In January - December 2010 food prices grew on average across the country by 12.9%
(versus 6.1% in 2009) (Table 3). The main contribution to the growth of food prices has made
a rise in cereals and beans (+58.8%)), fruit and vegetables (+45.6%), sunflower oil (+ 27.6%),
butter (+23.3%) and sugar (+22.5%). The rapid increase in food prices has made the most sig-
nificant contribution to the CPI growth in 2010. Prices for commercial services have grown in
2010 by 8.1% (against 11.6% in 2009). During January - December the utmost growth in
prices were observed in housing and utilities (+13%) for passenger transport services
(+8.7%), services of cultural organizations (+8.6%) for medical services (+8. 4%). Non-food
products have increased in price in 2010 by 5% on average (against 9.7% in 2009). During
the year the utmost growth took place in the price of tobacco products (+19.5%) for knitwear
(+7.8%), clothing and underwear (+7.1%) and motor gasoline (+6.5%) . The rate of increase
basic consumer price index for 2010 made 6.6% (against 8.3% for the same period of the last
year). Therefore, the main factors of inflation dynamics in 2010 were the effect of a low base
in 2009, on the one hand' and monetary supply growth against the background of a slow re-
covery of economic activity and aggregate supply shock in the summer - on the other hand.

From the Table 3 one can see that the major component of inflation in 2007-2010 was the
growth in food prices, the expenses for which are the substantial share of household expendi-
tures. At the same time, in 2010 food expenses growth was twice faster than in 2009. The

"In early 2009 accelerated inflation was recorded in Russia.
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main reason for this was the summer drought. Such a conclusion can be drawn basing on the
fact that a significant acceleration of growth in food prices began in the fall, while the growth
in price was faster for the products, affected by the drought. At the same time, we would like
to note that the rapid rise in food prices in 2010 took place all over in the world, but the CPI
in the most developed countries remained at a low level. This may indicate either the great
possibilities of Russian companies to raise prices due to low competition, and the effects of
faster growth in monetary supply in late 2009 - early 2010, as well as the mature high infla-
tionary expectations.

In the sector of commercial services sector one should note the continued growth in prices
for housing services. At the same time, in 2010 housing services rose much less than in 2009,
whereas in 2008-2009 accelerated pace of appreciation of service were observed. A further
slowdown in price increases for housing and communal services in view of the alignment of
their prices for population and industrial enterprises, as well as reducing the level of subsidy
rates for utility services from the state will decrease the contribution of higher prices of hous-
ing services in inflationary pressures.

Non-food products in 2010 rose in price more slowly. Herewith, a rapid increase in to-
bacco prices was due to primarily an increase excise taxes on them, and the price for knit-
wear, clothing and underwear - rise in price for cotton due to low yield.

Table 3
The Annual Price Rise Rates for Some Kinds of Goods and Services
in 2007-2010 (as% December/ to December of the preceding year)
2007 2008 2009 2010 2007-2010
CPI 11.9 13.3 8.8 8.8 50.1
Food stuffs 15.6 16.5 6.1 12.9 61.3
Grits and beans 24.7 25.8 -2.5 58.8 142.9
Butter 40.3 10.5 7.9 23.3 106.3
Sunflower- oil 523 22.1 -19.8 27.6 90.3
Pasta 23.6 33.8 1.6 4.7 75.9
Milk and dairy products 304 12.2 2.3 16.7 74.7
Bread and bakery 224 25.9 24 7.6 69.8
Meat and poultry 8.4 222 5.0 5.3 46.5
Fish and seafood 9.0 15.1 10.6 4.8 45.4
Non-food goods 6.5 8.0 9.7 5.0 325
Construction materials 16.2 11.3 2.1 4.6 38.1
Gasoline 8.5 1.2 8.0 6.5 26.3
Services 13.3 15.9 11.6 8.1 58.4
Housing and utilities 14.0 16.4 19.6 13.0 79.3
Preschool education services 11.8 20.7 16.2 7.7 68.9
Sanatorium and rehabilitation services 15.6 21.2 9.5 54 61.7
Passenger transportation services 13.6 22.5 6.5 8.7 61.1
Cultural institutions’ services 14.5 15.5 11.3 8.6 59.8

Source: Russian Statistical Service.

In conclusion, let us compare the consumer price rise rates in the RF with those in other
CIS Countries (Table 4).
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Table 4
Consumer Price Indices in the CIS Countries in 2000—-2010, %
versus Relevant Period of Preceding year

2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010*

Azerbaijan 2 2 3 2 7 10 8 17 21 1 5,2
Armenia -1 3 1 5 7 1 3 4 9 3 7,8
Belarus 169 61 43 28 18 10 7 8 15 13 7
Kazakhstan 13 8 6 6 7 8 9 11 17 7 7
Kyrgyzstan 19 7 2 3 4 4 6 10 25 7 4,9
Moldova 31 10 5 12 12 12 13 12 13 0 7.2
Russia 20 22 16 14 11 13 10 9 14 12 6.4
Tajikistan 24 37 10 17 7 8 12 21 20 6 56
Ukraine 28 12 1 5 9 14 9 13 25 16 9,3

*Data for January-September.
Source: The CIS Intergovernmental Statistics Committee (http://www.cisstat.org/).

Inflationary processes in the CIS countries in the recovery period after the economic crisis
were determined mainly by two groups of factors. On the one hand, in many countries, the
crisis led to depreciation of the national currency, which in early 2009 contributed to higher
prices by raising import prices and inflationary expectations. In early 2010, there was an ef-
fect of a low base, stimulated some moderation in inflation. In addition, economic recovery in
the most CIS countries is still rather slow, which imposes constraints on inflation from aggre-
gate demand.

On the other hand, in 2009-2010 the monetary supply was growing. In addition, the re-
sumption of increasing consumer demand also increases the inflationary pressure. As a result,
the combination of the above factors determines the rate of price growth in the CIS countries.

In the Russian context recovery in prices for the Russian main export goods (despite the
outflow of private capital), a negative supply shock, as well as financing the budget deficit at
the expense of the Reserve Fund have caused inflation in the second half of the year. Due to
the low inflation in the first half of 2010, in general, CPI remained at the level of 2009 How-
ever, in case of continuation of these trends, inflation up to 2011 may not show further de-
crease and remain at 8-9%.

2.1.3. The State of the Balance of Payments' and Foreign
Currency Market

Balance of payments stability of the Russian Federation in 2010 was ensured at the ex-
pense of exports, especially fuel and energy complex products. Global economic recovery af-
ter the crisis, as well as the preservation of mitigated monetary and credit policy in the US
and the EU have inspired growth in commodity prices, resulting in the growth of fuel and en-
ergy exports from Russia by the year-end by 32% as compared with the previous year. At the
same time, the outflow of capital from the country within the year was much greater than ex-
pected by the Government and the Bank of Russia, which reflects the high risks of investing
in the Russian economy. In view of combination of the above factors, the balance of pay-
ments appears to be quite stable, but in the medium term such stability of the balance of pay-
ments would be in danger as a result of the rapid growth of imports in Russia compared to

' The analysis of the balance of payments was conducted on the basis of the RF Central Bank’s preliminary
data:http://cbr.ru/statistics/credit_statistics/print.asp?file=bal of payments_est.htm
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exports from the country, and continued growth of the balance of account deficit of operations
with capital and financial instruments.

According to the published by the Bank of Russia preliminary assessment of the balance of
payments of the Russian Federation in 2010, positive current account balance amounted to
72.6 billion dollars, i.e., increased by 47,1% as compared with 2009 (7able 5). Herewith,
trade balance surplus grew by 33.7% (from 111.6 billion to 149.2 billion dollars), while ex-
ports of goods increased by 31.2% (from 303.4 billion to 398 billion US dollars), and imports
of goods increased by 29.7% (from 191.8 billion to 248.8 billion dollars). The share of ex-
ports of oil and natural gas amounted to 63.3% in the total value of exports, having increased
by 0.4 percentage points as compared with 2009 (Fig. 4). Therefore, as in previous years, the
main factor determining the scope of the balance of current account, was the balance of trade,
which, in turn, largely depends on the changes of energy prices and other major Russian ex-
port commodities in the global markets. The data presented in Fig. 5, shows that the relation-
ship between oil prices and the trade balance of Russia, observed in 2002-2009, was demon-
strated within 2010 as well.
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Fig. 4. The Dynamics of Commodities Export and the Share of Fuel
and Energy Complex Products in 1999-2010

Deficit in the balance of services reached 27.3 billion dollars and increased (in absolute
value) compared with 2009 by 37.3%. Exports of services amounted to 44.1 billion dollars, an
increase against the previous year by 2.6 billion dollars (+6.1%). Imports of services for 2010
has increased by 16.2% and reached 71.4 billion dollars. Balance of labor compensations in
2010 has increased in absolute value and amounted to -9.2 billion dollars (in 2009 it made -
8.6 billion dollars). Deficit of balance of investment revenue in 2010 as compared with 2009
increased by 6.9% and reached 36 billion dollars. Investment gains due rose from 30.7 billion
to 32.8 billion dollars, which is based on a significant decline in non-financial companies
revenues (from 15.1 billion to 20 billion dollars). The rise of income receivable was due to
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the global economic recovery and growth of investment abroad. Increased revenues receiv-
able by non-financial enterprises from 46.6 billion to 56.4 billion dollars has identified the
growth of general income receivable from 61.5 billion to 68.8 billion dollars.

The balance of current transfers' in 2010 accounted for -4.1 bn US dollars, having de-
creased by 8.8% as compared with 2009.

Table 5
Main Items of the Balance of Payments and the Dynamic of External Debt
in 2008-2010 (USD bn.)

Balance Item 2008 2009 2010

IQ. I1IQ. IQ. IVQ. Year 1Q. MQ. IMQ. IVQ. Year 1Q. Q. IIQ. IVQ.* Year*

Current ac-

count 38.7 26.8 29.6 8.5 103.7 9.7 8.2 15.4 16.1 49.4 333 19 6 14.3 72.6
Capital and -20.5 352 159 -130 -131.3 -324 3.1 27 12.1 —44.3  -11.2 8.1 -6 214  -305
financial in-

struments

account’

Change in -12.1 649 -89 124.8 38.9 30.5 —14.2 9.1 —28.8 -34 -16.6 -26.1 2.7 8.6 -36.8
forex reserves (

«t» -“decline

of reserves”, «-

» — growth in

reserves)

Net mistakes -6.1 29 -4.7 -33 -11.3 7.8 2.9 2.6 0.6 -1.7 5.5 -1.1 2.7 -1.5 -5.4
and omissions

Change in 19.1 51.5 6.3 —60.3 16.6 342 19.6 7.9 -6.7 -13.3 35 -7.3 19.1 7.4 15.7
external debt of

RF («t»

growth in debt,

«» — decrease

of debt)

Change in the 0.2 -1.5 -2.0 -3.7 7.1 2.4 4.1 9.4 2.5 13.7 24 3.8 -0.3 -0.2 0.9
external public

debt of RF

Change in the 19.0 53.0 8.4 -56.6 237  -31.8 15.5 -1.5 -9.2 -27.0 -1.1 -11.1 19.4 7.6 14.9
external debt of

the private

sector in RF

* Preliminary estimates.
Source: The Bank of Russia.

Thus, it was high prices for major Russian exports that were behind a huge positive bal-
ance of current accounts of the Russian balance of payments in 2010. Let us note that at the
end of the year, the debt of has resumed its growth again (see Table 5). As to foreign debt, it
has changed slightly for the year, having increased only by 0.9 billion dollars. In the medium
term, one can expect recovery rates of external debt growth, both, in private and public sector
of economy, due to the lack and high cost of financial resources domestically, as well as the
continuing budget deficit.

' According to the RF Central bank, the current transfers bolster the level of disposable income and consumption
of the recipient’s goods and services and decrease the donor’s disposable income and possibilities for consump-
tion, for instance, humanitarian aid in the form of consumer goods and services. The current transfers are re-
flected in current accounts. Transfers other than current are conceived of as capital ones. They lead to a change
in the volume of the donor or recipient’s assets or liabilities and are reflected in capital accounts. In the event the
donor and the recipient are non-residents to each other, the capital transfer engenders changes in the level of
national wealth of the economies they represent. Examples of capital transfers are a free-of-cost transfer of
property rights for capital assets or debt forgiveness.

* Less foreign currency reserves.
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Fig. 5. RF Balance of Trade and the World Oil Price Index in 2005-2010

In 2010, the balance of operations with capital account and financial instruments has sig-
nificantly declined in absolute terms, amounting to USD -30.5 billion. The balance of capital
transfers in 2010, amounted to USD 0.2 billion. Therefore, in 2010 the deficit of financial ac-
count amounted to USD -30.7 billion.

Increase of liabilities of the Russian economic agents against foreign economic agents as
per the year results totaled to 36.6 billion dollars, which is 5.5 times more than in the previous
year (6.6 billion dollars).

Like in 2009, the federal administrative bodies likewise became net payers in relation to
non-residents. Their external liabilities have grown by USD 3.6 bn, resulting from repayment
of Russia’s external public debt.

Their external liabilities rose by 3.6 billion dollars, which resulted from sales of the newly
issued debt securities of the Government of Russia by non-residents. The balance of external
liabilities across the RF Subjects remained unchanged. Reduction of monetary regulation au-
thorities' commitments in 2010 reached 2.1 billion dollars.

The resumption of the global economy growth after the financial crisis, demonstrated,
among other things, in gradual recovery of the global capital markets and the growing interest
of investors to risk by maintaining low interest rates in developed countries has resulted in the
fact that the banking sector of the Russian Federation obligations to non-residents once again

began to grow, increasing within the year to 18.1 billion dollars. At the same time, invest-
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ments of economic agents of other countries in the non-financial sector of Russia accounted
to only 16.4 billion dollars as compared with 34.4 billion dollars in 2009. Therefore, non-
resident investments in non-financial sector of 2010 decreased compared to 2009, despite the
resumption of economic growth in Russia. Consequently, foreign investors consider investing
in Russia quite risky at the current level of profitability. Direct investments in non-financial
sector accounted for USD 28.6 billion over 2010, as compared with 30.3 billion dollars in
2009, and the growth of portfolio investments has expressly declined by 1.6 billion dollars, as
compared with the growth of 2 billion dollars a year earlier. The volume of non-financial sec-
tor under the debt on loans to non-residents declined in 2010 by USD 10 billion as a result of
earlier received credits redemption.

Foreign assets of residents (liabilities of foreign economic agents to the Russian ones) in-
creased within 2010 by 67.2 billion dollars (against 39 billion dollars within 2009).

Herewith, foreign assets of the federal government and monetary-credit regulation authori-
ties have practically unchanged, and banks rose by 6.7 billion dollars.

Export of capital from the sector non-financial enterprises and households, as compared
with 2009, has decreased by 1.2% and amounted to 60.3 billion dollars. Herewith, it is impor-
tant to note that significant changes have occurred in the dynamics of the article "cash in for-
eign currency", which indicates, that in 2010 the export of foreign currency from Russia
amounted to 14.4 billion dollars as compared with 4.1 billion dollars in 2009 Therefore, due
to the stability of the national currency and foreign currency savings of population, converted
into rubles, made during the fall of the ruble in winter of 2008/2009, the public and non-
financial sector reduced their investments in foreign currency.

The situation in the foreign exchange market of the Russian Federation in 2010 was deter-
mined by the inflow of currency into the country via the current account operations, the out-
flow of capital account and financial instruments and the actions of the RF Central Bank.
Herewith, a key factor in the dynamics of the course was the dynamics in the imports of the
Russian Federation. With minor changes in exports, nearly constant increase in imports
caused a reduction in current account balance of payments, which, when private capital out-
flows from the country became the only channel of foreign currency inflow to the Russian
Federation. As a result, with a relatively large current account balance (see above), in
January - April there was strengthening of the ruble in nominal terms (in real terms the ruble
was strengthening in January - May). Then, till the year end, ruble was continuously depreci-
ating, both in nominal and real terms. Only a renewed rise in oil prices late in the year, which
came close to the level of USD 100 per barrel, caused the ruble strengthening in nominal and
in real terms as of December results.

In general, as a result of January - December, the real effective exchange rate of RUR rose
by 9.6% and almost reached pre-crisis level of the mid-2008 (see Fig. 6)'. The official dollar
rate against ruble in 2010 increased by 24 kopecks: by the end of December, the dollar made
30.48 rubles as compared with 30.24 rubles on December 31, 2009. Herewith, ruble strength-
ened against the two-currency basket’: the value of the two-currency basket has declined over
the same period by 1 rub. 25 kopecks: from 36.16 rubles. up to 34.91 rubles. Within the year,
there was a gradual strengthening of the US dollar to Euro at the background of the situation

" The level of January 2002 is accepted as 100 per cent.
? Two-currency basket is the RF Central Bank operational indicator in its foreign currency policy. Currently the
share of EURO in the currency basket makes 45 per cent, USD — 55 per cent.
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improvement in the US economy and worsening of the debt problems in the EU. As a result,
the Euro rate against the ruble at the end of December amounted to 40.33 rubles.
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Fig. 6 Indicators of RUR Exchange Rate between January 2005 and December 2010

Thus, in 2010 due to favorable foreign economic situation, strengthening of the ruble was
continued. We would like to recall that the rise in energy sources prices in the 2000-s before
the crisis also led to a rapid increase in the surplus current account balance of payments in
Russia and inspired ruble strengthening. To prevent nominal RUR strengthening, the RF Cen-
tral Bank was buying foreign currency and increased monetary offer. Even the formation of
the Stabilization Fund in 2004, which often helped to sterilize intervention of the Central
Bank interventions in the foreign exchange market, did not allow to stop the real ruble
strengthening, observed up to the crisis in 2008. Herewith, the main reason of ruble strength-
ening restriction to the Russian authorities was the reluctance to allow the loss of the national
companies’ competitiveness. However, with the significant monetization of the trade balance
and the lack of opportunity for the sterilization, the inflation in Russia still remained high, de-
spite the rising monetary demand. A rise in prices, in turn, resulted in a real strengthening of
the ruble (See in the insert the description of a similar situation in the foreign exchange mar-
ket in China).

The issue of the Bank of Russia interest rate policy efficacy is still open. It is not excluded
that in the absence of the Bank of Russia interference in the functioning of the foreign cur-
rency market ruble would be much stronger in nominal terms, but due to lower inflation the
dynamics of the real exchange rate would be only slightly different from the current one. Re-
straining of the ruble, even in view of a partial sterilization, has inspired a rapid growth in
monetary supply and inflation, still remaining at the high level in terms of the world stan-
dards. Herewith, an important role in expanding the monetary supply has played a capital in-
flow in 2006-2007, which, in contrast to foreign currency exchange inflows from trade opera-
tions could not be sterilized in the Stabilization Fund, which was formed through taxes. One
should note, that a possibility of further sterilization, including through the emission of the RF
Central Bank bonds and the accumulation of even a larger scale of the government accounts
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with the RF Central Bank (i.e., in the Reserve Fund), also raises doubts as to the economic
and political reasons.

At first sight, the current situation is similar. However, we believe that an important differ-
ence lies in the instability of the global economic recovery. In the event of new problems or
tightening of monetary and credit policy in the US and the EU (as the economy recovers), en-
ergy prices may fall down, which will inevitably result in an outflow of capital from Russia
and create conditions for the weakening of the ruble. In our opinion, under conditions of high
uncertainty about the future situation in the global and Russian economies, the Bank of Rus-
sia, one should not actively intervene in the domestic foreign exchange market and should
focus on reducing inflation.

The dynamics of the National Currency of China

We would like to note that the problem of yuan exchange rate, which is recently under discussion, is relevant
to our country as well, because Russia, like China, is heavily dependent on commodity exports. Herewith, the
sharp devaluation of the ruble after the 1998 crisis along with rising energy prices and a recovery growth has
caused the process of import substitution, which was an important factor in rapid economic growth in Russia in
the early 2000's. It is considered that China also supports the competitiveness of their exports by an underval-
ued yuan.

However, as we have seen above, during the 2000-s and until the crisis ruble was strengthening in real
terms, whereas it can be seen in Figs. 7 and 8, that the real effective exchange rate of the yuan over the past 10
years has not changed. With control over the nominal exchange rate by the People's Bank of China, a stable
real effective exchange rate means similar inflation in the USA (the main trading partner of China) and China.
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Achievement of a moderate level of inflation in China was made possible by a large sterilization through
purchased by the Central Bank reserves, accumulated not only in the government accounts in the People's Bank
of China, but also (to a much larger scale) by selling bonds of the Central Bank to credit institutions (see Figs. 9
and 10). Such policy, coupled with the rapid economic growth, as well as restrictions in capital inflows, limiting
further inflow of foreign currency to China, has allowed the Chinese authorities to curb monetary supply growth
and inflation.

" The same period last year.
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One of the major trends in the dynamics of balance of payments in 2010 was the dynamics
of net capital outflows from non-financial sector, which reached USD 37.9 billion as of the
year results (in 2009, due to the crisis, the outflow amounted to USD 58.7 billion) (See
Fig. 11). After the outflow of capital in the I quarter in the amount of USD 13.8 billion, in II
quarter the inflow (USD 2.6 billion) was recorded. However, in the second half of the year the
outflow of capital has accelerated (USD 3.8 billion and 22.8 billion in the III and IV quarters,
respectively). At first glance, it might seem that the outflow of capital is gradually decreasing
at the background of the Russian economy recovery from the crisis.

However, a comparative analysis shows that while private capital inflows were growing to
many developing countries, where investors were ready to run the risk and where low interest
rates were sustained, private capital is still flowing away from Russia. The reasons for this
situation, apparently, is the maintained strong economic and political risks of investments in
the RF with the level of profitability comparable to other developing countries.

Another evidence of the unfortunate situation with the inflow of capital is acceleration of
the so-called capital flight' in 2010. As a result of capital flight in 2010 (Fig. 12) reached, ac-
cording to our estimates, 35.8 billion dollars, which is by 11.6 billion dollars more than in
2009. In 2010, respectively, an increase was recorded in the share of capital flight in foreign
trade turnover from 4.9% in 2009 to 5.5%.

! We estimate the capital flight by the methodology of the IMF, which represents the sum of "commercial loans
and advances", "delayed receivable export revenue and receivable goods and services on the account of remit-
tances under import contracts" and "net errors and omissions".
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Summarizing the analysis of the balance of payments, we should note that the decline in
energy prices during the crisis has demonstrated the vulnerability of the domestic balance of
payments. Restoration of oil prices in 2009-2010 helped to stabilize the balance of payments.
However, with improvement of the Russian economy, imports began to recover. In addition,
if during the III quarter of 2009 - II quarter of 2010 the restoration of imports was slower than
exports, in the second half of 2010 the growth rate of imports has nearly twice exceeded the
growth rate of exports. As a result, despite the continued rise in oil prices, late in the year, at
the background of accelerating capital flight, in order to stabilize the balance of payments, it
was needed to reduce Russia's international reserves amounting by 8.6 billion dollars. In the
case of preservation of this trend, declining in the current account balance will continue,
which will create downward pressure on the ruble.

As for balance of capital operations account and financial instruments, the capital flows
apparently will remain quite volatile. However, with other terms being equal (especially in the
case of stability in energy prices), in the absence of efforts on the part of the Russian govern-
ment to reduce the risks of investments in Russia, one can hardly expect private capital in-
flows into the country as per 2011 results.

2.1.4. Main Measures in the Monetary and Credit Policy Areca

Measures taken by the Bank of of Russia in order to ensure the stability of the financial
system can be divided into two groups: the interest rate policy and other measures.

If we talk about interest rate policy of the RF Central Bank in 2010, then in the first half of
the Bank of Russia continued the policy of 2009 addressed to mitigate the monetary and
credit policy. In particular, in January — May, the RF Central Bank reduced interest rates four
times. During this period, the refinancing rate (together with the rates on Bank of Russia) was
reduced from 8.75 to 7.75% per annum. The reason for such action of the RF Central Bank
was that lending to the real sector of the economy has been dramatically slowed down with
the reducing inflation. Slowing inflation enabled the Bank of Russia to reduce the cost of re-
sources provided to commercial banks, slightly amending the interest rate in real terms, as
nominal rates were maintained at the level of inflation. The reasons to reduce the rates, pub-
lished in the RF CB press release, were in all cases approximately the same. In particular,
among the reasons for lower rates there were mentioned the decline in inflation and the need
to promote the recovery of the unstable economic growth.

However, as we noted earlier, the summer slowdown in inflation has stopped, and in au-
tumn it was accelerated. Herewith, already on June 30 the Bank of Russia decided to termi-
nate interest rate reductions. We believe that the termination of interest rate reductions was a
timely decision. Moreover, the acceleration of inflation in late 2010, it is expedient to raise
the issue of tightening monetary policy, as the current low interest rates t the background of
excessive liquidity in the banking system encourages credit institutions to take additional
risks, despite the fact that the economic situation in Russia is still far from favorable. In addi-
tion, a soft monetary policy is not helpful in inflation curbing, which acceleration is based on
both, non-monetary and monetary factors. We believe that this low inflation at the level of no
more than 4-5% per year should be an important factor in the growth of savings and invest-
ments in the Russian economy.

We should also note that during the crisis, interest rates of the Central Bank first began to
work as a tool of monetary policy. This proved to be the result of increasing share of credits,
provided by the Bank of Russia in the form of liabilities to commercial organizations, to
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whom the crisis resources, available to the RF Central Bank, were practically the only source
of relatively inexpensive funds. However, by mid-2010, commercial banks have returned to

the Bank of Russia nearly all borrowed funds. @Therefore, the possibility of the RF Central
Bank to take the situation in the monetary market under control with interest rate policy once
again declined. In this situation, to reduce inflation, the Bank of Russia should reduce its in-
tervention in the foreign exchange market, smoothing only the exchange rate volatility, but
not increasing (or decreasing) the volume of international reserves, thereby affecting the
monetary supply. We should also note, that the sterilization of the Central Bank intervention
in the foreign exchange market also provokes problems (see an insert), a detailed discussion
of which is beyond the scope of this review.

The Problems of the effectiveness of the Central Bank Sterilized Interventions

The basic macroeconomic models suggest the ineffectiveness of sterilized interventions of the Central
Bank! (i.e., the interventions in which the operations of the Central Bank in the foreign currency market do not
lead to a change in the monetary base) to control the exchange rate, since such interventions domestic interest
rates do not change, and according to the classical model of the formation of the exchange rate in the foreign
exchange market rate also remains unchanged’. However, there are entire classes of models, which showed that
sterilized intervention can influence the foreign currency market. Herewith, there are two main channels of in-
fluence - the portfolio balance channel and the channel of expectations (or signaling channel).

Portfolio balance channel is usually considered in the model determining the exchange rate on the mar-
ket based on comparing the economic agents profitability of investments in domestic and foreign financial assets
(with the expected exchange rate changes). The differential yield is the inflow of capital to the country, which is
more attractive in terms of asset returns, that leads to a strengthening of the national currency. However, in
contrast to classical models of the countries, in which the assets of different countries are perfect substitutes,
when considering the portfolio balances, it is assumes that economic agents pay attention to other characteris-
tics of assets, other than returns. For example, sterilized intervention of the Central Bank in developing coun-
tries, aimed at preventing the national currency strengthening and at purchasing foreign currency in the market,
may become effective due to the fact that investors consider the assets of developing countries as more risky
than the assets of the developed countries.

The channel of expectations (or information channel, signaling channel) consists in the fact that sterilized
intervention, without causing changes in the monetary supply, is still able to exert significant influence on the
expectations of economic agents, as an intervention enables market participants to have information about the
current (and future) behavior of the Central Bank. In other words, as the behavior of the players in the foreign
exchange market is largely determined by their expectations about future dynamics in exchange rates, changes
in expectations can significantly adjust the behavior of investors. In particular, if the national Central Bank
holds sterilized interventions to support the national currency and market players believe in its ability to keep
the exchange rate, then its actions may be successful, despite the fact that the interventions did not affect the
monetary supply.

Other measures of monetary and credit policy, implemented by the Bank of Russia in
2010, include the following basic steps.

1. On March 19 the Bank of Russia reported that since May 1 limits for credit risk estab-
lished for credit institutions to provide loans without collateral will be lowered. In other
words, the Bank of Russia has reduced the maximum amount of loans granted to credit insti-

! See, for instance: Krugman P., Obstfeld M. International Economics: Theory and Policy. 8™ ed. 2009.
* See: Sarno L., Taylor M.P. Official Intervention in the Foreign Exchange Market: Is It Effective and, If So,
How Does It Work? // Journal of Economic Literature Vol. XXXIX. September 2001.
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tutions. This step was aimed at cutting down the anti-crisis measures to support the banking
sector.

We would like to note, that at the background of the economic situation stabilization in the
country the indebtedness of lending institutions under the loans without collateral has de-
creased as it is. The majority of credit institutions have tried to reimburse the unsecured loans
because of their high cost and the opportunity to attract market financing on better terms.
Thus, we can assume that most of the remaining debt belongs to the banks that are still in a
difficult situation. With the account to consolidation in the Russian banking sector, the meas-
ures taken will contribute to force out inefficient banks from the market.

2. On June 3, The Bank of Russia reported on the approval of Bank of Russia regulation
Ne 2459-U of 03.06.2010, "On the Specifics of credit risk on some outstanding credits, loans
and similar debts”. In accordance with that Regulation, the Bank of Russia is slowly returning
to the pre-crisis requirements to in the credit risk assessment. The mitigated reserve require-
ments to the loans, imposed during the crisis, were aimed at supporting Russian banks and
allowed them to form a smaller volume of reserves in a crisis situation. Currently, the state of
the banking sector has improved, and it allows the regulator to tighten the requirements to
credit risk assessment, bringing them in line with general regulations.

3. On June 7, the Bank of Russia has informed on improving its information policy : from
the above date the RF Central Bank started to disclose the information not only on the aggre-
gate amount of intervention in the foreign exchange market, but also on the amount of so-
called targeted interventions. We would like to recall, that the volume of targeted interven-
tions are not considered by the Bank of Russia for adjusting the boundaries of floating ex-
change rate threshold, and are regulated by the situation with the Russian main exports in the
world market. In fact, while maintaining oil prices at the current or higher level, the target in-
terventions are the main channels for the formation of the monetary supply in the Russian
Federation (like it was before the crisis).

Subtracting targeted interventions from the total amount of interventions, one can get the
value of interventions, committed in excess of the established volume. Herewith, the Bank of
Russia in its statement officially informed about the rules of such interventions: in case of the
volume excess over the planned interventions in the value of USD 700 million, adjustment of
the permissible threshold of the two-currency basket is made by 5 kopecs.

We believe that increasing the information transparency of the Bank of Russia is welcome.
Such measures increase the confidence of economic agents to monetary policy the Bank of
Russia, and help to increase its effectiveness. However, the establishment of clear rules of the
exchange rate policy of the Bank of Russia is not quite justified in terms of high dependence
of the Russian economy on foreign economic conditions, as the predictability of Bank of Rus-
sia in the foreign exchange market can create the preconditions for increasing the volatility of
the exchange rate. For example, increasing the inflow of foreign currency to Russia the play-
ers of the foreign exchange market will know that the Bank of Russia will buy a certain
amount of currency, and then increase the ruble rate. At the same opportunities to gain on ru-
ble strengthening will rise in comparison with the situation in which the Bank of Russia are
less predictable. It is reasonable to transfer to a free floating exchange rate of the ruble cou-
pled with the smoothing of a sharp exchange rate fluctuations.

4. From October 13 the Bank of Russia has symmetrically extended operating range of
valid value the two-currency basket from RUR 3 to 4 and reduced the amount of accumulated
interventions, leading to the shift in the operational thresholdl by 5 kopeks, from UDF 700
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million to 650 million. In addition, the RF Central Bank has revoked the fixed threshold for
the allowable fluctuations of the two-currency basket (RUR 26 and 41), which were est-
blished on January 23, 2009.

Thus step of the RF Central Bank has demonstrated its commitment to stop intervention in
the foreign exchange market situation and the transition to a regime of free floating of the ru-
ble rate. At the same time, the Bank of Russia intends to continue to mitigate the significant
ruble fluctuations. We would to note, that this step can be generally welcomed, as the mainte-
nance of the ruble, coupled with the transition to inflation targeting (see the insert), as well as
the free movement of capital is a difficult challenge. We believe that in future the Bank of
Russia should further reduce the scale of its operations in the foreign exchange market. In this
case, the RF CENTRAL BANK in a volatile export prices will inevitably be present in the
foreign exchange market, smoothing out fluctuations. Herewith, the RF CENTRAL BANK
will inevitably interfere in the foreign exchange market in a stable situation there. There is
concern that in case of a sustained trend towards the strengthening or weakening of the na-
tional currency, the Bank of Russia may revert to targeted exchange rate, which would nullify
its actions on the transition to inflation targeting with the help of interest rates.

Inflation Targeting

Inflation targeting is a relatively new regime of monetary policy, which nevertheless is now widespread in
the world. For the first time about the transition to a direct inflation targeting was informed by New Zealand in
1990, later the regime was adopted by the monetary authorities in Canada, Britain, Sweden, Finland, Australia,
Spain, Israel, the Czech Republic and Chile. In Russia, some elements of inflation targeting were declared by
the RF CENTRAL BANK in 1996.

In most cases, the transition to inflation targeting was the answer to those difficulties the country faced in
conducting monetary policy with exchange rate monetary instruments targeting. For several years, inflation
targeting was used exclusively in developed countries, but at the end of 1990 it started to be be applied by de-
veloping countries and countries with economies in transition.

Inflation targeting involves several elements. These include:

1) public announcement of medium-term target inflation indicators;

2) the institutional choice of price stability as the primary long-term goal of monetary policy;,

3) the communication strategy that pays less attention to the intermediate goals,

4) greater transparency in the execution of monetary policy and plans of the monetary authorities;
5) increasing the responsibility of the central bank in achievement the target inflation indicators.

Inflation targeting has several important advantages. Firstly, like the targeting of monetary aggregates, it
allows the monetary authorities to focus on internal problems of the economy. Since the authorities of monetary
and credit regulation in this case do not establish rigid relationship between the dynamics of monetary aggre-
gates and the rate of price growth, inflation targeting enables more flexible reaction to changes in the macro-
economic situation. Secondly, inflation targeting is more obvious and understandable to the public than the ex-
change rate targeting. Setting specific targets of inflation indicators increases the responsibility of the central
bank for its performance and helps to solve the problem of inconsistency in monetary policy.

However, it should also be noted that the inflation targeting regime is often criticized. First, inflationary
processes are not always under complete control of the monetary and credit regulation authorities. In periods of
economic shocks (financial crisis, external price shocks), non-monetary factors play an important role in the
dynamics of inflation and the instruments of control, available to monetary authorities, may be insufficient to
achieve targeted levels of inflation. This disadvantage is particularly important for developing countries and
economies in transition, where after reaching the medium and low inflation rates, the impact of the exchange
rate, structural changes in the economy and prices, external shocks, etc. increases dramatically.

Second, inflation targeting implicitly assumes that the monetary authorities focus on one of the macroeco-
nomic targets (on inflation), not paying much attention to the dynamics of other target variables (in the first
place, employment and production output growth,).

43



RUSSIAN ECONOMY IN 2010
trends and outlooks

Third, there is a fairly long lag between the actions of monetary authorities and the change in price growth.
If during periods of stable economic development that does not matter, under conditions of economic shocks
(when government actions are the most important), inflation targeting leads to the need of the monetary authori-
ties to address the problem of intermediary optimization with rigidly defined local conditions, and herewith, they
have to take into regard the consequences of their previous decisions.

5. On October 18, the RF Central Bank reported on the recovery from January 1, 2011 of
the approaches to the formation of a list of the Bank of Russia, which were in force until Feb-
ruary 2009. We would like to recall, that the companies included in this list, enjoy the major-
ity of the Central Bank credits, granted to commercial banks.

Like before the crisis, the List of the Bank of Russia will include organizations, whose rat-
ing of the long-term creditability in foreign currency under the assessment of at least one of
the foreign rating agencies is at the level not less than “B-" by rating agencies Standard &
Poor's or Fitch Ratings or “B3” under classification rating agency Moody's Investors Service.
In addition, the Bank of Russia will excluded from the listing the entities, included in the list
of strategic organizations, approved by the Governmental Commission on Sustainable Devel-
opment of the Russian economy. Herewith, the liabilities of systemically important institu-
tions, which will serve as loans to the Bank of Russia as of January 1, 2011, will remain in the
pledge before their maturity.

Thus, the Bank of Russia took another step on the “exit” from the crisis management
measures to support the banking system, increasing quality requirements for collateral under
the loans granted to them, which can be considered correct and timely measure. At the same
time, due to a small number of systemically important institutions included in the List and at
the same time having to use a significant amount of debt liabilities, this move will hardly have
a serious impact on the Russian economy.

6. In early November, the RF Central Bank has submitted to the RF State Duma the “Gen-
eral Directions of monetary policy in 2011 and for 2012 and 2013”. In that document the
Bank of Russia has clearly outlined its major task for 2011-2013, which should be inflation
curbing within 5-7% per year. Herewith, the RF Central Bank does not set quantitative indict-
ors in the dynamics of the ruble rate and declared the continuation of the movement toward a
free exchange rate, while smoothing the volatility of the exchange rate. In our view, such a
formulation of the purposes of the Bank of Russia allows it to conduct monetary policy more
effectively without trying to simultaneously achieve two largely conflicting goals: reducing
inflation and maintaining exchange rate. At the same time, it is obvious that in the medium
term the Bank of Russia will be unable to restrain from interfere in the exchange rate (in addi-
tion to smoothing volatility), due to the high dependence of the Russian economy from exter-
nal economic situation. Herewith, the intervention of the RF Central Bank is likely to increase
in periods of abrupt changes in supply and demand in the foreign exchange market. We be-
lieve that namely in such periods the willingness of the Bank of Russia to the free exchange
rate regime will be tested in practice.

Among other monetary and credit policy indicators in the medium term are the follows:

e enhancing the role of the RF Central Bank interest rate policy in reducing inflation and
inflationary expectations (the narrowing interest rate corridor) within the framework of
this purpose, the RF Central Bank plans to gradually reduce the difference in interest rates
on credits provided to banks and resources attracted from them, in case of significant vol-
umes of transactions between the Bank Russia and banks and the restriction of the corri-
dor will more accurately affect the interest rates in the RF;
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e cutting down counter-crisis measures;

e consolidation and capitalization of the banking sector;

e taking into account the situation on financial markets when conducting monetary and
credit policy, the question is, in particular, about the decision to change monetary policy,
taking into account the dynamics of not only inflation, but also prices in financial markets;

e increased transparency and improvement of monetary and credit policy analysis.

With regard to the macroeconomic forecast, included in the “Guidelines”, the growth of
the monetary base in narrow definition in 2011, according to the forecast the RF Central Bank
will make 7.7-19.4%. International reserves at the end of 2011 could reach from 478 to 576
billion dollars. The forecast is based on three versions, with an intermediate variant, based on
the price of oil in 2011 at the level of 75 dollars per barrel, which is consistent with macro-
economic forecast of the Russian government. In general, the forecast of the Bank of Russia,
in our opinion, is fairly realistic and roughly coincides with the IEP assessments. Implementa-
tion of the Central Bank estimates in terms of monetary growth will largely depend on the dy-
namics of capital flows. In the version of "Guidelines", submitted to the RF States index of
private capital outflows from Russia for 2010wqgszxd has been increased from 9 to 22 billion
dollars, which demonstrates once again the volatility and poor predictability of this index, as
its outlook has changed several times in During the year, and actual results for the year sev-
eral times differed from the forecast of the Bank of Russia, given at the beginning of the year.

2.2. National budget

2.2.1. Assumptions of the 2010 budget policy

An international crisis of 2008 — 2009, ever growing debt challenges in Greece, Spain, Ire-
land and Portugal in 2010 prompted the Government of the Russian Federation to revise the
approach to the policy of irresponsible build-up of government expenses and obligations. A
trend to curb budget expenses emerged back in 2010 while the budget was corrected and has
continued while a budget was shaped for the next three year- period.

We have to confess, however, that our national budget system remains in an extremely un-
stable condition and strongly depends on the world market prices on energy carriers. Regard-
less of the planned cuts in expenses expressed in GDP per cent shares, the level of these ex-
penses is still very high exceeding that of 2008. In this situation, a budget crisis objective
possibility should be accounted for as early as possible; to prevent such a crisis, to sustain the
balance of the national financial system in a long-term perspective must become an inherent
condition of formulating a present-day budget policy. Otherwise a future Russia can as well
repeat its experience of the 1998 crisis should external economic parameters change unex-
pectedly.

A main cause of the 1998 financial crisis was inability of any of the Russian governments
during three years after the USSR had collapsed to approve and execute a realistic budget:
government expenses exceeded government revenues from year to year manifesting a sus-
tained trend. Impossibility to cover the expenditures by the tax revenues led to monetary fi-
nancing (up to 1995) and growing borrowings at the internal and external financial markets
thus making the national economy vulnerable and sensitive to internal and external shocks.

Restructuring expenses including their serious reduction should have become a key factor
in budget balancing. The RF Government being fully aware of political and social implica-
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tions of such a decision made punctured attempts to streamline expenses of the federal and
local budgets; in June-July 1998, Cabinet led by S. Kirienko developed a special program in
this area that was duly approved.' However, these actions were targeted at streamlining of
some expenditures only; they looked like attempts to identify and remove inefficient expendi-
tures while the problem was much more complicated: the government had to refuse imple-
menting a considerable portion of its commitments that were impossible to be executed with-
out a dangerous build-up of government debts; the government also had to seriously reform
the budget funding system. No such action was done. As a result of the Government hesitancy
to cut down the expenditure obligations, a financial crisis developed, and the national budget
system collapsed.

The following years up to 2008 went by in a favorable external market situation; it helped
improving budget revenues and running a considerable budget surplus (see Table. 6).

Table 6
Implementing budget revenues and expenditures at all the government
levels in 1999-2009 , in GDP %

1999 2000 2001 2002 2003 2004 2005 2006 2007 2008 2009

Federal budget

Revenues 12,7 15,5 17,8 20,3 19,5 20,1 23,7 233 234 22,5 18,9
Expenditures 14,0 14,2 14,8 18,9 17,8 15,8 16,3 15,9 18,0 18,3 249
Deficit (-) /Surplus (+) -1,3 1,4 3,0 1,4 1,7 4,3 7.4 7,4 5.4 42 6,0
Consolidated budgets of the RF subjects

Revenues 134 14,1 14,5 15,1 14,6 14,1 13,9 14,1 14,6 15,0 15,3
Expenditures 13,3 13,4 14,5 15,5 14,9 13,9 13,6 13,6 14,4 15,1 16,1
Deficit (-) /Surplus (+) 0,1 0,7 0,0 —0,4 -0,3 0,2 0,3 0,5 0,2 0,1 0,8
Budget of the enlarged government

Revenues 33,8 38,3 38,4 37,8 37,1 37,5 39,7 39,6 39,8 38,6 35,1
Expenditures 353 343 352 36,3 36,0 32,9 31,6 31,2 33,8 33,8 41,4
Deficit (-) /Surplus (+) -1,5 4,0 32 1,5 1,1 4,6 8,1 8.4 6,0 48 -6,3

Source: Federal Treasury, IEP estimates.

Consolidated expenditures continued growing till 2003 inclusively against the sustained
growth of the budget revenues; after 2003, they reduced by 4-5 p.p. of GDP. There were two
reasons behind such correction of the budget policy.

First of all, any further step up of the budget expenditures would have been against the task
of financial stability assurance in the country by curbing inflation. The task of sustaining mac-
roeconomic stability and further de-regulation of economic relations within the administrative

' Federal Government resolution No 600 “On approval of the program of government expenditures saving”
passed on June 17, 1998 in pursuance of Decree of the President of the Russian Federation of May 26, 1998 No
597 “On measures to ensure government expenditures saving” was targeted to cut down inefficient social bene-
fits, state investments and subsidies to certain sectors. According to the assumptions of the program developers,
the implementation of the program would have decreased budget expenditures by RUR 41.9 billion (1.6% of
GDP). To resolve this issue, Hother governmental resolutions were adopted, among them: RF Government reso-
lution of May 12, 1998 No 438 “On measures to strengthen financial discipline”, Decree of the President of the
Russian Federation of May 14, 1998 No 554 “On measures to strengthen financial discipline and implementa-
tion of the Budget laws of the Russian Federation”, Resolution of the RF Government of July 17, 1998 No 970-r
and others.
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reform could not be implemented because of the previous budget policy. To reduce inflation
to 4%-5.5% per year and to maintain stability and predictability of the Ruble exchange rate, a
well-thought budget policy was required together with restrained growth of federal budget
expenditures (not exceeding 16.5 - 17 p.p. of GDP); besides such policy was to be combined
with slower growth rates of tariffs on gas, electricity, railway transportations, utilities (within
5% - 8% per year) that were controlled by the government.

Secondly, there was an acute need in inventory and reduction of the created, in the previ-
ous years, enormous burden of social obligations that could never be realized or that inade-
quately reflected the then social, economic and demographic situations; this manifested in de-
velopment of tougher requirements to budget allocations, implementation of an end-result
oriented budgeting process and attempts to optimize the network of budget funded institu-
tions.

In 2004 there was a major cut in budget expenditures when the share of federal budget ex-
penditures (as a % share of GDP) fell down by 2 percent points. Such major reduction oc-
curred in a situation when the decision to pursue a conservative budget policy (establishment
of a Stabilization Fund, among others) coincided in time with a sharp and unexpected im-
provement of the external economic environment.

Table 7
Federal budget in 1998 — 2009: actual and forecasted parameters

prices, in RUR bln in RUR bin share of GDP USD

forecast actual forecast actual forecast actual forecast actual forecast actual
1998 2 840 2 629,6 499.9 379,4 17,6 14,4 5,7 84,4 16,0 17,0
1999 4000 48232 575,0 677,2 14,4 14,0 30 36,5 12,0 20,0
2000 5350 7 305,6 855,0 10349 16,0 14,2 18 20,2 16,4 27,5
2001 7750 8943,6 11934 1324,1 15,4 14,8 12 18,6 21,2 24,0
2002 10 950 10 830,5 19473 2 046,0 17,8 18,9 12 15,1 23,5 23,7
2003 13 050 13 243,2 2 345,6 23549 18,0 17,8 10-12 12 21,5 27,0
2004 15300 17 048,1 2 659,4 2 695,6 17,4 15,8 10 11,7 22,0 34,5
2005 18 720 216254 30479 35143 16,3 16,3 7,5-8,5 10,9 28,0 50,8
2006 24 380 26 903,5 4270,1 42813 17,5 15,9 7-8,5 9 40,0 61,2
2007 31220 33 258,1 54634 5983,0 17,5 18,0 6,5-8,0 11,9 61,0 68,4
2008 35000 414447 6570,2 7 566,6 18,8 18,3 7 13,3 53,0 89,0
2009 51475 39 063,6 9024,6 9636,8 17,5 24,7 8,5 8,8 95,0 59,4

Source: Ministry of Finance of Russia, Federal Service of State Statistics

One can see from Table 7, that in 2004 the revenues of the federal budget were estimated
following the macroeconomic forecast estimates that were based on the average annual price
of Urals crude for the last 10 years (1994-2004) — 22 USD/barrel. At the same time, the ex-
penditures of the federal budget were estimated from the crude price of 20 USD/barrel. In re-
ality the 2004 price of crude reached its maximum for the previous 30 years hitting an aver-
age annual of 34.2 USD/barrel. As a result, the Stabilization Fund that began functioning in
January 1, 2004, was considerably replenished reaching RUR 522.3 bln (or 3.1% of GDP)
following the 2004 year results.
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Another important factor causing the expenditure reduction (as a % of GDP) was an under-
stated forecast of inflation which initially was planned at 10%. In reality the inflation rate was
11.7%. Thus the expenditures reduced both in real terms and as a per cent of GDP.

Due to the understated forecast of the crude price and inflation, budget expenditures in %
of GDP could be restrained for the entire period of the 2000’es. But beginning from 2007, due
to abnormally high prices on crude and the mitigated budget policy, the curbing effect of the
conservative macro-economic forecasts could not further prevent a budget expenditures
growth (in % of GDP).

The budget policy has been relaxing since 2007; this was related to adoption by the gov-
ernment of additional social obligations to the national community, also within the framework
of implementation of national projects of priority; and to the approval of new investment pro-
grams connected with the election of President. The year of 2007 actually made a start of a
“soft” budget policy when the growth of expenditures at all the budget levels in Russia out-
paced the growth rates of budget revenues; as a result the budget surplus of the enlarged gov-
ernment reduced for the first time in the last five years, regardless of favorable internal and
external environment.

In 2008, the dynamic trend of the main parameters of the Russia’s budget system strikingly
differed from those in the previous year. Based on the 2007 year end results, all budget ex-
penditures and revenues grew considerably vs the same indicators of 2006, however, in 2008
changes were multidirectional: in the context of emerging economic crisis and fall of prices
on energy carriers, the federal budget revenues reduced by 0.9 % of GDP; simultaneously the
revenues of the consolidated budgets of the RF subjects increased by 0.4 % of GDP. This may
suggest that a crisis mostly hit financial stability of the federal budget, leading to reduction of
oil and gas revenues and indirect taxes revenues.

While the financial crisis was hitting economies of many countries, functioning of the Rus-
sian economy radically changed in the 2H of 2008. This period was characterized mainly by
relatively low prices and demand on Russian exported goods, by a sharp fall in output and
unemployment growth. By the beginning of 2009, the Russian economy entered a recession
period, with devaluation of the national currency (Ruble) and cuts in investment programs.
Such aggravation of the economy affected the national budget system: given considerable re-
duction of revenues in the budgets of all the levels and the growth of expenditure obligations,
in 2009 the budget of the enlarged government showed a deficit for the first time in the last
decade (see Table 6). The imbalance of the budget system and the lengthy world crisis created
risks of expanding the scale of debt borrowings in the near future.

The largest fall of revenues and growth of expenditures was observed at the federal level
which relied largely on market revenues. The revenues of the federal budget reduced by
23 p.p. in real terms while the expenditures increased almost by 25 p.p.; in 2008 the budget
surplus of 4.1p.p. of GDP was replaced by a deficit at 5.9 p.p. of GDP in 2009.

The Federal Government managed to implement, under a very tight schedule, a wide range
of anti-crisis actions, unprecedented both in terms of a number of forms and directions of the
government impact on the economy and the volume of tapped resources. If in the fall of 2008,
the measures of “pin-point” responses were implemented under extremely tight time restric-
tions and by using mainly “manual management tools”, by March 2009 a comprehensive Pro-
gram of Anti-Crisis Actions of the RF Government for 2009 was developed.

To finance the priority areas of this Anti-Crisis Program, changes in the Federal Budget
Law were to be made. As a result, the budget acquired a clear recessional character: the ear-
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lier approved budget allocations were cut down by 2.4% of GDP; and 4.1% of GDP including
the released funds were allocated mainly to support financial stability and maintain strategic
sectors and enterprises, and to a lesser extent, to support vulnerable groups of the population.
The anti-crisis actions were funded both from the federal budget and off-budget sources
which share was estimated at 2/3 of the respective expenditures.

The 2008 anti-crisis package, according to our estimates, valued RUR1.1 trillion (2.7% of
GDP) and included mainly investments to support the financial system. In 2009, RUR2.4 tril-
lion (6.2% of GDP) of the budget and off-budget funds were allocated to support the anti-
crisis actions.

In Russia, the macroeconomic risks of the Anti-Crisis Program were partially mitigated by
using the Reserve Fund: about RURS3 trillion (7.7% of GDP) of the Reserve Fund were allo-
cated to balance the federal budget. There are three aspects specifically related to the “re-
serve” nature of these allocations.

Firstly, the use of the Reserve Fund to liquidate the budget deficit was a standard issuance
of money by the RF Central Bank since practically such transaction means moving the Cen-
tral Bank liabilities from the special account of the RF Government and including them in the
monetary base (using the current account of the Government). Such transaction could not
have been considered an emission if the Russia’s Bank simultaneously sold the currency re-
ceived during the period of the Reserve Fund acruals; however the international reserves of
the Russia’s Bank having reduced to minimal in January 2009 continued growing steadily in
future. If the formation of the Reserve Fund were not accompanied by the reduction of the
monetary base (its funds would have been accrued not at the Government accounts in the
Central Bank but at the accounts of commercial banks), then its reserves and spending would
not be associated with the emission. Thus, in terms of the monetary policy, the Fund is not a
reserve but a separate channel of money inputs into the national economy.

Secondly, the described emission effect in using deposits from a budget account is ob-
served every time when the government spends money in the current Treasury system that
keeps its budget accounts in the Bank of Russia. Within this system, the funds received at a
budget account are drawn outside the monetary stock. The monetary stock is fluctuating con-
stantly during a year. There is a sharp growth of monetary aggregates in December when the
budget implements its expenditure items, or there is a reduction of the monetary base in the
last days of a month when taxes are remitted to the budget.

However, in view of the adopted budget period which is a budget year, in terms of the
budget policy, only the final impact of budget transactions on the monetary stock is normally
considered. If to extend the term of budget planning to up, e.g. five years, then the use of the
Reserve Fund money will stop being a pure emission since the accrued funds during such pe-
riod can be viewed as temporally drawn from (similar to fluctuations of the monetary base
caused by a time asymmetry of implementation of the revenue and expenditure budget items)
and returned to the national economy.

Thirdly, in the budget and debt policies perspective, the Reserve Fund deposits can be ab-
solutely considered as a reserve of the RF Government since its availability helps financing
the budget shortage with no market borrowings and with no increase of the government debts.
This can be done by emission and simultaneous “sterilization” of the monetary stock at the
expense of currency interventions and using external reserves accumulated as a counter-part
of the Reserve Fund. The practices of such countries as the EU countries, the USA, Japan,
Great Britain and others show that it is the growth of the national debt used to finance anti-
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recession actions that becomes a key issue at the stage of economic recovery. Therefore the
Reserve Fund in Russia is a factor that prevents debt burden to increase and to carry the cur-
rent budget expenditure load over to the next period (generations).

Simultaneously with the growth of expenditures, tax benefits of anti-crisis nature were
adopted: a Profit Tax rate was reduced, a new procedure for non-linear depreciation intro-
duced, a bonus depreciation increased, MET non-taxable price exemption increased, etc. In
2009, the “tax package” overall cost was about 1.5 p.p. of GDP.

The list of the budget anti-crisis actions taken in Russia in 2008 — 2009 is very like similar
international programs: unemployment benefits, support of the retired, assistance to strategic
enterprises in various sectors of economy, financial rehabilitation of banks, support to small
and mid-size businesses. The actions differed by scope of allocations dependent on emer-
gency and scale of problems faced by the governments.

In general, the anti-crisis policy in Russia was quite successful though with some deficien-
cies:

— in implementation of the Anti-Crisis program decisions were often delayed;

— the actions of government support had low transparency, in particular, there were no fixed
rules of allocations among the enterprises;

— at the initial stage of the crises, insufficient focus was made on giving support to the
community, thus reducing effectiveness of the government measures;

— cash execution of the expenditure obligations was irregular and therefore impeding effi-
cient and timely spend of the budget allocations.

Main developments of the budget policy in the 2000’°es

In the 2000’es, regular efforts were taken in Russia to assure stability of the budget system,
efficiency of budget allocations and their spending. The budget policy of that period was
characterized by the following:

In 1998, Budget Code was adopted and made effective since January 1, 2000, manifesting
a considerable success in the area of the budget reform. The new law established legal foun-
dations of the budget system of the Russian Federation, the position of the subjects of the
budget legal relations, the procedure for regulating inter-budget relations, the foundations of
the budget process in the Russian Federation, and accountability for violation of the RF
budget laws.

The Reserve Fund was established in 2004 as a tool of accumulating some of the revenues
generated by customs duties imposed on oil and from the Mineral Extraction Tax (oil) when
the Urals price exceeded the base price'. The purpose of the Reserve Fund was to assure the
balance of the federal budget in cases where the oil price was lower than the base price and to
neutralize extra liquidity by offsetting interventions of the Central Bank caused by increase of
external reserves. Thus the expenditure obligations were maintained at a predictable and sta-
ble level and did not depend on uncontrolled external situation. As a result of growing prices
on oil in 2004-2007, the Stabilization Fund could accumulate sufficient funds that allowed

!'Since 01.01.2004, the base price was established at $20/bbl for Urals (Federal Law No 184-FZ of 23.12.2003,
while since January 1, 2006 this threshold price was raised to $27 (Federal Law of 12.10.2005 No 127-FZ). Re-
gardless of that the oil prices continued growing, further increase of the “cut-off price” likewise the use of funds
of the Stabilization Fund inside the country was stopped due to a risk of inflation and larger dependency of the
budget on external economic environment.
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the Fund to perform a priority task of maintaining stability of the Russian state finance and in
addition to early repay some of the national external debts. Moreover, due to the application
of the Stabilization Fund tool, the budget policy of 2004-2007 acquired features of a counter-
cycle. The Stabilization Fund starting February 2008 was split into Reserve Fund and Na-
tional Welfare Fund. In 2009 — 2010 it was the Reserve Fund that functioned as a main source
of financing the federal budget deficit;

In 2003-2004, the introduction of results-oriented budgeting (ROB) began as a tool to im-
prove quality of managing budget funds and allowing distribution of budget funds not by the
budget items but by strategic targets and tactical objectives aimed at reaching certain end re-
sults. As complex management procedures and processes including target programming and
results-oriented budgeting were implemented in the environment where such fundamental
budget issues as reforming of the budget network, improvement of incentives at the bottom
level to use budget funds more efficiently remained unsettled, no breakthrough in the effec-
tive management of the budget funds could be expected. A low quality of the institutional en-
vironment considerably discredited the very idea of ROB in Russia regardless of its good po-
tential. As a result, the application of the programmed and targeted planning was actually
limited to planning, analysis and monitoring for assessment of efficient use of the budget
funds while those mechanisms were designed to become inherent elements of the budget
process substantiating the needs of the ministries and departments declared in the Budget
Law.

Improvement of the legal foundations for procurement to meet federal and municipal de-
mands was prompted by Federal Law No 94-FZ effective of July 21, 2005 “On placement of
orders for supplies of goods, execution of works and rendering services for federal and mu-
nicipal needs” and a number of amendments thereto. The new procurement system had a lot
of advantages vs the previous one: application of direct legal regulation of the procedures for
placing orders at all the levels of the budget system, limitation of corruption risks by narrow-
ing the area of application of non-competing procedures (close bids, placement of orders with
a sole supplier), introduction of more transparent ways of order placement (auctions, pro-
curement at commodity exchanges, etc.) At the same time these innovations having failed to
ensure a considerable reduction of the corruption scope, created certain problems for “fair”
providers.

A review of the applicable international experience shows that the government needs in
goods, works and services are satisfied more efficiently and adequately if all procedures of a
process cycle of a government order (planning, formation and placement) are built into uni-
fied institutional environment, aligned with common for all the procedures milestones and
streamlined in terms of structure and element composition. At present, however, the Russian
legislation does not provide for a unified approach to regulation of the entire cycle of the gov-
ernment order placement. Thus, at the planning stage, the budget legislation is called to en-
sure targeted and effective spending of the budget funds. Regulation of the implementation of
government contracts is limited to the application of general provisions of the Civil Code, and
no specific regulation tools are actually applied. Though the stage of placing a government
order is most effectively regulated as a result of on-going refinement of FZ-94, the following
issues are not settled yet: carry-over of the budget funds allocated to payment for government
contracts from the current to a future budget period, broader independence in spending of the
saved budget funds generated by effective procurements, application of price monitoring data
to justify the start-up procurement prices, prospects of centralization of state procurements,
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improvement of the procedure for setting prices in construction sector, possibility to engage

specialized companies to perform control over contract compliance, in terms of targeted

spending of funds, effective work organization, implementation of technologies (banks and
engineering companies), methods of procurement of highly specialized services (R&D and
pilot), etc.

Implementation of national projects of priority (NPP) as an alternative way of programmed
governance of budget expenditures. A new approach to resolve the task of improvement of
the Russian community life quality was demonstrated in development of four national pro-
jects of priority in the areas of education, healthcare, housing and agribusiness industry.
Within each such project problems, objectives and actions were formulated. A specific focus
was made on development trends of education and healthcare as these sectors have provided
traditionally a wide range access to their services for the citizens and have always been ex-
tremely significant in terms of investments into human capital.

A review of the implementation results of NPP shows that the project target indicators
have been delivered and over-delivered. However, these deliverables have not been supported
by any institutional reform and therefore limited to additional budget allocations to alleviate
acute problems in the key social sectors.

As there were no system approach to project shaping, the list of areas and actions of gov-
ernment support had to be extended every year thus leading to additional budget expenditures
(to finance new “bottlenecks”, e.g. schools were connected to Internet, later the Internet traf-
fic was paid for, since municipal budgets had no such expenditure items). Besides, the im-
plementation of the national projects created additional expenditure obligations for the re-
gional authorities. It is the regional authorities that are accountable mainly for the areas
identified as national priorities. Therefore the national projects being included in the regional
scope of competences created for the regions the so called hidden non-financed expenditure
mandates:

— in the projects “Education” and “Healthcare” additional benefits and increase of salaries
of certain categories of budget employees took place while labor remuneration in the edu-
cation and healthcare sectors in general have been maintained at the levels planned by the
government. Thus a gap in individual revenues was created, and some of the human re-
sources moved to jobs that were highly paid for. The regional authorities had to respond
by unplanned increase of salaries of other employees in the education and healthcare sec-
tors.

— as the national projects of priority were implemented, it was found that they did not pro-
vide funds for maintenance of high-tech medical equipment, retraining of employees so
that they could work with such high-tech equipment, etc.

The process of establishment of development institutions in order to create a unified na-
tional innovation system for development began in 2005. For several years, several dozens of
organizations were established in Russia with the aim to incentivize investments and transfer
to an innovative-performance model of the Russian economy, among them: Bank of Devel-
opment and External Economic Activity, Investment Foundation of the Russian Federation,
OJSC Special Economic Zones, Russian Venture Company, Russian Corporation of
NanoTechnologies and other institutions. Each of them enjoyed a sizable support from the
federal budget. Budget allocations were granted to organizations called development institu-
tions, mainly in the form of contributions to their charter capital. Development institutions are
granted such forms of private business support as loans, insurance of export risks, acquisition
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of securities of legal entities, participation in their capital and in concession agreements, and
direct subsidizing.

The development institutions in spite of the considerable government support have not be-
come catalysts of investment growth of the Russian economy, partially because there were no
effective interface system for the institutions, their competences were vague, the applied tools
were not aligned with those of established budget support, and the institutions did not have
access to main sector strategic documents, etc.

Transition to a mid-term budget planning. In 2007, the 2008 — 2010 federal budget for
2008 — 2010 was formed (for a three-year period) for the first time in the contemporary Rus-
sia history. This development indeed was designed to improve predictability of the mid-term
budget and fiscal policy of the RF Government, to enhance financial assurance of the adopted
expenditure obligations for a three-year term and also to improve requirements to the budget
quality and accountability for mistakes made in planning. According to the Budget Law,
budget allocations were approved separately for each year of the three-year period, and chief
executives of the budget were granted the right of re-allocation of funds in the course of the
federal budget implementation between the current and future years. However, early 2009, as
a result of rather high mid-term uncertainties caused by further recession in the world and in
the Russian economy, the Federal Government elected not to follow the new practice of 3Y
budgeting in 2010-2012. This decision was justified in the then economic environment, and
the return to budgeting on a one-year basis was considered a temporary measure, therefore in
2010 the RF Government returned to federal budgeting on a three- year basis.

Thus the review of most important measures to improve the budget policy performed in the
2000”es shows that most of them remained on paper. The results-oriented budgeting was not
developed up to a level of becoming a tool of effective management of expenditures; the sys-
tem of the development institutions can hardly be described as completely developed, the re-
form of the budget network was slow, etc. A lot of issues remain unattended and unsettled;
they can form an urgent agenda to be dealt with in the near future.

We can assume that these insignificant results have been a consequence of mistakes made
in selection of priorities of the budget reform. Since early 2000°es, complicated management
tools (the results-oriented budgeting, targeted programming) have been implemented to im-
prove the budget process; they proved to be quite effective in such countries as Great Britain,
the USA, New Zealand, Australia; however they were hardly used in the countries with weak
institutional environment. In a country where such fundamental issues of the budget sphere as
restructuring of the budget network, creation of incentives for more efficient use of the budget
funds at the bottom level, and improvement of a government order remain unresolved, it is
difficult to expect a fast breakthrough in the quality of budget management.

2.2.2. Budget policy at the stage of recovery

In the context of improving macro-economic situation, with a stable growth of oil world
prices in 2010, common trends for all budget levels have been: revenue growth, reduction of
expenditures vs the previous year and consequently reduction of the budget deficit (see. Ta-
ble. 8). In particular, the budget expenditures of the enlarged government fell down by
2.5 p.p. of GDP, of the federal budget by 2.p.p. of GDP, of the consolidated budget of the RF
subjects by 1.2 p.p. of GDP. At the same time, with re-calculation into real prices, the saving
of the budget funds looks quite modest vs 2009 figures and fluctuates within 2-5% range —
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thus we can hardly speak of the efficiency of the announced intentions to implement the “re-
sponsible” budget policy.

In 2010, the revenues of the budget system changed insignificantly vs the similar parame-
ters of the previous year. Thus the budget revenues of the enlarged government grew by 0.3
p.p- of GDP (equivalent to a 4.8% surplus). This is mainly a result of the change of the proce-
dure of remitting revenues from insurance contributions' the federal budget revenues made
18.7% of GDP in 2010 — this is by 0.2 pp. of GDP lower than in 2009.

Table 8
Implementation of revenues and expenditures of the budgets of all power levels in 2010
2010 Change vs 2009

in bln in % of nominal value real value

RUR GDP__ bln of RUR, % bin of RUR % pp of GDP
Federal budget
Revenues 8303,8 18,7 966,1 13,2 208,9 2,6 -0,2

Incl. from oil & gas sector 3830,7 8,6 846,7 28.4 538,8 16,4 0,9

Expenditures 10115,6 22,7 455,6 4,7 —541,2 5,1 22
Deficit (—) /Surplus (+) —1811,8 4,1 510,5 750,1 2,0
Consolidated budgets of the RF subjects
Revenues 6537,0 14,7 610,3 10,3 -1,2 0,0 0,6
Expenditures 6636,9 14,9 381,2 6,1 -264,3 -3,8 -1,2
Deficit (—) /Surplus (+) -100,0 0,2 229,1 263,1 0,6
Budget of the enlarged government
Revenues 15715,9 353 2116,2 15,6 712,9 4,8 0,3
Expenditures 17301,0 38,9 1252,7 7,8 —403,3 2,3 2,5
Deficit (—) /Surplus (+) -1585,1 -3,6 863,5 1116,2 2,8
For reference: 444914

GDP, in bln RUR.
Source: Ministry of Finance of the Russian Federation, IEP calculations

It should be noted that the tax burden in 2010 exceeded that of 2009 by 1.6 pp of GDP
reaching 32.4% of GDP. Such increase was substantiated mainly by the positive trend of the
tax revenues (see Table 9). Thus in 2010, Profits Tax, MET and indirect taxes dominated in
their effect on the budget revenues of the enlarged government.

The revenues from the oil & gas sector that secure about one fourth of all the national
budget revenues, have fluctuated depending on the world prices trends and demands for the
goods of the fuel and energy complex. The main reason of the oil & gas sector revenues
growth was the increase of the world prices on oil vs the similar period of 2009 ($75.9 against
$56.7 $/bbl), accompanied with monthly indexation of the export duties from $253,6 per a ton
in March up to $303.8 per a ton in December. As a result of the growth of physical volumes
of production and export of hydrocarbons and the growth of world prices on energy carriers,
the surplus of oil & gas revenues was 0.9 pp. of GDP vs 2009. A non-zero beneficial export
duty on the supplies of oil from the East Siberia fields”, implemented in July 2010, positively
affected the situation; the duty rate is re-calculated monthly depending on the world market
prices and the demands for oil on the world markets.

"If in 2009 UST revenues were partially remitted to the federal budget and then to the RF Pension Fund, since
2010 insurance contributions have been directed to off-budget funds.
? The beneficial rate applies to 22 fields of the East Siberia.
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Table 9
Main taxes revenues to the budget of the enlarged government
of the Russian Federation in 2007 — 2010 in % of GDP

2010 change vs 2009  Tax elasticity

2006 2007 2008 2009 2010 % in 2010 for GDP in
of prices, in 2010, by
GDP % times
Tax load 35,9 36,1 35,7 30,8 32,4 1,6 9,3 2,4
Profits Tax 6,2 6,6 6,1 3,3 4,0 0,7 27,2 6,9
Personal Income Tax 35 3,8 4,0 43 4,0 -0,3 -2,6 -0,6
Uniform Social Tax/ /insurance con- 4.8 5,1 5,1 5,5 5,1 -0,3 -2,6 -0,7
tributions*®
VAT 5,6 6,9 5,1 5,3 5,6 0,3 10,5 2,6
Excises 1 1 0,8 0,9 1,1 0,2 23,1 5,8
MET 4,1 3,6 4,1 2,7 32 0,4 21,0 53
Customs duties and fees 8,6 7,3 8,6 6,8 7,1 0,3 9,2 2,3

* since 2010, UST has been converted to insurance contributions remitted to off-budget funds directly.
Source: RF Ministry of Finance, Rosstat, IEP calculations.

The following factors were suppressive for the oil and gas revenues trend in 2010: firstly,
the slowdown of oil production growth rates in 2H 2010 vs 2009 and secondly, strengthening
of the ruble currency which reduced revenues from external trade in the ruble equivalent.

The Profits Tax and indirect taxes, among other main oil and gas revenue sources, demon-
strated a more pronounced trend to increase revenues both in % of GDP and in real prices; the
Personal Income Tax revenues and revenues from insurance contributions, however, reduced
by 0.3% of GDP.

In particular, the Profits Tax revenues by the year end reached 0.4% of GDP which is by
0.7% higher vs 2009. In real prices, the growth was 27.2% - this is the highest value among
the considered taxes. Such positive growth of the Profits Tax revenues was mainly prompted
by a better financial situation in the real sector. Thus, for 11 months of 2010, the consolidated
financial effect of organizations (without small businesses, banks, insurance companies and
budget-funded agencies) reached RUR 5.54 trillion (in current prices); this by 49.6% exceeds
the value of this indicator for the respective period in 2009; the share of lossmaking enter-
prises reduced to 29.7% against 32.0% in 2009.

In 2010, the budget revenues from VAT grew by 0.3% vs 2009 at the expense of the tax
imposed on the imported goods only. The VAT revenues from the goods sold inside the Rus-
sian Federation in real prices increased by 2.4% only while in the case of imports taxation —
by 21.4%. Therefore in 2010, in the VAT revenue structure a continuation of the trend (since
2006) to reduce the share of the internal VAT has been observed in favor of the VAT reve-
nues from the imported goods (if in 2004 the ratio between the revenues from the taxation of
the internal sales and the taxation of the imported goods was 70:30, in 2010 such ratio was
53:47). It is explained by two factors mainly: the internal demand has shifted towards con-
sumption of the imported goods (the share of imports in GDP increased from 12.8% in 2004
to 16.9% in 2010) and the legislation regulating internal VAT administration has changed re-
cently; according to our conservative estimates', both factors resulted in annual under-receipt
of budget revenues in the amount of at least 1.5% of GDP.

' Quality of VAT administration in OECD countries and in Russia/A. Knobel. S. Sinelnikov_murylev, 1. Soko-
lov — M. Journal “Applied Econometrics” No 4 (20), 2010.
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In 2010, a considerable growth of excise revenues to the budget of the enlarged govern-
ment by 0.2% of GDP vs the respective value of 2009 was recorded. The reason behind such
growth was a sizable increase of the rates on alcohol products, on beer specifically (by 3
times), and indexing for inflation of other groups of excisable goods. If in the 2000’es, the
growth rates of the tax base were behind the real GDP growth for all the excisable goods be-
sides the alcohol products, since 2010 this trend has become pronounced for the alcohol prod-
ucts as well, which production volume reduced by 2.9% vs 2009 in physical terms.

The revenues from the Personal Income Tax (PIT) to the budget of the enlarged govern-
ment reduced to 4.0% of GDP; this is by 0.3% of GDP lower than the 2009 value. In absolute
terms the revenues grew by 7.5% only vs the previous year making RUR1,790.5 billion. In
real prices the PIT revenues reduced by 2.6% vs the respective values of 2009. Such reduction
of the PIT revenues occurred following the reduction of the taxable base (in GDP shares): in
2010 the growth rates of monetary revenues of the population (less social payouts) were
lower than the rates of rehabilitation of the national economy; as a result, their share in GDP
decreased by 4.6% of GDP for nine months of 2010 vs the respective period of 2009.

Since 2010, UST has been converted to insurance contributions administered by state oft-
budget funds'. Before 2010, insurance contributions were paid on the insured and cumulative
portion of the state pension and administered by the Federal Tax Service of Russia. These
contributions were not a portion of UST, however the UST obligations were reduced by the
amount of the paid insurance contributions (the UST portion subject to payment to the federal
budget). In 2010, the summary rate of the insurance contributions was maintained at the level
of the UST base rate of 26% of the payroll budget, however it was the taxable base that
changed. Thus, if before 2010, the UTS was imposed at the regressive scale, and the base rate
applied to the annual wage not exceeding RUR280,000, in 2010 the rate of 26% applied to the
wage of RUR415,000, and any wage above that level was exempt from insurance contribu-
tions (actually two rates were applied: 26% and 0%).

It is important to note that Federal Law No 212-FZ of 24.07.2009 stipulated annual index-
ing of the marginal base for insurance contributions in line with the growth of the average
wage in the Russian Federation®. The changes described above should be taken into consid-
eration by comparing the UST dynamics (including the insurance contributions) with the
revenues from the insurance contributions in 2010. As Table 9 suggests, the collection of the
insurance contributions made about 0.3% of GDP vs the previous year. It is partially related
to the reduction of the payroll fund in GDP by 2.5% of GDP.

Note that more important changes associated with insurance contributions have been ef-
fected since January 1, 2011, namely, the increase of the overall rate from 26% to 34%. Ac-
cording to our estimates, this action does not ensure the balance of the pension system of Rus-
sia in a long-term period, and there is a considerable negative influence on the pace of
economic growth; this may enlarge a scale of tax evasion by the business (the share of the
“shade wages” would increase).

With an insignificant growth of revenues to the budget of the enlarged government in GDP
shares, in 2010 the budget expenditures reduced vs GDP (by 2.5 pp of GDP) but actually did

! Federal Law of July 24, 2009 No212-FZ On insurance contributions to the Pension Fund of the Russian Fed-
eration, Social Insurance Fund of the Russian Federation, Federal Fund of Compulsory Medical Insurance and
Territorial Funds of Compulsory Medical Insurance”.

? By Resolution of the RF Government of November 27, 2010, No 933, the taxable base limit was set at
RUR463,000 for 2011.
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not change in real terms; this conforms to the earlier accepted concept of their growth re-
straint (Table. 10).

Table 10
Implementation of the expenditure obligations of the budget of the enlarged
government in 2009 — 2010, in % of GDP

2010 2009 Change

RUR, % of RUR, % of in pp. of %, real as-

billion. GDP billion. GDP GDP sessment
Expenditures, total 17301,0 38,9 16048,3 41,4 -2,5 2,3
including
General government issues 1438,9 3,2 1313,8 34 -0,2 -0,7
incl. servicing federal and municipal debts 261,0 0,6 236,3 0,6 0,0 0,1
National defense 1279,7 29 1191,2 3,1 -0,2 -2,6
National security and law enforcement 13394 3,0 1245,9 3,2 -0,2 -2,5
National economy 2323,9 52 2782,1 7,2 -1,9 -24.3
Housing and utilities 1071,5 2,4 1006,1 2,6 -0,2 -3,5
Protection of natural environment 28,3 0,1 29,6 0,1 0,0 -13,2
Education 1893,9 43 1783,5 4,6 -0,3 -3,7
Culture, cinematography, mass media 3534 0,8 3244 0,8 0,0 -1,2
Healthcare and sports 1708,7 3,8 1653,0 43 -0,4 -6,3
Social policy 5863,2 13,2 4718,8 12,2 1,0 12,6

Source: RF Treasury, IEP calculations

The reduction of the government expenditures was mostly related to such budget items as
“National economy” (by 1.9 pp. of GDP), “Healthcare and sports” (by 0.4 pp. of GDP) and
“Education” (by 0.3 pp. of GDP). The only item of the budget of the enlarged government
which enjoyed increase of funding was “Social policy”; this is mostly connected with pension
indexation, three times during the reviewed year. Thus, from January 1, 2010, social supple-
mentary pays to the pension were established to raise the pension up to the cost of living.
Therefore, in 66 subjects of the Russian Federation payouts in the form of federal extra pays
to the pension (for 2,403. 7 thousand people) and in 17 subjects of the RF in the form of re-
gional extra pays to the pension (2,441.1 thousand people) were made.

From April 1, 2010, work pensions were additionally indexed by 6.3% and social pensions
by 8.8%. Besides, from July 1, 2010, social pensions have been increased by 3.41%. With ac-
count of all 2010 actions (valorization, indexation) the work pension (old age pension) has
grown by 23% amounting to RURS,177.

At the same time one should mind that such increase of the social obligations requires a
well-thought approach since in the context of a sustained shortage of the RF Pension Fund it
becomes an extra load on the national budget. Expenditures for funding the additional pension
increase in January 2010 were estimated at RURS502 billion (about 1.2% of GDP) while for
the April indexation the Federal government had to find another RUR 150 billion. The aggre-
gate pension expenditures grew by RURI.3 trillion (2.4% of GDP) vs 2009, and a result, the
pension system shortage increased to 5.2% of GDP in 2010.

In such context, to revise the current national pension policy is absolutely required. Other-
wise, to maintain the replacement ratio at the current level (36%) a choice between the two
options will have to be made:

e Step up additional financing (0.5% of GDP for 2011 1% of GDP in 2016, 2% of GDP in
2022, etc) to compensate the pension system shortage; or
e Increase the rates of the insurance contributions by 0.5% on the average every year.
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Thus we believe it reasonable to come back to the social tax scale that had been in effect
before 2010, to carry our moderate indexation that would not increase the tax burden on the
labor market in 2011 — 2012. In a mid-term, to secure the pension system, extra funds should
be engaged in addition to standard insurance contributions for compulsory pension insurance.
Alongside with the reserve funds, privatization of state property may help, also by way of
passing the property over to the RF Pension Fund and non-state (private) pension funds in
consideration of current contributions under the cumulative component of the pension insur-
ance.

2.2.3. Main events in the budget area in 2010.

In the last year, in spite of the crisis and the need to cut down budget expenditures, the RF
Government continued making transformations that started in the second half of the 2000’es
to improve the quality of the budget governance and to implement the social obligations that
had been assumed before. In 2010, the following events in the budget area can be considered
as significant:

1. Development and approval of the RF Government Program to improve efficiency of the
budget expenditures'. The need to ensure a long-term balance and stability of the budget sys-
tem in the form of an absolute fair limitation of the “irresponsible” annual increase of the
budget expenditures is a fundamental condition for the Program implementation success.

An innovation in the Program is introduction of another program targeted tool - “a gov-
ernment program” designed to set aims, objectives and instruments of the government policy
aimed at the implementation of the priorities of the Concept of a long-term social and eco-
nomic development or large-scale actions of national or international significance. Last Au-
gust the RF Government approved the procedure for development, implementation and as-
sessment of efficiency of such government programs®, while in November the RF
Government passed a resolution where a list of the government programs was approved’. All
the programs are structured by the following areas:

— New quality of life (13 programs);

— Innovative development and upgrade of the economy (17 programs);
— National security assurance (2 programs);

— Well-balanced regional development (4 programs);

— Effective government (5 programs).

The funds for the programs will be determined during national budgeting for 2012-2014.

Other significant areas of budget governance quality improvement in the Program are:

— Considerable increase of the target programs share (currently the budget expenditures un-
der a targeted program method are covered by about 15%) in the budget;

— Reforming the mechanism of state order implementation;

— Improvement of the budget network;

— Reforming institutions of the federal (municipal) government control;

— Delineation of authorities between various levels of power, etc.

In spite of the fact that the Program is oriented at the improvement of the budget process at
the federal level, the success of its implementation depends on the alignment and effective-

" Order of the RF Government of June 30, 2010 No 1101-r
? Resolution of the RF Government No 588 of August 2, 2010
® Order of the RF Government of November 11, 2010 No 1950-r
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ness of the efforts at all the levels. Therefore the RF Government recommended the executive
authorities of the RF subjects and the local government bodies to develop and implement
similar regional and municipal programs for improving efficiency of expenditures of the re-
spective budgets according to the key provisions of the Federal Program. Also a decision was
taken to grant federal subsidies to the regional budgets for the implementation of the regional
programs'.

2. In 2010, amendments * in the RF Budget Code were adopted to be effective since 2011.
These amendments primarily changed the structure of functional classification of the budget
expenditures and increased the number of budget items from 11 to 14. The following expendi-
tures now have become separate items:

— servicing of the federal government and municipal debts. Before this expenditure item
was included in the section “General Government issues”. This innovation aims at the im-
provement of control effectiveness over government debts specifically in view of its fu-
ture increase in the mid-term,;

— physical culture and sports expenditures. Earlier this budget item was included in the sec-
tion “Healthcare”;

— expenditures on mass media including TV and radio broadcasting; periodical press and
publishing houses, applied research in the area of mass media and other mass media is-
sues. Earlier the mass media expenditures were included in section “Culture and cinema-
tography”.

“Inter-budget transfers” section was also modified. Now it is called “Inter-budget transfers
of general nature to the budgets of the RF subjects and municipal establishments™. In this sec-
tion the targeted transfers such as subventions and subsidies are united in item “subsidies for
alignment of the budget provision of the subjects of the Russian Federation and municipal es-
tablishments”. All other transfers are grouped into— “other subsidies” and “other inter-budget
transfers of general nature”. Transfers to off-budget funds are included in other sections.
Thus, since 2011 transfers to the national Pension Fund will be included in section “Social
policy”; as a result, the expenditures under “Inter-budget transfers” will be considerably re-
duced in 2011 — 2013 while the expenditures under “Social policy” will grow (see Table 13).

“National security and law enforcement” section was supplemented with an item called
“modernization of the inferior troops, rescue military crews of a federal executive body au-
thorized to resolve problems of the civil defense and of the law-enforcement and other bod-
ies”. The desire to localize expenditures in the expenditure structure is explained by the com-
ing (since 2012) transition to the program-based budget where each expenditure area will be
shaped as a government program.

In July 2010, according to the amendments ° in the Budget Code, the date of submission of
the draft federal budget to the State Duma was moved from August 26 to October 1*. Such
decision was made with a view to improve accuracy of the main forecast parameters of the
federal budget when it is formed later in the year since by the first of October updated macro-

! Resolution of the RF Government if December 31, 2010 No 1203.

> Federal Law of 30.09.2010 No 245-FZ.

3 FZ of 27.07.2010 No 216-FZ “ On amendments in the Budget Code of the Russian Federation with regards to
specification of the dates of compiling, reviewing and approving draft budgets and reports on their implementa-
tion”.
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parameters are usually available, main directions of the tax policy approved, and the Federal
Target program scope is corrected.

3. Legal framework for road funds activity. In December 2010, the State Duma reviewed
the first version (reading) of a bill aimed at development of the legal framework for
establishment (since January 1, 2011) of road funds both at the federal and regional levels 1.

The RF Government initiated creation of a target budget fund for road construction and re-
pair back in May 2010. In particular, the road fund notion was suggested as a portion of the
budget funds to be used for financing road activities®, and to set up Federal Road Fund as part
of the federal budget.

To create this asset, the following revenues will be accumulated:

— excises on gasoline, diesel fuel and motor fuels;

— use of property that is part of the motor roads of general use of federal importance;

— tolls on motor vehicles registered in foreign states when they drive by motor ways in the
Russian Federation;

— subsidies from the RF budget system to finance roads of general use of federal impor-
tance;

— uncompensated receipts from legal entities and individuals to finance road activity;

— other receipts from fines and damage compensations.

With account of increased rates on the said excisable goods, since 2011 this mechanism
will help accumulating about RURS500 billion annually, according to the estimates of the RF
Ministry of Finance.

The rationale of the creation and functioning of the road funds raises serious concerns by a
number of reasons. Firstly, the Audit Chamber of Russia has systematically focused on non-
efficient use of the budget funds of the federal and regional road funds that were functioning
earlier. Secondly, a road fund having its own fixed sources of revenue does not meet the prin-
ciple of general consolidated coverage of the budget expenditures stated in Article 35 of the
Budget Code. Thirdly, with the creation of road funds, the issue of a single-channel model of
financing the needs of the sector remains unresolved: there are still several channels of bring-
ing budget funds to the road sector organizations. In particular, a sub-program “Development
of the Russia’s transportation system (2010 — 2015)” of the Federal Target program is still
being implemented as well as co-financing of auto-concession from the Investment Fund.

2.2.4. Analysis of the main parameters of the federal budget
of the Russian Federation in 2011-2013.

The world economic crisis brought about significant changes in the environment of the
formation of the government budget in Russia. First, a sharp reduction in budget revenues
took place — from 22.5% of GDP in 2008 to 18.7% of GDP in 2010 (see Table 11). Besides,
in a long-term perspective a further reduction of the share of oil and gas revenues in the
budget is expected which will not be compensated by high oil prices. This will occur due to
several factors: non-raw material sectors will have an outrunning growth, greenfields subject

' Some subjects of the Russian Federation e.g. Tatarstan, Lipetsk and Samara regions announced their intention
to set up regional road funds in 2011.

? The road activity is activity for designing, construction, modernization, capital repair and maintenance of the
motor roads (according to FZ of November 8, 2007 No 257-FZ "On the motor roads and the road activity in the
Russian Federation, and amendments in separate legislative acts of the Russian Federation”).
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to tax holidays will increase in number as well as brownfields (exhausted) that also enjoy tax
benefits, the ruble currency is expected to strengthen. A development scenario is likely to
happen where budget revenues will decrease while GDP will continue growing. According to
our estimates, in the near decade oil and gas revenues may fall down by 2% of GDP as a re-
sult of the said factors.

Secondly, during the crisis the federal government has assumed many additional expendi-
ture obligations causing expenditure growth from 18.3% in 2008 up to 22.7% in 2010.
Though the implementation of the Anti-Crisis Program was quite justified and successful,
currently optimization of the budget expenditure structure and reduction of redundant and in-
efficient areas of the budget finance has become a priority.

Thus, the Law on the Federal Budget for 2011 and for the planning period up to 2013 was
developed in a revised context of the budget system, and this context predetermined the tasks:
to ensure financial stability of the budget system, to cut down the shortage of the federal
budget and to improve efficiency of the budget expenditures. The main parameters of the said
Law are given in Table 11.

Table 11
Main parameters of the federal budget in 2008-2013 in % of GDP
Actuals Budget Law

2008 2009 2010 2011 2012 2013

Revenues 22,5 18,9 18,7 17,6 17,0 16,8

including from oil and gas 10,6 7,7 8,6 8,1 7,9 7,5
Expenditures 18,3 24,9 22,7 21,2 20,1 19,7

incl. tentatively approved - - - - 0,8 1,3
Deficit (—) /Surplus (+) 42 -6,0 4,1 -3,6 -3,1 -2,9
Other than oil and gas deficit -6.,4 -13,7 -12,6 -11,7 -10,9 -10,4

Source: Ministry of Finance of Russia, IEP calculations

As the Table suggests, the federal budget deficit will reduce to 2.9% of GDP in 2013, how-
ever this reduction can be less due to a number of assumptions. Primarily, there are more op-
timistic estimates of the oil prices in the mid-term (when the budget was shaped, a conserva-
tive forecast was used with the prices at 75-78 $/bbl). A high dependency of the budget
revenues on oil and gas revenues remains. Besides, a growth of the budget revenues is possi-
ble if the macro-economic situation improves in the mid-term and the world economy revives
after the crisis, and the demand for goods on the Russian and international markets will in-
crease together with the growth of foreign investments. Finally, a positive trend of reduction
of the budget expenditures as a result of the implemented reforms of 2009 — 2010 may be ex-
pected.

It is also obvious that with a less favorable development of the economy and a change of
the ratio between the basic parameters of the social and economic development (oil prices,
GDP volume, inflation rates, the ruble exchange rate) the budget deficit can become so high
that new issues may appear challenging the growth of the economy and the stability of the
budget system as a whole.

For the near three years, receipts from the indirect taxes, MET and customs duties will re-
main the main sources of revenue for the federal budget (see Table 12). Note, that according
to the forecast of the RF Ministry of Finance, in 2013, with comparable volume of the real
GDP, the revenues of the federal budget will be by 5.7 pp. of GDP lower than in 2008. Ac-
cording to our estimates, approximately 2.5 pp. of GDP cuts are caused by changes in the tax
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legislation (UST is replaced with insurance contributions, and the Profits Tax rate is reduced),
1.0 pp. — caused by reduction of revenues from the oil producing sector (MET and export
duty reliefs) and 2.1 pp. — by reduction of revenues from taxes related to a lower (in 2013 vs
2007) level of profitability and changes in the economic activity structure.

During 2012 — 2013, a “pin-point” policy to increase fiscal burden on certain sectors of
economy, especially, on the oil and gas sector, will be carried out. Since 2011 the MET rate
on gas is expected to increase by 61% - from RUR147 to RUR237 for 1,000 cu. m, in 2012
the rate will be indexed for the expected growth of prices (5.9%) up to RUR251; while in
2013 — by 5.5% up to RUR265/1,000 cu. m. The increase of the fiscal burden on the produc-
ing sector the national budget system is going to receive additional RUR50-70 billion every
year in 2011 — 2013. (see Table 12). As for MET on oil, the MET rate will not change in
2011; however in 2012 it is expected to increase from RUR419 to RUR446 for one ton, and in
2013 - up to RTUR470. This measure will annually bring to the budget about RUR75 and
RUR150 billion respectively. However, this measure may negatively affect the sector effi-
ciency.

Abolishment of the reduced rate of the export customs duty on oil produced at the specific
fields of East Siberia will ensure a surplus revenue to the federal budget of RUR97 billion in
2011 and about RUR30 billion in the following two years. Besides, last December the in-
crease of the export duty on oil products continued to be discussed. Russia as a member of the
Customs Union has reserved this right and can use it as early as in the mid-term period. Two
options of the duty increase are considered:

e gradual equation of the duties on light and dark oil products by bringing them to 60% of

the duties on crude by 2013;

e increase of the average weighted rate at the external border of the Customs Union.
e If the export duties increase, the government will search for other methods of support of
the national “oil refining”, meaning not primary treatment but deep crude conversion.

Regardless of the total increase of the tax burden on producing companies, a gradual re-
duction of oil and gas revenues (as shares of GDP) is expected caused by objective (lower
rates of growth of the Urals prices and taxable exports vs GDP dynamics and ruble strength-
ening) and sector problems (reduced production volumes and lower profitability rates).

As for revenues other than those from oil and gas, an insignificant growth of the VAT re-
ceipts is expected related to the growth of sale volumes at the internal market and receipts
from excises caused by the annual increase of the rates on excisable goods (mainly on tobacco
and alcohol products) in the coming three years (see Table 12).

As for revenues other than from the taxes, their growth is forecasted as a result of setting
tasks on dividends generated from the stocks of joint-stock companies being in federal owner-
ship, and a portion of profits of federal unitary enterprises.

The federal budget expenditures show a tendency for reduction (in % of GDP), but their
volumes in constant prices of 1998 and expressed as % of GDP remain at a sufficiently high
level that obviously surpass the level reached in the successful 2008 (see Fig 13). Besides, in
real terms the trend of their reduction will change for the opposite one as early as in 2013.
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Table 12

Actual and expected revenues to the federal budget of the Russian Federation
from the main taxes in 2008-2013 (% of GDP)

Actuals Law on budget
2008 2009 2010 2011 2012 2013
Profits Tax 1,8 0,5 0,6 0,5 0,5 0,5
UST/Insurance contributions 1,2 1,3 0,0 0,0 0,0 0,0
VAT- total: 5,2 53 5,6 5,6 5,6 5,7
internal production 2,4 3,0 3,0 3,0 3,1 3,1
imports 2,7 2,3 2,6 2,6 2,5 2,6
Excises — total: 0,4 0,3 0,3 0,5 0,6 0,7
internal production 0,3 0,2 0,3 0,5 0,5 0,6
imports 0,1 0,1 0,1 0,1 0,1 0,1
MET 3,9 2,5 3,1 2,8 2,7 2,6
Customs duties — total: 8,4 6,5 6,4 6,7 6,5 6,3
import duties 1,5 1,2 0,8 1,2 1,2 1,2
Export duties 6,9 5,3 5,6 5,5 53 5,0
The share of the said tax;s and duties in the 933 86.5 85.6 92,0 93.4 937
federal budget revenues in %
Source: Ministry of Finance of Russia, IEP calculations.
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Source: Ministry of Finance of Russia, IEP calculations.

Fig. 13. Dynamic trend of the revenues, expenditures and deficit of the federal budget,
in RUR billion, and in 1998 constant prices

The growth of expenditures as GDP shares is planned in such sections as “National de-
fense” and “Servicing of the government debt” ' (see Table. 13), while in other sectors the
expenditures are going to fall down vs GDP; this can be explained by GDP higher growth
rates as compared to the growth rates of expenditures in absolute terms, measures taken to
optimize the network of budget institutions, and reduction of the number of implemented fed-
eral target programs ( 43 in 2011 down to 37 in 2012 ) and the volumes of allocated funds
(from RUR 1364.8 billion in 2011 down to RUR1 080.6 — in 2013). The review of the expen-
diture structure for open federal target programs shows that with a general reduction of the
allocations, in 2010 — 2013 an increase in expenditures is observed in “Innovative develop-
ment and upgrading of economy” only (from RUR436.5 billion in 2010 to RUR 579.3 bln in
2013); this is in full line with the Budget Code provisions.

! For the reasons of such growth of expenditures under “Social policy” see above.

63



RUSSIAN ECONOMY IN 2010
trends and outlooks

Table 13
Dynamics of the expenditure obligations of the federal budget
in 2010-2013 in % of GDP

2008 2009 2010 2011 2012 2013 Variance of 2013 vs2010, in % GDP

Expenditures (without tentatively 18,3 24,9 22,7 21,2 20,1 19,7 -3,1
approved) total

including 1,7 1,7 1,6 1,7 1,4 1,2 -0,3
General government issues

Servicing municipal and federal 0,4 0,5 0,4 0,8 0,9 1,0 0,5
debts

National defense 2,5 3,1 2,9 3,0 3,0 34 0,5
National security and law enforce- 2,0 2,6 2,4 2.4 2,1 1,9 -0,5
ment

National economy 2,5 43 2,7 34 3,0 2,5 -0,2
Housing and utilities 0,3 0,4 0,5 0,4 0,2 0,1 -0,4
Protection of natural environment 0,0 0,0 0,0 0,0 0,0 0,0 0,0
Education 0,9 1,1 1,0 1,0 0,9 0,8 -0,2
Culture, cinematography, mass media 0,2 0,3 0,3 0,3 0,3 0,2 -0,1
Health care and sports 0,7 0,9 0,8 1,0 0,9 0,7 0,0
Social policy* 0,7 0,8 0,8 6,0 5,8 5,6 4,9
Inter-budget transfers of general 6,5 9,3 9,3 1,1 0,8 0,7 -8,6
nature *

Tentatively approved - - - - 0,7 1,3 —

* Specifics of re-distribution of funds between these two items relate to the changes of the functional classifica-
tion of the budget expenditures effected in 2011 (see above).
Source: RF Treasury, IEP calculations.

The growth of expenditures is also prompted by some governance decisions which may be
considered as doubtful in terms of the budget policy priorities. Thus, e.g. from 2011, five new
federal target programs and three state programs will be financed, and part of these are not
included in the priorities of the budget policy as set by President of Russia. Many experts be-
lieve, e.g. that the “Clear water” FTP developed under the influence of the Parliament lobby,
likewise “Development of the domestic and international tourism” can hardly be described as
priorities that require additional financing given the budget deficit; moreover the expenditure
share for the new FTP makes almost 20% of the FTP general expenditures for 2011 —2013.

In 2011-2013 the federal budget expenditures will be cut down in the following sections
and areas:

“Healthcare” - from RUR 375.6 billion in 2011 to RUR 356.1 billion in 2013: at the ex-
pense of increasing funds for the implementation of the sector modernization project from
the Fund of Compulsory Medical Insurance. The major portion of the allocations from the
said Fund will be distributed among regions in the form of grants;

— “Housing and utilities” - in 2012 and 2013 there will be a reduction of the budget alloca-
tions for the implementation of the federal target programs and a FAIP part not covered
with the programs, including the provision of service and permanent housing to the ser-
vicemen (RUR125.9 billion in 2010 to RUR25.3 billion in 2013) in connection with com-
pletion of the respective efforts. Besides in 2011 there will be budget allocations to fi-
nance subsidies to a state corporation Fund of Assistance to the Housing and Ultilities
Reform in the form of a property contribution to rehabilitate the Fund property that had
been transferred to the ownership of the Russian Federation in 2009 in the amount of
RUR15.0 billion; no such actions are planned for 2012 and 2013.

More than double expenditures to service the government debt — from 0.4% of GDP in
2010 to 1.0% in 2013 — require special attention. The growth of the government debt (8.3% of
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GDP as of 01.01.2010 up to 18.2% of GDP as of 01.01.2014 — see Table 14) may negatively
affect the stability of the national fiscal system. At the same time stepping up the government
debt will take place primarily through a growing share of internal borrowings (in 2010 — 2013
the internal debt will grow from 5.4% of GDP to 14.3% of GDP, while the external debt will
remain within 4% of GDP) which is quite justified in terms of national security and manage-
ability of the debt.

Table 14
Federal debt of the Russian Federation in % of GDP

Law on budget*

2005 2006 2007 2008 2009 2010 2011 2012 2013

Federal government debt (as of the year end) 14,3 9,1 7,2 6,5 8,3 9,4 13,7 16,1 18,2
including:

internal debt 4,1 4,0 39 3,6 5,4 6,6 10,2 12,5 14,3
external debt 10,2 5,1 3,3 29 2,9 2,8 3,5 3,6 3,9

*top limit of the federal government debt is shown
Source: RF Treasury, IEP calculations.

The period when the Reserve Fund was a key source of financing deficit of the federal budget
ended in 2010, when the Fund allocated RUR1,119.5 billion (2.5% of GDP) for the said pur-
pose. The Reserve Fund allocations have not been spent fully as the expected federal budget
deficit was reduced; the non-spent funds as of January 1, 2011 amounted to
RUR?775.2 billion. (Table 15).

Table 15

Dynamic trend of the formation and use of oil and gas funds in 2010, in RUR MM

Receipts in 2010 Spent in 2010 for:
. Balances as of the Assets Financing of  Financing of Balances as of the
Indicator % oil and gas manage- the federal the budget *
end of 2009 . end of 2010
revenues ment re- budget defi- deficit of off-
ceipts cit budget funds
Reserve Fund 1830.5 - - 1119.5 24.5 775.2

(4.7% of GDP) (1.7% of GDP)

. 2769.0 - - - 25 2695.5
National Welfare Fund (7.1% of GDP) (6.1% of GDP)
Total 4599.5 - - 1119.5 27.0 3470.7

(11.8% of GDP) (7.8% of GDP)

* the balances are recalculated at the exchange rate as of January 1, 2010 and 2011 respectively.
Source: RF Treasury.

In 2010, the RF Government elected not to use the National Welfare Fund, and the Fund
balance in absolute terms remained at the 2009 year-end level. The Fund’s assets in the
amount equal to the population’s pension accruals (RURS.0 — 10.0 billion per year) will con-
tinue to be further used in 2011 — 2013 thus ensuring safety of the accumulated assets of the
Fund. It is worth noting that given the considerable reduction of spending or full spending of
the oil and gas funds’ assets, by 2012 the national financial system could be exposed to exter-
nal shocks having no financial coverage.

To cover the budget deficit, receipts from privatization (RUR298 billion in 2011 up to
RUR309.0 billion in 2013) will be actively used.
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2.2.5. Prospects of the fiscal policy development

In 2010, the structure of the Russian economy (fuel and energy sectors generate up to 9%
of GDP) and the exports oriented at raw materials (2/3 of the exports are produced in the fuel
and energy sectors) ensured, through the system of oil and gas revenues, up to 46.5% of the
federal budget revenues and 24.6% of the budget revenues of the enlarged government. How-
ever, world market prices on fuel and raw materials are highly volatile. The issue of such de-
pendency was partially resolved by establishing in the 2000’es a tax system with graduated
MET rates and export duties depending on oil prices and Stabilization Fund. When in 2009
the federal budget revenues in real terms decreased by 22%, the Government managed to in-
crease expenditures up by 25% by tapping assets accrued in the Reserve Fund. Nevertheless,
according to IEP, tax revenues fluctuate in the range of +3—4% depending on the external
market situation; besides, at various stages of the business cycle an additional fluctuation of
the tax revenues can happen within +2—2,5%. In other words, with an average long-term price
on oil of 70 $/bbl, the enlarged government budget can receive about 34% of GDP, but this
figure may vary from 28% to 40% of GDP.

With account unpredictable generation of budget revenues from oil and gas, a conservative
approach is required to define the level of their spend that would ensure budget stability. The
current application of the oil and gas transfer which size is linked to GDP does not limit ex-
penditures to a safe level in terms of the budget balance. To reduce the dependency of the
budget revenues on the external economic situation, we should abolish the current procedure
of the oil and gas transfer and return to the procedure effective in 2004 — 2007: the procedure
was based on the cut-off price, and MET contributions to the Reserve Fund and the export
duties were in direct proportion to the excess of the actual tax rate over the rate calculated
with account of the average long-term price. In other words, the size of the oil and gas reve-
nues open for use should be limited by a certain threshold oil price kept unchanged during the
entire period of budget planning (i.e. three years).

All oil revenues above the established limit should be channeled to oil and gas funds. A
budget deficit should be funded from the Reserve Fund only if budget revenues are under-
received as a result of the oil price being lower than the oil price estimated in the respective
macro-forecast which was used as a basis for estimation of the main parameters of the federal
budget.

Such approach can assure budget stability since the threshold level of the budget alloca-
tions for spending is fixed as early as the budget planning stage. To use the cut-off price
would be reasonable (similar to the price used as a basis for establishment of the Stabilization
Fund in 2004 — 2007) for estimation of tax revenues from production and export of oil and
gas.

In the context of limitation of government expenditures, efficiency of their spending
should be improved. The quality of budget governance can be improved by using a compre-
hensive approach only that will help to cover the broadest range of the applied regulating
tools and to align their application in time. With this in view, in the near future a focus should
be placed on resolution of the issues of budget system restructuring, higher transparency of
the state procurement system and optimization of certain budget procedures. As a favorable
institutional environment evolves in the country, any further development of such governance
tools as the result-oriented budget, target program activities, state and private partnership can
become an important factor of budget expenditures streamlining and improvement of effi-
ciency of the entire budget process.
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2.3. Intergovernmental Fiscal Relations
and Subnational Finances

2.3.1. Subnational Budgets in 2010

Basic trends concerning relations between different levels of power are reflected in the
structure of revenues and expenditures of the consolidated budget of the Russian Federation.
Data on a share of tax revenues and expenditures of the constituent territories of the Russian
Federation in the relevant items of the consolidated budget of the Russian Federation is
shown in Table 16.

Table 16
A share of specific values of the budget of the constituent territories
of the Russian Federation in the consolidated budget
of the Russian Federation in 1992 — 2010 (%)
2 2§ £ £ £ 38 2 8 8 E E 8 § 8 £ € & 5

Tax revenues 442 53.1 534 476 495 53.1 56.6 492 435 374 351 39.6 36.1 309 31.8 339 332 36.6 37.2

Tax revenues, 47.7 61.7 614 56.0 55.8 59.5 599 53.0 49.0 42.6 40.1 419 47.5 49.1 52.0 50.5 53.7 54.8 57.1
net of natural

resource

charges and

customs duties

Expenditures 340 403 37.7 434 454 48.1 54.1 519 544 542 493 50.0 50.8 49.5 434 483 492 434 432

Data Source: The Federal Treasury, the estimates were made by the Gaidar Institute.

The following is worth highlighting in analyzing the data presented in Table 16. A share of
tax revenues of the constituent territories of the Russian Federation in the consolidated budget
decreased considerably from 56.6 to 30.9% over the period between 1998 and 2005. This
trend was conditioned by economic situation (growth in prices of energy resources resulted in
increase of revenues from customs duties and natural resource charges due to the federal
budget), rather than redistribution of sources of revenues between different levels of the
budget system. The fact that a share of subnational budgets in tax revenues of the consoli-
dated budget, net of natural resource charges and customs duties, decreased less during the same
period, from 59.9% in 1998 to 49.1% in 2005, can be used as evidence. A share of subnational
budgets in tax revenues of the consolidated budget of the Russian Federation was reported to
increase in the period between 2006 and 2007, because revenues from taxes payable to regional
budgets increased faster than tax revenues of the federal budget. In 2008 this share slightly
decreased but remained at a much higher level than in 2005. A share of regional budgets in
tax revenues of consolidated budget, net of natural resource charges and customs duties, in-
creased visibly in 2008 over the level of 2007.

The economic downturn of 2009 had an effect on the relations under review. A share of tax
revenues of the constituent territories of the Russian Federation increased considerably from
33.2 to 36.6% in the relevant revenues of the consolidated budget of the Russian Federation,
which was conditioned to a large extent by a slump of federal budget revenues from mineral
extraction tax and customs duties. A share of regional budgets, net of natural resource charges
and customs duties, increased as well: by 1.1 p.p., from 53.7 to 54.8%, which was conditioned
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to a large extent by steady revenues from personal income tax paid to regional budgets during

the recession (RUB 1666,2 bln in 2008 and RUB 1665,8 bln in 2009 ). A certain economic

recovery was reported in the Russian industries in 2010. According to the data published by

Rosstat, GDP increased by 4% in real terms. A share of regional tax revenues in the consoli-

dated budget of the Russian Federation increased from 36.6 to 37.2% due to a faster growth in

volumes of taxes payable to subnational budgets. A share of tax revenues, net of natural re-
source charges and customs duties, increased more by 2.3 p.p., from 54.8 to 57.1%. On the
other hand, a share of subnational budgets in revenues of consolidated budget of the Russian

Federation decreased considerably from 49.2% in 2008 to 43.4% in 2009, and remained al-

most the same, 43.2%, in 2010. The foregoing trends was indicative of a marked reduction in

the vertical gap in the Russian budget system by aligning shares of tax revenues and revenues
of subnational budgets in the consolidated budget of the Russian Federation. It is well to bear
in mind that this trend was reported due to a drastic decrease in federal budget revenues in

2009 accompanied by a substantial growth in the federal government expenditures (by 27.4%

in nominal terms against the level of 2008) which were covered with accumulated financial

reserves.

In light of the recent trends, the Russian expert community’s traditional point of view on
that the budget system is vertically unbalanced through excessive concentration of tax reve-
nues in the federal budget. The following arguments may cast some doubt on this point of
view :

— federal budget revenues include a big share of “natural resource rent” which is extremely
unstable and likely to keep reducing as percentage of GDP ;

— the federal budget includes the largest cost-related obligation — financing of the pension
system deficit. Ageing of the population will result in growth in expenditures on pension
provision and demand for “grants” from the federal budget;

— regional and local budgets include almost all of the taxes, save for “natural resource rent”,
namely personal income tax, a “lion’s share” of profit tax (18% of 20%), corporate prop-
erty tax. Should the country follow the post-industrial (non-primary) scenario, a share of
these taxes would be increasing in total revenues of the consolidated budget of the Rus-
sian Federation. On the other hand, the federal budget has only one large source of tax
revenues, VAT, which would remain relevant under the non-primary sector development
model.

Therefore, any substantial tax revenues are unlikely to be allocated to the subnational
level.

Let’s take a closer look at the situation with revenues of subnational budgets. Dynamics of
basic elements of revenues of the consolidated budgets of the constituent territories of the
Russian Federation in the period between 2008 and 2010 is presented in Fig. /4.
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Fig. 14. Revenues of the consolidated budget of the constituent territories
of the Russian Federation in 2008 — 2010, by component (in nominal terms)

Tax revenues of consolidated budget of the constituent territories of the Russian Federation
increased by 19.2% in nominal terms in 2010 against the previous year, their share in overall
revenues of regional budgets increased from 64.0 to 69.1%. Tax revenues increased in volume
by 9.5% in real terms against the level of 2009 whereas kept decreasing by 12.9% against the
level of 2008. One may say that in general tax revenues of regional budgets therefore failed to
catch up with the pre-recession values both in volume terms and as percentage of overall
revenues of the consolidated budget of the constituent territories of the Russian Federation
(this share was 70.7% in 2008). Tax revenues tended to decrease in volumes by 1.8% in
nominal terms. As a result, while in 2008 these revenues accounted for 9.8% of the overall
revenues of the budget of the constituent territories of the Russian Federation, they decreased
to 8.7% in 2009 and 7.7% in 2010. Transfers from the federal budget also decreased in vol-
ume to 6.0% in nominal terms against the level of 2009. In spite of a slight reduction, how-
ever, volume of transfers remained beyond the level of 2008 in comparable prices (a 4.3%
growth in real terms). A similar situation developed with regard to other non-repayable trans-
fers to the consolidated budget of the constituent territories of the Russian Federation: a
14.1% reduction in nominal terms against the level of 2009 and a 32.3% growth in real terms
against the level of 2008. It should be noted that most of the other non-repayable transfers
from the Fund for the Promotion of the Reform in the Housing and Public Utility Sector. As a
result, though a share of non-repayable transfers in revenues of subnational budgets reduced
from 27.0% in 2009 to 22.8% in 2010, it kept outstripping the value of 2008 (19.1%). In gen-
eral, revenues of the consolidated budget of the constituent territories of the Russian Federa-
tion increased by 1.4% in real terms in 2010 against the level of 2009 whereas reduced by
10.9% against the level of 2008.
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Dynamics of basic tax revenues payable to subnational budgets in the period between 2007
and 2010 are shown in Table 17.

Table 17
Tax revenues inflow to the consolidated budget of the constituent territories
of the Russian Federation in 2007 — 2010, (as % of GDP)

2007 2008 2009 2010
Tax revenues, total 10.88 10.63 9.78 10.16
including:
Corporate profit tax 4.60 4.25 2.76 3.42
Personal income tax 3.81 4.04 4.29 4.02
Excise taxes on goods sold on the territory of the Russian Federation 0.54 0.46 0.63 0.74
Lump-sum taxes 0.37 0.39 0.39 0.40
Property taxes 1.24 1.20 1.47 1.41
Natural resource taxes, dues and regular charges 0.23 0.25 0.19 0.07
For reference: GDP, t RUB 33.25 41.26 38.80 44.49

Data Source : The Federal Treasury, the estimates were made by the Gaidar Institute.

In general, tax revenues of consolidated budgets increased from 9.78% of GDP in 2009
up to 10.16% of GDP in 2010, however, failed to catch up with the level of 2008 (as 10.63%
of GDP). Specific types of taxes were multidirectional. Traditionally, there are two taxes
which provide basic tax revenues to consolidated regional budgets, namely corporate profit
tax and personal income tax, which accounted for about 73% of the total tax revenues in
2010, slightly outstripping the level of 2009 (72%) but being far behind the level of 2008
(78%). The main reason is that though profit tax revenues increased by 0.66 p.p. of GDP to
reach 3.42% of GDP, it was markedly below the revenues of 2008 (4.25% of GDP). It should
be taken into account, however, that regional rate of this tax raised from 19.5 to 20% from
January 1, 2009. Therefore, though a certain recovery in the Russian economy in 2010 re-
sulted in growth in profit tax revenues, the revenues remained far from the pre-recession val-
ues as percentage of GDP. Another key tax — personal income tax — showed different dynam-
ics. As reported in the previous review', personal income tax was found to be one of the most
stable types of tax revenues in consolidated regional revenues amidst the economic downturn.
In 2010, personal income tax almost caught up with the level of 2008 as percentage of GDP
(as 4.02 and 4.04% of GDP, respectively). The decrease of personal income tax against the
level of 2009 can be explained by the fact that it slumped as percentage of GDP in 2009
amidst the economic downturn and increased in the period of recovery of the Russian econ-
omy in 2010. The following may be highlighted by examining the dynamics of other tax
revenues of the consolidated budget of the constituent territories of the Russian Federation.
Excise tax revenues grew steadily as percentage of GDP in the period between
2009 and 2010, mostly because a part of excise tax revenues was transferred from the federal
budget to regional budgets in 2009 and excise tax rates in increased in 2010. A share of taxes
payable by SMEs (lump-sum tax) remained unchanged over the period under review, ac-
counting for 0.4% of GDP in 2010. Property tax revenues, which increased visibly from 1.20
to 1.47% of GDP in 2009, slightly decreased down to 1.41% of GDP in 2010. Nevertheless,
the revenues were visibly beyond the value of 2008. The role of mineral extraction tax and
other natural resource charges in regional budget revenues decreased in the period between
2009 and 2010. Mineral extraction tax revenues decreased considerably in 2010, which was

' The Russian Economy in 2009. Trends and Outlooks., M. IET, 2010
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connected mostly with centralization of mineral extraction tax revenues as hydrocarbon mate-
rial in the federal budget'.

Dynamics of tax revenues in the consolidated budget of the constituent territories of the
Russian Federation have been considered in general above. However, analysis by region is
also of interest, because the constituent territories of the Russian Federation differed in reces-
sion severity and degree of economic recovery. It should be noted that differentiation of tax
revenues in regional budget revenues decreased in 2009 and then increased again in 2010.
The relevant coefficient of variation of per capita tax revenues given the budget expenditures
index was 87.2% in 2008 and 75.0% in 2009, but increased up to 91.3% in 2010, thus out-
stripping the level of 2008. Such a dynamics were to a large extent linked with the following
aspects. As already noted in the previous review, it was the economically developed regions
that were hit most by the economic recession, which resulted in some decrease in interre-
gional differentiation. Late in 2009 the Russian economy began to recover but the constituent
territories of the Russian Federation differed largely in degree of recovery and, consequently,
growth rates of tax revenues, which resulted in increase of differentiation of per capita tax
revenues. To better understand the situation with tax revenues by constituent territory, let’s
take a look at a breakdown of Russian regions in terms of changes in per capita tax revenues
in the period between 2009 and 2010 (see Table 18).

Table 18
A breakdown of the Russian regions in terms of changes in tax revenues
of the consolidated budget of a constituent territory of the Russian Federation

In nominal terms In real terms
Number regions in which
tax revenues in 2009 against the in 2010 against the in 2010 against the in 2010 against the

level of 2008 level of 2009 level of 2008 level of 2008
Increased by more than 25% 3 23 25 3
Increased by 10 to 25% 9 52 30 13
Increased by less than 10% 18 4 13 29
Decreased by less than 10% 28 1 10 14
Decreased by 10 to 25% 18 2 3 21
Decreased by more than 6 0 1 2

25%

Data Source : The Federal Treasury, the estimates were made by the Gaidar Institute.

As may be seen from the presented data, a share of tax revenues in consolidated regional
revenues decreased in nominal terms in 52 of 82* constituent territories of the Russian Fed-
eration amidst the economic downturn in 2009. Exactly the converse situation was observed
in 2010, when the Russian economy began to recover: tax revenues in 79 regions increased in
nominal terms against the level of 2009. However, since tax revenues decreased at more than
a half of the constituent territories in 2009, it was the base effect that had a serious impact on
growth figures in 2010. Of special interest, therefore, is comparing volumes of tax revenues

' The regulation for crediting the mineral extraction tax revenues as hydrocarbon material (save for the flamma-
ble natural gas) to the federal budget was increased from 95 to 100% from January 1, 2010 (The Federal Law
dd. September 22, 2009, No. 218-FZ “On the Amendments to Certain Legislative Acts of the Russian Federation
and Annulment of Certain Provisions of the Legal Entities of the Russian Federation™).

* The Archangelsk Region and the Nenets Autonomous District are regarded as a single constituent territory of
the Russian Federation.
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with the level of 2008 in both nominal and real terms in order to assess how the situation with
regional budget revenues is improved in 2010. Tax revenues increased in nominal terms
against the level of 2008 at 68 regions and by more than 10% at 55 constituent territories of
the Russian Federation. However, after allowing for inflation in the period between 2009 and
2010, the picture would change substantially. Tax revenues increased in real terms in 2010
against the level of 2008 at 45 regions, accounting for a bit more than a half of the total.
Therefore, almost 50% of the constituent territories of the Russian Federation were facing
problems with tax revenues inflow in their budgets, of which 16 constituent territories experi-
enced a 10% decrease in tax revenues, at 2008 values, against 2008. The following constitu-
ent territories of the Russian Federation experienced most a negative decrease in real terms in
2010 against the level of 2008: the Tyumen Region (—42.7%), the Vologda Region (-
33.3%), Moscow (— 24.8%), the Perm Territory (— 24.3%), the Kemerovo Region (- 23.3%),
the Lipetsk Region (—22.5%) and the Khanty-Mansi Autonomous Area (— 18.9%). Hence, in
2010, tax revenues decreased in real terms against the level of 2008 mostly at the high-fiscal-
capacity economically developed constituent territories of the Russian Federation, which rein-
forces the foregoing opinion on that these regions were hit most by the economic downturn.

Let’s consider the changes which took place in consolidated budget revenues of the con-
stituent territories of the Russian Federation. In 2009, overall expenditures of the consolidated
budget of the constituent territories of the Russian Federation remained at the level of 2008
(RUB 6,256.3 bln and RUB 6,253.5 bln, respectively). In 2010 regional expenditures in-
creased by 6.1% in nominal terms against the level of 2008—-2009 whereas decreased by 2.5%.
in real terms against the level of 2009 and by 10.3% against the level of 2008. The structure
of expenditures of the consolidated budget of the constituent territories of the Russian Federa-
tion was changed as well (see Table 19).

Table 19
Structure of expenditures of the consolidated budget of the constituent territories
of the Russian Federation in 2008 — 2010, ( % )

2008 2009 2010
Nationwide issues 7.1 7.3 73
Including state and municipal debt servicing 0.6 1.0 1.1
National defense 0.0 0.0 0.0
National security and law enforcement 4.1 3.9 3.8
National economy 19.6 18.1 16.6
Housing and public utility sector 16.3 13.7 12.6
Environmental protection 0.3 0.3 0.2
Education 20.8 21.5 219
Culture, cinematography and mass media 3.5 34 34
Healthcare and sports 12.7 12.1 12.0
Social policy 12.2 15.3 17.6
Intergovernmental fiscal transfers 33 4.4 4.5

Data Source : The Federal Treasury, the estimates were made by the Gaidar Institute.

The following can be highlighted by examining changes in major subsections of regional
budgets. In general, the trends which emerged as early as the pre-recession year of 2009, con-
tinued in 2010. Expenditures under “national economy” and “housing and public utility sec-
tor” kept decreasing to reach 16.6% and 12.6% (against 18.1% and 13.7% in 2009 ), respec-
tively, whereas expenditures on social policy increased even more to account for 17.6% of the
overall expenditures in 2010 (against 15.3% in 2009). Expenditures under “education” as
well as “healthcare and sports” changed insignificantly in 2010: the former kept increasing
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gradually to reach 21.9% in 2010, whereas the latter kept decreasing gradually down to
12.0%. A slight decrease in expenditures under “healthcare” was also related to increase in
transfers from regional budgets to territorial funds of compulsory medical insurance. As a re-
sult, in 2010 a cumulative percentage of sections “healthcare and sports” and “intergovern-
mental fiscal transfers” remained at the level of 2009 (16.5%). Expenditures under “nation-
wide issues” also remained at the level of 2009 (7.3%), and expenditures on servicing public
and municipal debt increased insignificantly from 1.0 to 1.1% of the total regional expendi-
tures.

With the regard to expenditures under “national economy”, it is important to consider dy-
namics of both the entire section and subsections, because this type of expenditures is hetero-
geneous as opposed to most of the other expenditure sections. Examining the dynamics for
certain major subsections under “national economy” in 2010, we see once again that the
trends of 2009 continued developing. Expenditures allocated to support the agricultural indus-
try continued to grow to account for 3.4% of the overall expenditures (3.1% in 2009),
whereas expenditures under “road facilities” and “other national economy issues” decreased
even more to 5.5% and 2.8% (against 6.0% and 3.9% in 2009), respectively.

Overall deficit of the consolidated budget of the constituent territories of the Russian Fed-
eration remained unchanged in 2010, but its scope decreased to 1.5% of the total expendi-
tures, which was much less than in 2009 (5.3%). Examining the value of budget deficit by
constituent territory, it should be noted that only 20 of 82 regions had a surplus of the con-
solidated regional budget at 2010 year-end. As a result, the need for borrowings remained at
the subnational level. In addition, it should be noted that the need for borrowings could arise
from the need for refinancing of the existing debt. Data on volumes of the public debt owed
by the constituent territories of the Russian Federation in the period between 2007 and 2010
and municipal debt in 2010 is shown in Table 20.

Table 20
Volumes of public debt owed by the constituent territories of the Russian Federation
in 2007 — 2010 and municipal debt in 2010 (bln RUB)

Debt size, bin RUB

as of January 1 as of January 1 as of January 1 as of January 1
2008 v 2009 v 2010 YU asofJuly1,2010 2011 v

All constituent territories of 456,9 599,6 889,6 934,5 1096,0
the Russian Federation
incl.:
Moscow 89,3 121,5 243,1 264 299,3
Moscow Region 92,1 156,1 163,7 151,2 146,8
Constituent territories of 2754 322 482,8 519.3 649,9

the Russian Federation

(net of Moscow and the

Moscow Region)

Municipalities n/a n/a 134,9 143,6 169,8

Data Source : Ministry of Finance of Russia, the estimates were made by the Gaidar Institute.

The data on changes in volumes of the public debt owed by the constituent territories of
the Russian Federation in 2009 (an increase by RUB 290,0 bln) and in 2010 (an increase by
RUB 206,4 bln) shows a slight decreased in borrowings in 2010. It is, however, the substan-
tial decrease in growth rates of borrowings and loans in Moscow as well as of public debt in
the Moscow Region in 2010, that was most responsible for the said decrease. The two above
mentioned regions accounted for more than 45% of the total amount of public debt owed by
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the constituent territories of the Russian Federation as of January 1, 2010. The picture would
be different if we examine dynamics of volumes of the regional debt, net of Moscow and the
Moscow Region. Volumes of public debt of the other constituent territories of the Russian
Federation increased by RUB 167,1 bln by the end of 2010 against the level of the beginning
of the year, and were a bit less (RUB 160,8 bln) in 2009. More than 78% of growth in vol-
umes of the public debt were reported in H2 2010. It is noteworthy that balances of repaid
federal loans totaled RUB 127,2 bln in 2010 for the regions (net of Moscow and the Moscow
Region). By comparing the data, we can see that most of the borrowings were obtained as fed-
eral budget loans (see the next paragraph for details on federal financial assistance). In 2010,
debts grew both at the regional and municipal levels. Municipal debts increased from
RUB 134,9 bln as of January 1, 2010 to RUB 169,8 bln as of January 1, 2011.

To summarize, the following can be highlighted. The situation with execution of subnational
budgets improved visibly in 2010. Tax revenues in the consolidated budget of the constituent ter-
ritories of the Russian Federation increased in volume. However, many parameters, which de-
scribe the situation with subnational finances, were found to be much lower than the pre-
recession values. Most of the Russian regions still had a deficit-ridden budget, which gave rise to
the need for extra borrowings. Federal financial aid, including budget loans, kept playing an im-
portant role, like in 2009, in the provision of financial stability at the subnational level.

2.3.2. Financial Support from the Federal Budget

In general, the volume of funds (budget loan balances) allocated from the federal budget to
the budget of the constituent territories of the Russian Federation decreased by 4.1% in nomi-
nal terms in 2010. A total volume of federal transfers decreased by 6.9% from
RUB 1,480.4 bln to RUB 1,378.3 bln, whereas balances of obtained and repaid budget loans
increased by 28.9% from RUB 127,5 bln to RUB 164,4 bin. It should be noted that the vol-
ume of federal budget loans allocated in 2010 to the regions remained at the level of 2009
(RUB 169,8 bln and RUB 170,0 bln, respectively). The balances increased considerably as a
result of considerable decrease from RUB 43,2 bln in 2009 to RUB 5,4 bln in volumes of re-
paid budget loans by the regions in 2010, which may be connected with increase in the num-
ber of federal budget loans issued for a period of more than one year.

Let’s examine dynamics of certain types of federal transfers (see Fig. 15).

All types of transfers, save for subventions, which increased in nominal terms by 33.1%,
decreased in 2010 against 2009. Other intergovernmental fiscal transfers decreased by 25.2%
and subsidies by 22.4% decreased most against the level of 2009. Grants also decreased in
volumes by 9.6%. However, if we compare the amounts of transfers to the regions with the
amounts transferred in 2008, the picture would be slightly different. In general, total volume
of transfers (at 2008 values) increased by 6.4% in 2010 against 2008. On the other hand, other
intergovernmental fiscal transfers substantially decreased in real terms by 51.9% and subsi-
dies by 20.3% against the level of 2008. At the same time, subventions in 2010 (at 2008 val-
ues ) more than doubled subventions in 2008 (a 108.8% growth in real terms). In addition, in
2010 grants increased in real terms by 13.1% against the level of 2008.

The foregoing dynamics resulted in specific changes in the structure of transfers in the pe-
riod between 2009 and 2010 (see Table 21).
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Fig. 15. Transfers to the regions from the federal budget in 2008 — 2010 (at 2008 values ).

Table 21
Transfers to the Russian regions from the federal budget
in 2008 — 2010, in nominal terms
2008 2009 2010
min RUB “st:f; l"f min RUB ast:{‘; l"f min RUB ast;f; l"f
Transfer by region, total 1,094,680 100.0 1,480,385 100.0 1,378,337 100.0
Grants 390,398 35.7 578,277 39.1 522,685 37.9
including:
fiscal capacity equalization transfers 328,648 30.0 375,485 254 396,996 28.8
grants on the provision of support to fiscal 46,035 42 191,886 13.0 105,955 7.7
equalization
Subsidies 435,867 39.8 530,073 35.8 411,439 29.9
including:
subsidies on road facilities 101,799 9.3 104,304 7.0 61,437 4.5
subsidies on agriculture 73,593 6.7 90,641 6.1 87,930 6.4
Subventions 153,170 14.0 284,440 19.2 378,650 27.5
including:
subventions on exercise of powers for pro- 37,413 34 77,414 52 87,090 6.3
motion of employment
subventions on the provision of housing to 0 0.0 45,825 3.1 116,851 8.5
veterans of WWII
Other intergovernmental fiscal transfers 115,245 10.5 87,595 5.9 65,562 4.8

Data Source: The Federal Treasury, the estimates were made by the Gaidar Institute.

As shown in the Table, grants decreased in volumes in 2010 in nominal terms against the
level of 2009 mostly due to a reduction from RUB 191,9 bln to RUB 105,9 bln in the amount
of grants on the provision of support to fiscal equalization. As a result, a share of grants on
fiscal equalization decreased in the total amounts of transfers from 13.0 to 7.7%, whereas a
share of fiscal capacity equalization transfers increased from 25.4 to 28.8%. In general, these
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changes should be regarded as positive ones, because fiscal capacity equalization transfers are

allocated by using the most transparent method based on impartial factors. It is important to

emphasize that decrease in volumes of grants on fiscal equalization was accompanied by a

substantial growth in balances of budget loans. In general, however, the amount of grants fis-

cal equalization and balances of budget loans decreased by 15.4% in nominal terms from

RUB 319.4 bln in 2009 to RUB 270,3 bln in 2010. The decrease reflects the above mentioned

ease of tensions in subnational finances in 2010 against 2009.

A share of subventions increased considerably in the total amount of transfers in the period
between 2009 and 2010, from 14.0% in 2008 to 27.5% in 2010. Growth in volumes of sub-
ventions was conditioned mostly by a consistent increase in subventions on exercise of pow-
ers for promotion of employment due to escalating tensions in the labor market, and a subven-
tion on the provision of housing to veterans of WWII on the occasion of the V-Day 65™
Anniversary' which was introduced in 2009. It is the latter type of subventions that was re-
sponsible for most of the growth in subventions in 2010: the subvention on the provision of
housing to veterans of WWII increased from RUB 45,8 bln to RUB 116,9 bln, accounting for
more than 30% of the total subventions in 2010. Furthermore, it should be noted that in 2010
housing utility subventions for specific categories of individuals increased by 17.8% from
84.8 to RUB 99,9 bin.

A share of subsidies in the total amount of transfers gradually decreased in the period be-
tween 2009 and 2010, from 39.8% in 2008 to 35.8% in 2009, to 29.9% in 2010. A visible re-
duction in cofinancing from the federal budget as part of federal special-purpose programs
and budget investments which were not included into federal special-purpose programs, was
most responsible for substantial reduction in the amounts of subsidies in 2010. In general, the
reduction accounted for about 35% against the level of 2009. Furthermore, subsidies to the
Federal Road Agency were reduced from RUB 104,3 bln in 2009 to RUB 61,4 bln in 2010.
As a result, a share of these subsidies decreased from 7.0 to 4.5% in the total amount of trans-
fers. Subsidies on agriculture decreased too, but not that much, by 3% against the level of
2009. Nevertheless, a share of these subsidies increased from 6.1 to 6.4% against a much big-
ger decline in the total amount of transfers. In addition, it should be noted that a series of fed-
eral budget subsidies were discontinued in 2010, of which most relevant were :

1) subsidies on the provision of individuals with rent and utility subsidies (RUB 11,7 bln in
2009) ;

2) subsidies on compensation for a part of payment which parents pay for maintenance of
their kids at public and municipal educational institutions operating under the basic pre-
school general education curriculum (RUB 8,2 bln in 2009 ) ;

3) subsidies on public support to introduction of integrated modernization of education
(RUB 5,3 bln in 2009 ) ;

4) subsidies on training of labor force and specialists for high-tech enterprises, which in-
cludes purchase of modern training-laboratory and training-production equipment
(RUB 1,9 bln in 2009 ).

In addition, it is noteworthy that subsidies on purchase of motor and municipal vehicles
decreased by nearly 50%, from RUB 19,7 bln in 2009 to RUB 9,96 bln in 2010. It should be
noted, however, that a subsidy of RUB 1,02 bln on purchase of school buses manufactured on

! Pursuant to the Order of the President of the Russian Federation dd. May 7, 2008, No. 714 “On the Provision
of Housing to Veterans of WWII, 1941-1945”.
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the territory of the Russian Federation for general educational institutions was introduced at
the same time in 2010.

In spite of decline in the total amount of subsidies in 2010, cofinancing was increased for
specific subsidies, including the following major subsidies :

1) subsidies on additional measures aimed at easing tensions in the labor market of the con-
stituent territories of the Russian Federation (by RUB 2,9 bln or 8.2%) ;

2) a subsidy to the budget of the Krasnodar Territory on measures aimed at developing the
infrastructure at the city of Sochi (by RUB 9,3 bln or more than 4 times) ;

3) subsidies on medical rehabilitation of children (by RUB 2,8 bln or more than 3 times
against the level of 2009 ).

In general, referring to the basic parameters of transfers from the federal budget in 2010,
the following can be highlighted. The trends of 2009 continued in 2010, namely increase in a
share of subventions and decrease in a share of subsidies and other intergovernmental fiscal
transfers in the total amount of transfers from the federal budget. Though the total volume of
grants on fiscal equalization and budget loans increased in 2010, it exceeded considerably the
level of 2008, which was to a large extent due to certain sustained tensions regarding the exe-
cution of the consolidated budget of the constituent territories of the Russian Federation. In-
crease in a share of fiscal capacity equalization transfers in the total amount of transfers from
the federal budget became a positive trend in 2010.

2.3.3. Federal Law “On the Federal Budget for 2011 and Planning
Period of 2012 and 2013” as Related to Allocation of Intergovernmental
Fiscal Transfers to Other Budget System Levels

A total of about RUB 1,252.4 bln was scheduled for allocation to regional and local budg-
ets in 2011, which is 9.1% less in nominal terms than in 2010. Overall federal budget expen-
ditures are expected to increase by 5.4%. A share of intergovernmental fiscal transfers to
other levels of the budget system will eventually decrease from 13.6 to 11.7% in the federal
budget expenditures against 2010.

The grants scheduled for allocation from the federal budget in 2011 will total RUB 523,3
bln, which is almost equal to the level of 2010 (RUB 522,7 bln). In 2011, the main channel of
financial aid to regional government authorities — fiscal capacity equalization transfers from
the Fund for Financial Support of the Regions (FFSR) — is expected to be maintained at
the level of 2010 (RUB 397 bln). It should be noted that the 2010 upward trend in a share of
the FFSR in total amount of transfers from the federal budget is expected to continue in 2011.
Under the Federal Law “On the Federal Budget for 2011-2013”, a share of fiscal capacity
equalization transfers must increase from 28.8% in 2010 to 31.7% in 2011. It should be em-
phasized, however, that the scheduled increase in a share of the FFSR is to be reached by re-
ducing the total amount of transfers and maintaining the volume of fiscal capacity equaliza-
tion transfers at the level of 2010. Given that the Fund accounted for 73% of the
intergovernmental fiscal transfers in 1999, and fiscal capacity of the Russian regions became
more unbalanced since 1999, the scheduled volumes of grants from the FFSR in 2011 — 2013
seem to be insufficient if maintained at the level of 2010 (i.e. without any indexation whatso-
ever within three years).

Since 2005 the Compensation Fund (CF) has been accumulating funds to finance all of
the existing in the legislation federal expenditure mandates established in an explicit form,
which are financed through subventions to subnational budgets. The Federal Law “On the
Federal Budget for 2011 and for the Period till 2013” provides for a material decrease in the
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volume of subventions from RUB 378,7 bln in 2010 to 246,2 in 2011 or by 35% in nominal

terms. Such a substantial reduction in the amount of subventions was conditioned primarily

by completion of the program on the provision of housing to veterans of WWII which was
financed with federal budget subventions of RUB 116,9 bln or about 30% of the total volume

of subventions in 2010.

With regard to subsidies, the Federal Law “On the Federal Budget” provides for an in-
crease of RUB 24,5 bln in relevant allocations to total RUB 435,9 bln in 2011 (by 5.9% in
nominal terms against 2010). As a result, a share of subsidies will be increased in 2011 from
29.9% in 2010 to 34.8% in the total volume of intergovernmental fiscal transfers allocated to
lower levels of power. Following are the main targets of cofinancing of regional and munici-
pal expenditures in 2011:

— government-sponsored program on the development of the agricultural industry and regu-
lation of agricultural markets, raw material markets and food markets for 2008 — 2012
(22.8% of the total subsidies);

— motor road (highway) building and modernization (12.8%)';

— additional measures aimed at easing the tensions in the labor market of the constituent ter-
ritories of the Russian Federation (6.4%);

— financing supplementary medical aid from district primary care doctors and pediatricians,
general practice doctors (family doctors) (5.0%).

It should be noted that while cofinancing expenditures on federal support of the agricul-
tural industry remained one of the federal top priorities in the period between 2009 and 2010
(in 2008-2009 a share of relevant allocations accounted for about 17% in the total volume of
subsidies, and increased up to 21% in 2010), subsidies on road facilities were substantially
reduced at the onset of the economic recession (the relevant allocations in 2009 were reduced
by 32.6% against the initial version of the Federal Law “On the Federal Budget for 2009 ).
As a result, a share of subsidies on road facilities reduced in total subsidies from 23.4% in
2008 to 19.6% in 2009 and 14.8% in 2010. These subsidies are scheduled for further reduc-
tion to eventually account for 12.8% of the total subsidies in 2011. It should be noted that the
volume of federal budget subsidies on road facilities is to be reduced together with creation of
a federal road fund and regional road funds. Relevant amendments have not yet been made to
the federal legislation to date.

In addition, it should be noted that efficiency of subsidies as part of the government-
sponsored program on promotion of the development of the agricultural industry and regula-
tion of agricultural markets, raw material markets and food markets for 2008-2012 gives rise to
a serious doubt. Delegation of powers to support agricultural production at the regional level
may result in better support to the regions which can afford such a policy rather than those
which have favorable climatic and natural conditions. This trend may be strengthened through
allocation of federal budget funds in support of the agricultural industry based on the principle
of cofinancing. To be more exact, more financially stable regions may benefit from such a sup-
port in their “trade wars” for agricultural markets with less financially stable regions.

In 2011, substantial volumes of funds will be allocated to implement measures aimed at
easing the tensions in the labor market of the constituent territories of the Russian Federation
(RUB 27,8 bln), as well as promoting the development of SMEs (RUB 16 bln). It must be

! These subsidies include relevant expenditures as part of federal special-purpose programs.

78



Section 2.
Monetary-Credit and Budgetary Spheres

borne in mind, however, that it is the authorities of a constituent territory of the Russian Fed-
eration that are responsible for efficient utilization of the funds.

2.4. Possible scenarios of social and economic development
of the Russian Federation in 2011-2013

The following factors will determine main macro-economic parameters of the development
of the Russian economy in 2011 —2013: the situation in the world economy, the status of the
internal institutional environment and business climate, the budget policy of the RF Govern-
ment and the monetary policy of the Bank of Russia. In this section we focus on the analysis
of the external development factors (the world economy) and the budget (general parameters
of the budget and the national debt) and monetary policy.

In the world economy perspective, the main factors and sources of economic growth of
Russia are: the level of prices and physical scope of demand for basic raw materials of the
Russian export on the world market (oil and other raw materials), the access to capital on the
world financial market for Russian borrowers, growth rates of the world economy and de-
mand for non-raw materials exported from Russia.

Risks and restrictions of the economic growth in Russia are determined by the lengthy re-
covery of the leading world economies from the crisis, suspended expansion of the physical
demand for raw and non-raw materials of the Russian export, a faster growth rate of new
emerging markets and enhancement of competition between the BRICS countries on the
world capital market; all these can reduce the access to capital for Russian companies and
minimize opportunities for expansion of the Russia’s internal market; this, in turn, makes im-
possible for Russia to develop with a focus on the internal market only (as China and India),
without being involved in the global economy, and may cause emergence of new centers of
recession on the developing and developed markets.

Should the world economy demonstrate successful development, the leading economies
might overcome the crisis of 2007-2009 by 2012, and in 2013 the growth rates of the world
economy can reach 4.0-4.5%.

The main conditions for implementation of this scenario are:

A responsible and tough policy of the leading world countries to cut their budget deficits
and to carry out a coordinated monetary policy. However, in the mid-term, the leading coun-
tries will come out of the crisis and develop in the environment of an extremely high debt
burden on their national budgets; this means they will have to reduce expenditures for their
social programs and maintain internal demand; also they may face new challenges in their
economies. The higher debt load and the growth of pension costs may become a long-term
problem for the world economies to sustain their economic growth.

Reaching agreements within G8 and G20 regarding new requirements to the global finan-
cial market, improvement of quality of regulation of financial institutions, formation of a new
system of setting and supporting exchange rates of the key world currencies and, possibly,
transformation of the “reserve” notion towards more flexible and broader currency portfolio
and other financial assets.

Resolution of the issue of global macroeconomic imbalances on the principles of mutual
benefits, consideration of interests of all parties concerned and objective economic conditions
and competitive advantages; removal of non-market restrictions on capital reallocation, and
adherence to non-discriminative terms in the international trade.
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We believe, in such context the world oil prices will remain almost unchanged in terms of
constant prices or will have a slight positive trend. The developments of the Arabic countries
early 2011 may have a short-term uplifting effect, and by the mid of the next year the “Arabic
factor” will cease to play an important role in the setting prices on the world oil market.

There is an alternative scenario associated with pessimistic developments in the world and
in the Russian economy, as a consequence. The main assumption underpinning this scenario
is possible implementation of the mentioned risks and emergence of a new crisis in the world
economy. The assumptions include:

1. Mistakes made by the developed economies at the stage of recovery, the absence of co-
ordination of actions, inability of the governments to lever a further step up of the budget
deficit, etc.

2. Low efficiency of the fiscal incentives in China: with account of stagnating external de-
mand, this can lead to a sharper slowdown of the development of the Chinese economy with
possible negative social and political implications, and to a decline of the aggregated demand
for raw materials on the world market.

3. Development of significant, for the financial world, local or regional crisis on the devel-
oping markets, and/or a“traditional” crisis (as in the 1990’es) in the developing countries.

Regardless of specific reasons and the time of a new recession, if this scenario is realized,
it would reduce average annual growth rates of the world economy in 2011 — 2013 (down to
3% - 4%). .

For Russia, the development of this scenario would mean high volatility of prices on raw
materials, lower volumes of exported raw materials and an extremely limited access to the
world market. Note that in terms of the ratio of the leading world currencies, this scenario
may demonstrate the highest degree of uncertainty since one of the possible conditions for its
implementation is a crisis of a reserve currency in one of the issuing countries.

The budget policy of the RF Government affects the prospects of the economic growth by
the following channels:

shaping expectations of economic agents (a degree of a long-term budget balance under
various levels of oil prices, the size and ways to finance the Pension Fund deficit, etc.); for-
mation of the macro-economic environment (affecting the interest rate, inflation rate, etc.);

meeting budget social obligations;

implementation of most important strategic infrastructure projects. .

Let us review three possible cases of the social and political development of the Russian
Federation in 2011 —2013:

1. Base case

2. Optimistic case

3. Budget expansion case.

The base case in a number of its parameters corresponds to an innovation case (Inn2 op-
tion) of the project “Main scenario terms and main parameters of the long-term forecast of the
social and economic development of the Russian Federation for the period up to 2030 devel-
oped by the Ministry for Economic Development of Russia. In particular, the nominal price
on Urals is gradually increasing from 81 $/bbl in 2011 to 84 $/bbl in 2013, the USD/Euro ex-
change rate is fixed at 1.3 USD/Euro. However, unlike in the “Main scenario terms....” we
suppose that the capital inflow into Russia under this scenario will not exceed 3% of GDP
(equal to $45 billion in 2010) and the world economy growth rates will make up to 4.5% per
year, as said before.
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We believe that under this scenario, the federal expenditures in 2011 — 2013 will not ex-
ceed 19-20% of GDP; this is in line with Federal Law “On the federal budget for 2011 and
the planning period of 2012 and 2013

Under this scenario, the federal budget deficit is financed by the state market borrowings
(the funds of the RF Reserve Fund will be exhausted in 2011 while the funds of the National
Wealth Fund (NWF) will not be used for this purpose). We do not review an option to finance
the federal budget deficit by the state property privatization proceeds since the terms and pos-
sible scope of proceeds from privatization cannot be assessed with a sufficient accuracy.

In the optimistic case, the Urals price is expected to be at 100 $/bbl in 2011 prices for the
entire period and corresponds to 104 $/bbl in 2013 (the dollar devaluation rate is 2% per
year). We assume here that the world economy growth rate can be as high as 5% per year
while the capital inflow into Russia can reach 3.5% of GDP (corresponds to $50 billion in
2010). In 2011-2013, the federal budget expenditures are in line with the base case in nominal
terms.

The budget expansion case is an option with additional federal budget expenditures re-
lated to possible adoption, in the pre-election period of 2011 — 2012, of new budget obliga-
tions, the beginning of full scale implementation of the announced State Program of weaponry
procurement, the increase of monetary allowance of the servicemen, additional expenditures
for the reform of the Ministry of Interior Forces, the increase of finances for the current fed-
eral target programs, etc. According to our estimates, the additional budget expenditures may
reach 4-5% of GDP. In this case we also assume that the RF Central Bank will ensure, in spite
of monetization of the federal budget deficit, a gradual decline of the growth rates of mone-
tary supply at the expense of raising rates for deposits of commercial banks in the Bank of
Russia and rates for reverse repo transactions and reserve requirements, etc.

A forecast of dynamic trend of the macroeconomic and financial variables and the indica-
tors of the Russia’s federal budget has been developed based on the structural econometric
model of the Institute of Economic Policy named after E. T. Gaidar. The model presents a
system of regression equations and identical equations describing dynamics of the main indi-
cators of the social and economic development of Russia.

The calculation results of the main macroeconomic and financial indicators for the re-
viewed cases are shown in Tables 22-24.

Table 22
Base case
2010 2011 2012 2013
1 2 3 4 5

Oil prices (Urals, in $/bbl) 78,2 81,0 83,0 84,0
Real GDP growth rate, % 4,00 2,80 2,90 2,90
GDP in nominal terms (RUR Billion) 44491 50183 55702 60928
GDP ($MM) 1465 1707 1934 2101
Investment surplus into fixed capital, % 6,00 3,90 3,50 2,90
Surplus of real income of the population, % 4,30 3,00 2,90 2,70
Federal budget revenues (% of GDP) 18,65 18,80 18,70 18,30
Federal budget expenditures (% of GDP) 22,67 21,24 20,18 19,98
Surplus (+) /deficit (—) of federal budget (% of GDP) -4,02 2,44 -1,48 -1,18
Exports ($billion) 398,0 411 422 430
Imports ($ billion) 248,83 313 359 388
Trade balance ($ billion) 149,2 97 63 42
Balance of current accounts ($ billion) 72,6 42 13 -18
Balance of capital transactions ($ billion) -30,5 0,0 15,0 30,0
Balance of payments ($ billion) 36,8 37,3 22,6 7,2
External debt of the private sector ($ billion) 436,1 440,0 450,0 490,0
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(continued) table 22
4 5

1 2 3
Debt/GDP ratio, % 29,8 258 23,3 23,3
International reserves ($ billion) 479.,4 522 549 561
Nominal exchange rate RUR/USD 30,36 29,40 28,8 29
Nominal exchange rate RUR/EURO 40,27 38,22 37,44 37,70
Index of the real effective ruble exchange rate (July 1998 = 100) 122,6 134,0 141,8 1455
CPI growth rate, % 8,8 8,1 6,8 6,3
Reserve funds growth rate, % 26,64 17,33 16,04 14,43
M2 growth rate, % 28,51 19,09 20,68 18,83
Monetization (M2/GDP), % 453 47,9 52,0 56,5
National debt (% of GDP) 8,8 11,5 12,8 13,9
Table 23
Optimistic case

2010 2011 2012 2013
Oil prices (Urals, in $/bbl) 78,2 100,0 102,0 104,0
Real GDP growth rate, % 4,00 3,20 3,80 4,30
GDP in nominal terms (RUR Billion) 44491 51218 58186 64693
GDP ($MM) 1465 1742 2020 2270
Investment surplus into fixed capital, % 6,00 4,50 5,00 5,90
Surplus of real income of the population, % 4,30 3,50 3,50 4,00
Federal budget revenues (% of GDP) 18,65 19,40 19,60 19,90
Federal budget expenditures (% of GDP) 22,67 20,81 19,31 18,82
Surplus (+) /deficit (—) of federal budget (% of GDP) —4,02 -1,41 0,29 1,08
Exports ($billion) 398,0 460 473 488
Imports ($ billion) 248.8 316 368 418
Trade balance ($ billion) 149,2 144 106 70
Balance of current accounts ($ billion) 72,6 89 56 10
Balance of capital transactions ($ billion) -30,5 0,0 15,0 30,0
Balance of payments ($ billion) 36,8 84,2 65,5 35,5
External debt of the private sector ($ billion) 436,1 440,0 450,0 490,0
Debt/GDP ratio, % 29,8 25,3 22,3 21,6
International reserves ($ billion) 479.4 569 639 680
Nominal exchange rate RUR/USD 30,36 29,40 28,8 28,5
Nominal exchange rate RUR/EURO 40,27 38,22 37,44 37,05
Index of the real effective ruble exchange rate (July 1998 = 100) 122,6 134,2 142,7 149,3
CPI growth rate, % 8,8 8,3 7,3 6,6
Reserve funds growth rate, % 26,64 22,67 16,71 15,52
M2 growth rate, % 28,51 24,51 23,71 19,88
Monetization (M2/GDP), % 453 49,0 53,4 57,6
National debt (% of GDP) 8,8 9,3 8,5 8,0

Table 24
Budget expansion case
2010 2011 2012 2013
1 2 3 4 5

Oil prices (Urals, in $/bbl) 78,2 100,0 102,0 104,0
Real GDP growth rate, % 4,00 3,10 3,60 4,10
GDP in nominal terms (RUR Billion) 44491 51452 58883 66139
GDP ($MM) 1465 1750 2045 2281
Investment surplus into fixed capital, % 6,00 4,20 4,50 4,90
Surplus of real income of the population, % 4,30 3,90 3,90 4,40
Federal budget revenues (% of GDP) 18,65 19,40 19,40 19,30
Federal budget expenditures (% of GDP) 22,67 24,80 23,55 24,65
Surplus (+) /deficit () of federal budget (% of GDP) —4,02 -5,40 —4,15 -5,35
Exports ($billion) 398,0 460 473 487
Imports ($ billion) 248.8 319 377 425
Trade balance ($ billion) 149,2 141 95 62
Balance of current accounts ($ billion) 72,6 86 45 2
Balance of capital transactions ($ billion) -30,5 0,0 0,0 0,0
Balance of payments ($ billion) 36,8 80,5 40,1 -2.8
External debt of the private sector ($ billion) 436,1 440,0 450,0 460,0
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(continued) table 24
4 5

1 2 3
Debt/GDP ratio, % 29,8 25,1 22,0 20,2
International reserves ($ billion) 479.,4 565 610 612
Nominal exchange rate RUR/USD 30,36 29,40 28,8 29
Nominal exchange rate RUR/EURO 40,27 38,22 37,44 37,70
Index of the real effective ruble exchange rate (July 1998 = 100) 122,6 134,9 144,8 150,9
CPI growth rate, % 8,8 8,9 8,3 7,9
Reserve funds growth rate, % 26,64 22,05 20,08 20,53
M2 growth rate, % 28,51 21,40 17,63 18,01
Monetization (M2/GDP), % 453 47,6 48,9 51,4
National debt (% of GDP) 8,8 13,0 16,9 21,4

Under the base case, the quantitative values of the main indicators of the social and eco-
nomic development of Russia and the monetary sector show that the positive growth rates of
real GDP will not exceed 3% by the end of 2013. By the end of 2013, the real GDP of Russia
will exceed the level of 2008 by 4.3% only. In 2013, the per capita GDP (at the current ex-
change rate) with account of the growth of the ruble exchange rate and the forecasted reduc-
tion of the population is going to exceed the 2008 level by approximately 20%.

The economy will revive due to stable oil prices (in the comfortable range for Russia) and
the renewed inflow of foreign capital thus ensuring financing of the investment demands of
the Russian companies. As for investments into fixed capital, the recession will not be over-
come by the 2013 end. In 2013, the investments into fixed capital will reach 98.3% vs the
2008 figure. At the same time, in 2011 — 2013, the real incomes of the population are going to
increase by approximately 15.9% vs the pre-crisis level.

We assume that the oil prices will be within a sufficiently “comfortable” range (that would
not trigger a currency or a financial recession) but not in the best range possible, and therefore
the national financial situation will remain tense, under this case. Assuming that the nominal
federal expenditures are kept at the level set by Federal Law “On the federal budget for 2011
and for the planning period of 2012 and 2013”, the budget deficit is likely to remain in the
entire period of consideration. The Reserve Fund can support financing of the budget deficit
in 2011 only.

We do not suggest using NWF funds to finance the budget deficit, and believe NWF will
accumulate funds worth about 5% of GDP.

One of the most important assumptions for restoring the positive growth rate of real in-
vestments into fixed assets and the GDP real growth is that Russian companies and banks will
return to the world capital market, and the inflow of direct foreign investments into Russia
will be sustained. According to the estimates made, to support the set rates of investment
growth, a stable net flow of private foreign investments into Russia should start not later than
2012 and reach $15 — 30 billion per year.

We forecast, for the reviewed period, that the services negative balance will go up as well
as payments balance for production factors and interest payments. Accordingly, in 2013 we
expect a negative current accounts balance of $15 — 20 billion in Russia.

As we assume that the RF Central Bank while moving to inflation targeting policy reduces its
presence on the currency market, the Bank of Russia will accumulate its international reserves
but very slow. By the end of 2013, according to our estimates, the reserves will reach $550 —
600 billion — this is below the maximum levels of 2007 — 2008.

Before 2013, the positive payment balance (in 2011 — 2012 due to the positive balance of
the current accounts while in 2013 — due to the capital inflow) will support a stable exchange
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rate of the ruble currency in the currency basket (we believe that in the bi-currency basket,
USD and EURO ratio remains at 0.55:0.45). In such case, a change of the USD/EURO ratio
may be triggered by a change in mutual quotations of the reserve currencies on the world
market. As a result of a softer influence of the Bank of Russia on the exchange rate, the
growth of ruble volatility vs USD and EURO currencies would not be reflected in the sum-
mary annual exchange rate values as the differently directed fluctuations absorb each other.

Simultaneously, the reduction of the annual CPI growth rates to 6.0 — 6.5% will obviously
slow down the rates of the real strengthening of the ruble currency. In particular, by the end of
2013, the real effective rate of the ruble will strengthen by 20% vs the mid of 2008 or by 25%
vs the end of 2008. We expect that the positive dynamics of the Russian exports against stag-
nation of world prices on raw materials will be maintained. Imports will grow faster than ex-
ports during the considered period and will exceed the record breaking values of 2007 as early
asin 2011.

The model predicts serious changes in the monetary sector of the Russian economy. As
mentioned before, the model demonstrates a visible slow down of inflation.

Secondly, the change of the monetary policy by the Bank of Russia means that the Bank
will expand transactions on the market of state securities (prompted by necessity to finance
the federal budget deficit not only by the Reserve Fund or external borrowings) and will ac-
tively re-finance commercial banks against securities (e.g. corporate bonds) bought for the
Bank portfolio and issue credits secured by pledge to commercial banks for long terms (at
least for one year).

As a consequence of such change of the main fiscal tools, real interest rates in the economy
must grow. Thus, real interest rates for credits issued to a non-financial private sector for up
to one year will fall within the range 1.5-2.0% in 2011-2013. We expect the growth of a
monetary multiplier up to 2.6 — 2.7% (M2/reserve money). In other words, the bank sector is
going to resume its credit expansion most actively as it was before the 2008 crisis.

Summarizing the base case, the following characteristics should be outlined:

1. The real GDP volume will be restored up to the pre-crisis level by the end of 2012 only;
the volume of real investments will not return to the 2008 indicators;

2. Russian companies will come back to the world capital markets;

3. An obligatory transition to new mechanisms of security of the monetary supply of the
RF Central Bank, and the growth of real money value in the economy will occur;

4. The conditions for keeping the federal budget deficit, the full use of the Reserve Fund
and an extremely slow accumulation of funds in the NWF will be maintained;

5. Inflation rates will obviously fall down against strengthening of the real effective rate of
the ruble currency and high growth rates of the monetary stock and monetization of the Rus-
sian economy.

The optimistic case provides for increase of average oil prices (Urals) up to 100 $/bbk in
2011 and 102-104 $/bbl in 2012 — 2013. This will allow increasing the growth rates of the
Russian economy up to 3.5-4.5% per year. Thus, by the end of 2013, the real GDP will be
approximately by 7% higher than in 2008. In 2012, the per capita GDP (in USD at the current
rate) will increase by about 40% up to $16 — $16.5 thousand vs 2007.

Under this case, the real volume of investments into fixed assets will be restored to the pre-
crisis level in 2012-2013.

High prices on the world raw markets will generate federal budget revenues sufficient to
fund the federal expenditures at the target level. Moreover, in 2012 — 2013, a surplus of the
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federal budget (up to 1% of GDP) may occur, and funds will continue to be accumulated in
the Reserve Fund.

A favorable foreign economic situation under this case creates conditions that will sustain
the stable situation with the national payment balance. The payment balance and its two main
components will remain positive during the entire period of review. In particular, the payment
balance will be from $35 to $85 billion per year, and the annual inflow of private capital into
Russia will reach $ 30 billion.

With this scenario, the Bank of Russia will not be able to avoid a sizable growth of interna-
tional reserves returning to the policy of curbing the nominal strengthening of the ruble. Thus,
by the end of 2013, the international reserves of the Central Bank of Russia will exceed the
2008 level growing up to $670 — 680 billion.

The nominal exchange ruble rate will increase up to 28.0 — 28.5 RUR/USD or approxi-
mately by 10% vs the 2010 average annual rate in 2011 — 2013. At the same time, the infla-
tion (CPI) I continues to decrease but still remains at a higher level than in the base case
(6.5 —7.0%). As a result, the ruble will continue to be stabilized successfully, and by the end
of 2013, the real effective ruble rate will exceed the 2008 summer level by 26% - 27%.

In this case, we assume that the RF Central Bank will move to inflation targeting policy
and use interest rates as a main working tool (though with a greater focus on the currency
market), the real money value is expected to grow as well. According to our estimates, the
real interest rate for one-year credits issued to the non-financial sector may be 1.0 — 1.5%.
Monetization of the economy is going to build up to approximately 60% of GDP as in the
base case.

Thus the main differences between the optimistic and the base case are:

1. A faster recovery of the GDP real volume that will exceed the pre-crisis level in terms of
investments into fixed assets.

2. A favorable situation with the payment balance and its constituent components, fast ac-
cumulation of international reserves.

3. Return to the policy of the federal budget surplus and concentration of funds in the Re-
serve Fund.

4. Slow decline of the inflation rates, fast real and nominal strengthening of the ruble cur-
rency against high growth rates of the money stock and monetization of the Russian economy.

5. Restricted opportunities of the Bank of Russia in moving to inflation targeting policy,
the need to place a greater focus on the currency market situation.

The budget expansion case, in spite of the favorable external situation, will preserve the
budget deficit at 5 — 5.5% of GDP which may negatively impact the economic growth rates
and real investments. Thus, the real GDP growth rates and investments into fixed assets are
by appr. 0.5 — 1.0% lower than in the optimistic case.

Financing of the federal budget deficit at the expense of the market borrowings leads to a
higher real interest rate for the borrowers (up to 2.5 — 3 pp. at the internal market), higher
rates of inflation (due to final monetization of the debt by the authorities) and a slow credit
activity of the banks. The CPI growth rates in this case will not drop below 7.9%. Even if the
Central Bank curbs the nominal strengthening of the ruble currency, the real exchange rate of
the ruble will exceed by 28% the level of 2008 summer by the end of 2013. The national debt
will reach 21 -21.5% of GDP late 2013, this is close to critical values (in terms of the ability
to serve the debt if the market situation changes) for such country as Russia whose national
finances and the assessment of the country risks greatly depends on the oil price fluctuations.
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The strengthening of the ruble also negatively influences the national payment balance.
Due to the fast growth of imports, the current accounts balance expects to become zero in
2013; given the absence of inflow of capital (as a result of low investment activity inside the
country and enhancement of risks associated with the debt growth) this may lead to a negative
payment balance and stabilization of the international reserves volume close to the pre-crisis
maximum - $610 billion.

Summarizing the budget expansion case, we can note that this scenario suggests depend-
ency of the RF economy on the oil prices and creation of conditions for a budget crisis in fu-
ture. The imbalance of the RF budget system within the period under review (up to 3 years)
is going to negatively affect the rates of economic growth, the payment balance, the speed of
inflation reduction and the situation in the money circulation sector.
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3.1. The Year of 2010: Recovery of Russian Financial Market

The year of 2010 saw the continuation of the recovery of the national financial market
which kicked off between March and April 2009. The two crises in Russia’s recent history
(1997-98 and 2008-09) display substantial differences the major of which is that the 1997-98
crisis was a local one, while the latter crisis had a global nature. The crisis in the late 1990s
was aggravated by the RF Government’s obvious economic policy flunks. Having learned a
bitter lesson, the Government managed to eschew a déja-vu in the late 2000s and secured a
financial cushion; however, stagnation in the economic policy resulted in a high degree of the
nation’s dependence on the external environment.

The 2008-09 crisis did not overrun the 1997-98 one in terms of intensity of the fall of stock
indices (see Table 1). During the first crisis, the RTS index tumbled by 91.3%, while the MI-
CEX one — by 73.0%; meanwhile, the intensity of the fall of both indices in 2008-09 ac-
counted for 78.2% and 68.2%, respectively. The length of the fall of stock prices during the
recent crisis was shorter than during the previous one: while in 1997-98 the RTS index was
falling for 14 months and the MICEX one — for 13 months, the respective lengths in 2008-
2009 were 8 and 7 months, respectively. That should be attributed primarily to the fact that
during the recent crisis, it took oil prices just 5 months to hit the bottom vis-a-vis the 24
month-long period during the 1997-98 crisis (see Fig. 6 below).

Table 1
Quantitative Parameters of the Financial Crises of 1997/98 and 2008/09 in Russia
Crisis 1997/98 Crisis 2008/09
1. fall from the peak
1.1. Intensity, %
RTS index -91,3 -78,2
MICEX index -73,0 —68,2
1.2. Length, months
RTS index 14 8
MICEX index 13 7
2. Recovery, months
RTS index 59 24
MICEX index 8 25

Source: the RTS and MICEX data as of 31.01.2011

The recovery of the MICEX index during the two crises in question took a pace different
from the RTS’ one. During the 1997-98 crisis, because of the 5-fold depreciation of Rb., the
MICEX index recovered just in 8 months, while the RTS forex index — in 59 months. In
2008-09, Rb. depreciated roughly by 50%, and it won back roughly 50% of the depreciation
during the subsequent appreciation. That is why both indices have been bouncing back
roughly at the same pace — the RTS index — for 24 months in a row, while the MICEX one-
for 25 months. As of early 2011, the recovery has not been complete as yet: as of 31 January
2011, the RTS and MICEX indices hit, accordingly, 76.0% and 85.9% of their pre-crisis peak
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values. With such market recovery rates in place in 2011, both indices are most likely to hit
their pre-crisis values, which is why this time the ultimate recovery of the market would most
likely to happen far sooner than in 1997-98.

Against the backdrop of the long-term financial crises of the past century (see Fig. /) Rus-
sia’s financial crisis of 2008-09 appears clearly V-shaped. Gauged by the intensity of decline,
it falls far behind the Russian crisis of 1997-98, which posted the record-breaking rates in this
respect vis-a-vis most notorious crises of modern times, as well as the collapse of the DJIA in
the times of the Great Depression of 1929-1933 and the fall of NIKKEI 225 — in the late
1980s. The length of the cycle — between the fall of the RTS index and its complete rebound
was “just” 32 months. That was far shorter a period when compared with such past crises as
“Russia 1997/98” (73 months), “South Korea- 1989 ( 184 months) and “the Great Depres-

sion” (304 months), as well as the crises that are far from being over: NASAQ-2000 (131
months) and NIKKEI-1989 (253 months).
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Fig. 1. Depth and Length of Long-Lasting Financial Crises
in the World as of January 2011 (peak=110%)

Against the backdrop of the most dramatic short-term turmoils over the past decades, such
as the blue chips crisis in the US in 1987 and 2007, the 2000 collapse of the DJIA, the 1994
Mexican crisis, the 1997 crises in Indonesia and Brasil, the current Russian crisis proves more
intense, albeit average in terms of its length (Fig. 2).
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Fig. 2. Depth and Length of Short-Term Financial Crises in the World,
as of January 2011 (peak=100%)
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Fig. 3. Yield Rates of Stock Indices Worldwide in 2009-2010, as %
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The 2008-09 crisis proved the Russian stock market’s reputation of one of the riskiest mar-
kets in the world. It falls deeper than other markets, but bounces back at a faster rate. In 2008,
the RTS and MICEX indices sank by -72.4% and 67.2%, respectively, thus outpacing all
known stock markets worldwide in this regard. In 2009, on the contrary, they reaped the high-
est yields (see Fig. 3), with the RTS index posting a 128.6% growth and the MICEX index
adding 121.1%. In 2010, the RTS index increased by 22.5% and the MICEX index - by
23.2%, which helped the Russian stock market to enter the Top-10 most lucrative markets
worldwide.

In 2010, the aggregate capitalization of Russian corporations accounted for USD 938 bin.,
up by 8.9% vs. the previous year (Fig. 4). Meanwhile, the aggregate volume of trading at
Russian exchanges hit the level of USD 1,114 bln. in 2010, up by 23.8% vs. the prior year’s
figure. However, the market so far has failed to catch up with the 2007 figure of USD 1,206 bln.
and the 2008 one (1,405 bln.). The failure to do so can be ascribed to two factors: first, prices
of most issuers’ papers have so far failed to recuperate to match their pre-crisis figures. As
demonstrated below (Fig. §), according to the Emerging Market Portfolio Research’s data, the
2010 volume of attraction of capital to international equity funds, whose activity strongly im-
pacts the dynamics of Russia’s stock indices, reached the pre-crisis level only in the end of
the year. The slowdown of growth in the number of active domestic investors in the stock
market' and measures on regulation of the rise in trading by means of automated processes
FSFM and MICEX began to undertake since mid-2010 hindered growth in the volume of
trading with securities at stock exchanges.
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Fig. 4. Capitalization, Liquidity and Volatility of the Russian Stock Market

' Mazunin A., Smorodskaya P. Fondovyi rynok fizlitsom ne vyshel. Chislo brokerskykh schetov svidetelstvuyet
o snizhenii sprosa na birzhevuyu torgovlyu. Kommersant, 23 December 2010.
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As in the times of the 1997-98 crisis, the beginning of the 2008-09 crisis was marked with
a dramatic increase in the stock market’s volatility. In 2008, the indicator of the standard bias
of the daily yield rate of the RTS index made up 86.4% of the 1998 figure, while in 2007 it
accounted for just 27.4%. In 2010, the indicator slid to 35.0% of its 1998 level, which roughly
matches its average annual levels over 2004-2007, when the Russian stock market had been
advancing steadily.

In 2010, the Russian stock exchange market managed to retain its global competitive posi-
tions in terms of trading with domestic JSCs’ shares. That was proved by data on the correla-
tion between volumes of trading with stock and depositary receipts on Russian corporations’
shares on national and overseas stock exchanges presented in Fig. 5.
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Fig. 5. Specific Weight of Exchanges in Volumes of Trading
with Russian JSCs’ Shares

In 2010, the proportion of Russian exchanges in organization of trading with Russian cor-
porations’ shares and DRs was at the same level as in 2009 and accounted for 77.9%. The key
development became a notable increase in the proportion held by RTS in the respective vol-
ume — it rose from 4.3% in 2009 to 8.0% in 2010. The increase was powered by a growing
popularity of the RTS-Standard (RTSS) section, which dramatically changed the system of
trades and settlements on the Russian stock market by enabling actors to dump the antiquated
system of preliminary depositing of assets by participants in trading prior to the opening of
the trading session. The MICEX’s attempt to launch in 2010 an alternative system, that is,
MICEX+ , so far has failed to change the balance of forces. Meanwhile, the transition from
the settlement-backing system and preliminary provisioning of assets to the system of guaran-
tees of trade settlement by a clearing center as of the moment T+N put the market participants
before the dilemma of modernization of their own system of guaranteeing clients’ transac-
tions. The only viable option seems to be unification of the transactions guaranteeing systems
at both exchanges, which became one of the factors expediting implementation of the decision
on their merger.
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3.2. Factors Determining the Dynamic of the Russian Stock Market

An examination of the 2008-09 crisis and the financial market’s subsequent recovery al-
lows a greater understanding of key factors that affect prices of Russian shares. One of them
is oil price. During both crises, a dramatic downfall in oil prices ultimately resulted in the col-
lapse of the national stock market. Furthermore, the fall in stock quotations, as a rule, antici-
pates the downfall in oil prices, as international investors keep a close eye on superheated lo-
cal markets and withdraw investments under a tiniest sign of a volte-face of trends.

As noted above in comments to 7able 1, a longer fall of the RTS index in 1997-98 vis-a-
vis its fall in 2008 should be ascribed to the fact that the downfall in oil prices over the former
crisis was lasting for 24 months, while during the latter one — just 5 months (see Fig. 6). At
the same time, it took oil prices 11 months to bounce back after 1998, while after the collapse
in 2008, as of January 2011, it has been already for 25 months that they failed to hit their past
peaks, with their highest values accounting for 72.2% of the peak value registered in June
2008. As the future developments showed, in the aftermath of the crisis of the 1990s, oil
prices had a practically 20-fold upside potential. By contrast, regardless of a far faster pace of
the stock market’s recovery, presently the growth potential of oil prices has been practically
exhausted. Furthermore, given scenario-based conditions and main parameters of the long-
term forecast of Russia’s socio-economic development for the period through 2030 (hereinaf-
ter referred to as scenario-based conditions-2030) designed by the RF Ministry of Economic
development, oil prices may repeat their absolute peak of June 2008 only as early as by
2030'. Meanwhile, it should be understood that projecting oil prices poses a special, ex-
tremely challenging problem, which no one has so far managed to satisfactorily crack.
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110

100,0

100-5-',—,-!-,—,-!—,_,--,—,_,‘-,—,-!-,—,-!—,T,

\ Y

30

1 2 3 4 5 6 7 8 9 10 11 12 13 14 15 16 17 18 19 20 21 22 23 24 25 26 27 28 29 30 31 32 33 34 35 36
months

Source: by data of IFS IMF.

Fig. 6. Downfall and Recovery of Brent Prices during Financial Crises
in Russia (Peak of the Price = 100%)

! Kuvshinova O., Tovkaylo M. Rasti ili kopit. Vedomosti 10 February 2010. On Vedomosti’s homepage, the
article was complemented with the text of the Executive Summary to the Scenario-based conditions by the RF
Ministry of Economic Development.
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That the dynamics of oil prices and stock indices are intertwined is evidenced by data of
Fig. 7, which presents results of changes of the correlation ratio between monthly relative
changes in the RTS index and Brent prices over a 12 month-long period. The distinguishing
feature of the moving correlation curve is that it mirrors a strengthening or weakening of the
correlation between the indices in question with the 12-month lag.

The correlation between relative changes in oil prices and the RTS index appears clearly
cyclic. While the index is climbing up to its pre-crisis peak or right in between its passing that
peak and prior to the rise of the acute phase of the crisis the correlation ratio plunges momen-
tarily and become negative. In other words, the oil price and the value of the index suddenly
begin to change in different directions. During the collapse of the stock market, the positive
correlation between changes of the index and oil prices begins to revive. Once the economy
hits the bottom, the correlation is on the rebound to minus 1.

3000 -

RTS index
(09.1995=100%
)- left axis

2500 ~

2000 ~

I Brent price
(09.1995=100%
)- left axis

1500 ~
1

1000 -

500 ~
=== Annual

correlation (right
axis)

205

O dbin b
oo“%%@“%%@‘“%%uﬂ

PR EARS B PR S AR S RIS B AR S PP RS B AR S FP RS A ARS R RS AARSEIRS AARSEARS ZAR

ISR -—F=Ka¥o X" Q= L = Q= Q= L= Q= Q= L
g%@ﬁgnucuNg%tu@:%@ﬁ%%wﬁg&oﬁg&uﬂg&uﬂggoﬁggo

Source: calculated by data of IFS IMF and the RTS Exchnage

Fig. 7. Correlation between Changes in the RTS Index and Prices
of Brent between September 1995 and February 2011

During the 1997-98 crisis, the RTS index hit its peak value in July 1997. Prior to that, the
correlation ratio had been in the negative zone between -0.21 and 0.36. Between August and
September 1997, the ratio plunged further to -0.55 to -0.67. Subsequently, it was being in the
region of zero for another several months. Between January and July 1998, during the acute
phase of the crisis, the correlation ratio hit the level between 0.46 and 0.68, ie. oil prices and
stock prices were synchronized divers. In September 1998, the RTS index hit its bottom at the
level of 438 points. Between August 1998 and late 1999 the correlation was close to zero,
which exposes the absence of simultaneity in the indices’ dynamics.

After the crisis of the late 1990s, the Russian stock market had been rising practically unin-
terruptedly between late 2001 and May 2008. The most notable milestone in the dynamic of
the correlation, however, was July 2005, when the trend of the index underwent a drastic
change. Between August 2004 and July 2005 the correlation ratio had been within the range
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of 0.22 to 0.49. Between August 2005 and March 2008 the correlation ratio was steadily in
decline and reached -0.53 in October 2007. That is to say, since August 205 and through the
moment the stock market went downbhill since the second half 2008 the stock prices and oil
prices had taken different courses. Since April 2008, the correlation ratio had been positively
high for nearly 2 years and hit its peak of 0.82 in April 2009. Since May 2009, the correlation
began languishing and plunged to the levels between 0.08 and 0.15.

We believe the cyclicality of the correlation between relative changes in oil prices and
quotations of Russian corporations’ shares should be ascribed to a substantial influence of in-
and outflows of foreign portfolio investors’ capital. The most accurate indicator of the flows
are data of EPMR which reveal weekly and monthly in- and outflows of foreign investment
funds’ investments in Russian issuers’ stock'. Fig. 8 presents data on rises in oil prices and

stock prices in conjunction with totals of foreign funds’ capital invested in/withdrawn from
Russia.
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Fig. 8. Increase in the RTS Index, Oil Prices, Inflow (Outflow) of Resources
in Funds Investing in Russia

The data on capital flow allows understanding of why there is no correlation between oil

prices and stock prices in the periods between July 2005 and March 2008, and April 2009 and
late 2010.

" In this particular case, indicators of capital in-and outflow regularly published by CBR bear less informational
value as far as the stock market is concerned, for it is capital invested on the market for Rb.-denominated fixed
income instruments. Perhaps, the financial market regulator and monetary authorities should be in need for es-
tablishment of a national system of monitoring in-and outflow of portfolio investors’ capital on the stock and
bonds market, for the EMPR resource is commercial and its data are not available for most Russian investors
and government representatives.
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Between July 2005 and April 2006 investment funds investing in Russia dramatically
boosted volumes of attraction of capital: in span of just 10 months, the funds attracted new
capital worth a total of USD 4.8 bln. Meanwhile, oil prices changed from USD 66.68/b to just
69.0/b. The spike in short-term investment capital in Russia at the time is explained by grant-
ing the country with investment ratings. Specifically, FITCH did so on 17 November 2004,
followed by S&P’s move on 31 January 2005. Plus, on 31 May 2005 the court rendered the
first verdict on the Khodorkovsky case, and numerous portfolio investors were in the mood
for buying Russian authorities’ assurances of the uniqueness of the case in question.

The euphoria had been lasting until April 2006, with the RTC index adding 15.5% just in
one month. Since May 2006 the capital inflow in investment funds investing in Russia was
replaced by its outflow. Capital flight from Russia between May 2006 and March 2008 ac-
counted for USD 4.6 bln. Meanwhile, oil prices rose from USD 73.28/b to USD 112.71/b. In
all likelihood, the capital flight was fueled by analysts’ increasing concerns about risks asso-
ciated with the overheating of emerging markets due to the looming signs of a crisis on the
market for sub-prime mortgage securities. In August 2006, the US reported the first substan-
tial decline in real estate prices; meanwhile, at the IMF conference in September 2006, N.
Rubini publicly announced a looming financial crisis in the US.

The outflow of portfolio investments from Russia kicked off in May 2006, followed by a
brief intermezzo in mid-2008, with the investment funds seeing a capital inflow in April, May
and June - most likely, under the impact of the pre-crisis oil price boom. Between July 2008
and March 2009 investors withdrew as much as USD 6.bln. from the investment funds invest-
ing in Russia. The average oil price tumbled from USD 123.45/b to USD 65.8/b over that pe-
riod. As a result, the correlation between the index and oil prices soared to 0.83 in March
2009. Since that time the oil prices were on the upswing, and the next month saw the renewed
capital inflow in the funds investing in Russia. Because of those reasons, the RTS index was
reviving pretty fast and the level of the correlation between changes in oil prices and changes
in stock prices remained high.

In span of 24 months between April 2009 and February 2011, it was just one month when
foreign equity funds reported capital withdrawals. Overall, in the period in question, the funds
collected USD 9.1 bln. from investors. While the average oil prices surged from USD 65.8/b
in April 2009 up to USD 112.1 in February 2011, the growth in question was unstable on a
month-on-month basis. By contrast, the rise in investments in the funds investing in Russia
was steady. As a result, in the second half 2010, the correlation between oil prices and stock
prices plummeted once again.

Differences in the intensity of depreciation of Rb. during the two crises concerned deter-
mined different dynamics of the RTS and MICEX indices’ revival. The assessment of shares
in the portfolio of the MICEX index is made in Rb. equivalent, while that of the RTS index —
in USD equivalent. That is why after the 5-fold more depreciation' of the Russian currency in
1998 the pace of the subsequent recovery of the MICEX index was greater than the one of the
RTS index (Fig. 9). The MICEX index had bounced back to its pre-crisis peak already by
May 1999, ie. just in 8 months after the economy passed the bottom of the crisis. By
contrast, it took the RTS index 59 months to fully recover after passing its bottom value dur-
ing the crisis.

" Over the period between 1998 and 2003.
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Fig. 9. Changes in the USD Exchange Rate, the RTS Index and the MICEX

Index during the 1997-98 Crisis (July 1997 = 100%)

During the 2008-09 crisis, the maximal level of Rb. depreciation accounted for 50% (Fig.
10), followed by the appreciation of the Russian currency. That is why the RTS and MICEX
indices were recuperating practically at the same speed, with the latter index slightly outpac-

ing the former one. In January 2011, the RTS index hit 76.0% of its peak value of May 2008,
while the MICEX one - 89.5%.
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Domestic developments in Russia, as a rule, have recently had a loose effect on price
changes for Russian corporations’ stock. The simplest explanation behind the phenomenon
lies in a drastic increase in volumes of short-term foreign investment in the domestic equity
market, as demonstrated by Fig. §. In this sense, it is interesting to examine the VEB’s record
of implementation of anti-crisis measures on support of the domestic stock market in 2008-09,
which are often subject to a biting criticism. For example, Mr. Vladislav Reznik, Chairman of
the State Duma Committee for financial markets believes, “...this measure clearly was irrele-
vant and excessive”, “it distorted the real market picture”’. Such assessments are partly de-
termined by the fact that both VEB and the RF Ministry of Finance have failed so far to pro-
vide any publicly available account of how the funds were used and what was their effect on

the market.
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Fig. 11. Proportion of Private and Public Brokers in the Volume of Stock
Trading at MICEX, as %

It is on record that in October 2008 VEB was given Rb. 175 bln. in a subordinated loan
under 7% annualized. The loan was extended for the sake of supporting the equity market.
The bank repaid the loan, along with the interest, on 15 December 2009. The amount in ques-
tion is roughly equivalent of USD 6 bln. According to the EMPR, it was the same amount
foreign investment funds withdrew from Russian issuers’ stock between July 2008 and March
2009, with some 3.8 bln. out of the said amount being withdrawn between July and Septem-
ber 2008, ie. prior to the start of VEB’s interventions on the financial market. Before the start
of the VEB’s interventions, the capital outflow from foreign funds investing in Russia had
been fading notably. In April 2010, foreign funds already began attracting new capital onto
the market.

' Rushailo P. Razgovor nedeli. Vladislav Reznik: v kakoy-to moment pridyetsya uvelichit pensionny vozrast.
Kommersant Dengi, Ne 7, 21.02-27.02. 2011, p. 30.
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The data on the start and the end of the VEB’s intervention on the market allows evalua-
tion of the state-owned banks and their affiliated structures’' trading activity at MICEX. The
data are presented in Fig. /1. The peak of the public structures’ activity fell on the period be-
tween October and December 2008. At the time, VEB was likely to acquire Russian issuers’
shares, thus supporting the market. As stated in the VEB annual report, as of 1 January 2009,
the Bank owned a securities portfolio acquired at the expense of the national Welfare Fund’s
resources that totaled Rb. 159.7 bln. That is to say, over 90% of the capital allocated on sup-
port was spent during the period concerned. Meanwhile, over the same three months foreign
investment funds cashed in USD 1.9 bln., or Rb. 60 bln. from sales of stock.

Fig. 12 demonstrates that the MICEX index hit the bottom in December 2008; in October,
November and December 2008, its values accounted for 731.96, 611.32 and 619.53 points,
respectively, while in January 2009 it made up 624.9 points. The RTS index hit the bottom in
January 2009; between October and December 2008 its values stood at 773.37, 658.14 and
589.79 points, while in January and February 2009 — at 535.04 and 544.58 points, respec-
tively. This might evidence that the VEB’s massive buys of nosediving shares in the late
2008, perhaps, did help have the jitters investors, primarily domestic ones, to get rid of their
stock at the bottom of the crisis. That, perhaps, kept the market afloat and saved it from yet a
deeper fall by another percentage points. But, had there been no VEB investments at the time,
nothing yet more daunting would have occurred with the Russian stock market. Those who
ran scared and wanted to get rid of their shares at any price would have faced a low liquidity
of the market, which might have cooled them down. The economy began to gradually recover
in March-April 2009, and the market saw a new inflow of foreign portfolio capital.
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! VEB, VTB, VTB Kapital, VTB 24, Gasprombank, Sberbank, KIT Finans, Svyaz-bank, and Bank of Moscow
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The situation with the VEB’s reversing sale of the shares is not clear. In its 2009 annual
report, the bank reckoned that it had sold a fraction of the stock package acquired at the ex-
pense the aforementioned loan from the National Welfare Fund yet in the second half 2009.
As demonstrated by Fig. 11, at the time, the state-owned structures showed no increased ac-
tivity on the exchanging market for shares, except for July, which was in sharp contrast with
the period when VEB was buying those shares. Plus, taking away USD 6 bln. from the market
between July and December 2009 should have become a knife in the back of its gradual up-
wards dynamic. There was nothing like that at the time, either. All that allows assumption that
VEB did not sell the full package of shares in question, while the Rb. 175 bln. it returned to
the RF Ministry of Finance in late December 2009 was taken from some other source. In gen-
eral, it can be asserted that the government’s financial interventions to support the market
were unjustifiable. Such interventions might have smoothed the gradient of the market’s fall,
but they failed to affect the trend itself. In this case, it looks like the public bank swung a lu-
crative “marginal” deal by using a very generous by its term and conditions loan, rather than
the state gave an upper hand to the stock market and investors.

1800 ~

1 600 4

1400 4~~~

1200

1 000 +

\
800 + ‘

600

| Sl e

® |
400 2~
200 f - m L

42l s

2009

25
<

g

C

Aapr. |
may |
un
jul.
ug
g
oct.

o
% =)

OC

2006 2007 2008 2010

—O— Stock —l— Corporate bonds —A— Regional and municipal bonds

Source: calculated basing on the MICEX data.
Fig. 13. Herfindahl-Hirschman Index

In addition to the process of revival of the stock market’s capitalization and liquidity (Fig.

4 ), the secondary exchanging stock market saw the level of its concentration decline, which
proves stability of performance of the market-based pricing on the domestic market. This is
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proved by data of Fig. 13, which contains data on the Herfindahl-Hirschman Index' (HHI) of
turnover on the market for shares, corporate and regional bonds at MICEX between January
2005 and February 2011. According to FAS’s approach, the market is a low concentrated one
under HHI value being under 800, moderately concentrated with 800 < HHI < 1,800, and
highly concentrated with HHI making up 1,800 plus %

The Russian securities market has recently been low concentrated, with the HHI value
drifting below 800. It was only during the crisis, between August 2008 and March 2009, that
the HHI values sometimes were over 800, as far as stock and Rb.-denominated bonds are con-
cerned. But even that HHI on shares sky-rocketed in February 2009 was a result of 16 REPO
deals worth a total of Rb. 1,620 bln., which some brokers erroneously stroke with Gasprom
ordinary shares on 2 February 2009. The Arbitration Commission under JSC MICEX conse-
quently annulled the deals with its decision of 18 February 2009.

Interestingly, during the 2008 crisis and in its aftermath the HHI values on corporate bonds
remained steadily lower than those on the stock market. That is likely to mirror the existence
of a more diversified circle of participants in the market for corporate bonds vs. the stock
market. In February 2011, the HHI on shares hit 460.8 vis-a-vis 205.6 posted by the HHI on
corporate bonds. Back in 2001, the HHI on regional bonds was steadily over 800, which al-
lows attributing the market to moderately concentrated ones, whose array of participants is
fairly limited. In February 2011, the HHI on regional bonds accounted for 908.5.

Fig. 14 exhibits data on changes in the structure of transactions with shares on MICEX.
They reveal a trend to a post-crisis recovery in the structure of exchanging equity deals asso-
ciated with the REPO segment. By using REPO transactions on the stock market brokerages,
as a rule, draw short-term borrowed capital for a subsequent marginal lending. In December
2008, the proportion of REPO transactions accounted for 68% of the aggregate cost of ex-
changing deals with shares at MICEX; the subsequently figure slid to 50% at the end of the
year and bounced up to 59% in February 2011. The upsurge in the proportion of REPO deals
evidences the marginal lending to transactions involving securities has got a fresh start. This,
on the one hand, means investors are keener to ride the market for risky assets, while it serves
an indicator of the rising speculative activity on the national stock market, on the other.

The growing popularity of systems of short-term, primarily algorithmic, trading and en-
gagement of trading robots has emerged as an important avenue of the exchanging stock mar-
ket’s development. This is proved by results of “Best Private Investor” contests RTS and MI-
CEX were running in the late 2010. The victor was a trader who used robots. According to the
Russian exchanges’ data cited by Kommersant, up to 90% of trading claims and 50% of the
turnover at the RTS FORTS fall on robots; at the MICEX’s spot stock market, hyperactive
trading robots hold 45% of claims and 11-13% of volumes of trading, with 95% of the said

! Herfindahl-Hirschman Index is calculated by squaring the percentage share of each given participant in the
volume of exchanging trading and summing up the results:

HHI = (D1)?+ (D2)*+ ... + (Dm)?,

where Di — share on the market of i-t4 participant in percentage equivalent;

i=1,2,.,m

2 See p.2.6.4. of the Methodological recommendations on the procedure for conduct of evaluation and assess-
ment of the state of competitive environment at the financial services market approved by the RF Ministry of
Anti-Monopoly Policy with Executive order of 31.03.2003 Ne 86.
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applications subsequently being withdrawn without concluding a deal.: ... The problem of
algorithmic trading does exist, and a great number of robots seems spooky; the rise in their
number overloads the exchanges’ gateways, which, theoretically, can entail technological
problems™, Mr. V.D. Milovidov is quoted as saying in the same article. Responding to the
challenge, in the late July 2010, MICEX sent out to its participants a proposal to approve
amendments to the exchanging trading procedures that provided for identification of robots
that put forward trading claims outnumbering 1% of the aggregate number of claims put by
all the participants, ie. over 40,000 claims a year. The exchange will block such hyperactive
robots’ operations in the event they pose a threat to the normal functioning of the exchanging
trading system. In March 2011, MICEX kept taking on trading robots: since 1 March 2011,
the exchange set a minimal commission fee of Rb. 0,18 per deal. Plus, it established require-
ments to the minimal size of the round lot at an amount of no less than Rb. 1,000, which
should result in enlargement of most stock and shares round lots. The measures focus on en-
couragement of conclusion of large deals and minimization of the number of deals exempt
from commission fee’.
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Fig. 14. Structure of Deals with Stock on MICEX, as %

! Smorodskaya P. MMVB vzyalas za robotov: birzhevuyu torgovlyu distantsiruyut ot avtomatov. Kommersant,
20 July 2010.
> Ibid.
? Trifonov A. MMVB ne khochet melochyitsya. Vedomosti, 8 February 2011.
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Fig. 15 presents data on the number of deals and the average volume of one deal in the re-
gime of market (anonymous) stock trading at MICEX. The data show that during past two
years, the average monthly number of deals soared from 6.8 mln. in December 2008 to 10.6
mln. in February 2011, or by 55.9%. Meanwhile, the average volume of market deals involv-
ing shares at the exchange was notably down, despite the ongoing process of stock prices’
recovery. In September 2009, the average size of the deal involving stock under this particular
regime of trading at MICEX accounted for Rb. 145,200, while in February 2011 -117,300, or
down by 19.2%. The advancement of the algorithmic trading manifests itself primarily in the
rising tide of claims in the trading system. However, a notable increase in the number of ex-
changing deals in tandem with the fall in their average volume also witnesses investors grow-
ing increasingly keen to engage in speculative trading strategies.
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Fig. 15. Market Deals with Stock at MICEX

During the crisis, FSFM took a pro-active stand and in an attempt to fence the market par-
ticipants from overly risky operations, interfered with the trading. Due to the market’s in-
creasing volatility, on 18 September 2008, the regulator banned short interests for brokers.
The ban was lifted on 26 September 2008, re-imposed on 30 September 2008 and remained
effective through 15 June 2009. Since 25 September FSFM also limited the use of leverage
for margin deals’ stricken by brokers’ clients. Once introduced, the regulator’s restriction re-
sulted in leverages on marginal transactions for all investors capped with the 1:1 ratio. The
right to use of the previous ratio of 1:3 was restored solely for “qualified investors” since 15
June 2009, albeit with some additional restrictions. Introduction of such limitations demanded

" A margin transaction is the one the broker’s client enters into to buy securities at the expense of a loan granted
to him. In contrast to short interest used for a hit-and-run entry, marginal trading strategies are used, as a rule, on
a bull market to ensure extra profit from the use of the leverage.
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for a FSFM’s permanent and efficient supervision, which in reality was non-existent'. At that
juncture, in a 2009 paper, the Institute’s experts suggested that while brokers somehow observed
with the margin lending limitations, short interests thrived, regardless of the regulator’s bans’.

The year of 2010 saw adoption of critical decisions in the financial market regulation area.
They centered on tightening requirements to the professional market participants, size of their
own capital, countering manipulations with prices of financial assets, championing consolida-
tion of the stock infrastructure, introducing prudential supervision provisions. The move can
be characterized as a course to strengthening of the state’s role on the stock market, its direct
interference with its participants’ core operations.

On 30 July 2009, FSFM approved the Executive Order “On approving changes introduced
in capital adequacy ratio of participants in the securities market, as well as managing compa-
nies of investment funds, mutual investment funds and non-state pension funds approved by
Executive Order of FSFM of 24.01.07 Ne 07-50-pz-n”. In compliance with the document, the
regulator raised the capital adequacy ratio for professional participants in the securities mar-
ket which exercise:

— Brokerage and securities trust management — from Rb. 10 min. up to 35 min. from 1 July
2010 and further up to 50 min.- from 1 July 2011;

— Dealer operations- from Rb. 5 min. up to 35 mln. from 1 July 2010 and further up to 50
min.- from 1 July 2011;

— Depository operations (except for settlement depositories)- from Rb. 40 miIn. up to 60
mln. from 1 july 2010 and further up to 80 min. from 1 July 2011;

— Operations on maintenance the registers of owners of registered securities - from Rb. 10
min. up to 100 min. from 1 July 2010 and further up to 150 min.- from 1 July 2011.

Today, FSFM has not yet abandoned the practice of mounting pressure on the financial in-
termediaries’ operations. In March 2011, on its web-page, the regulator posted a draft execu-
tive order on modifying license requirements to registrars. Instead of the effective require-
ment to a registrar to service at least 50 issuers with the number of shareholders over 500, it is
proposed to have each registrar service at least 20 issuers with the number of shareholders
over 500 and no less than 250,000 non-zero nominee accounts. Experts suggest that roughly a
half of the 45 currently operating registrars will fail to qualify the requirement’. Following its
inspections in 2010, FSFM revoked licenses from such large registrars as JSC “Aktsionerny
capital” and JSC “Tsentralny Moskovsky Depositariy”. On 28 August 2010, the regulator also
revoked a license for the right to exercise activities in the capacity of a specialized depository
from Depositariy Irkol, one of the leaders in the sector of pooled investment.

' The authors of the Report on results of the control measure “Examination of efficacy in 2008 of the effective
law and normative and legal base on the financial market and the securities market for the purpose of stabiliza-
tion of the financial system at the Federal Service for Financial Markets, the RF Ministry of Finance (on re-
quest)” conducted by the Accounting Chamber of RF believe that, “ the government agencies do not carry out
the systemic analysis of the situation on the stock market on a permanent basis, do not track down and analyze
large financial institutions’ operations on the stock market, which results in the RF Government and the coun-
try’s leadership lacking a comprehensive and actual information of the environment of, and situation at, the Rus-
sian financial market». The Bulletin of the Accounting Chamber of RF, 2010, Nel, p.100. Posted at:
http://www.ach.gov.ru/userfiles/bulletins/05-buleten_doc_files-fl-1855.pdf.

? Rossiyskaya ekonomika v 2009 godu. Tendentsii i perspektivy (vypusk 31)- M., IEPP, 2010 pp. 148-151.

3 Smorodskaya P. Registratoram vystavily nenulevoy schet. Kommersant, 1 March 2011.
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The FSFM’s efforts, which are aimed at a substantial tightening of requirements to profes-
sional security market participants’ own capital, are a part of the regulators community’ con-
certed attempt to raise requirements to banks and insurance companies’ capital. Since January
2010 banks had to boost their capital to match the mandatory mark of Rb. 90 mln. and further
up to 180 miIn. by 2012. The government is currently crafting amendments to the Civil Code
of RF, which suggest tighter requirements to the minimal amount of economic companies’
authorized capital. The regulators’ common logic is likely to be driven by the desire to bolster
the Russian corporations’ level of efficiency by raising administrative barriers to market entry
and encouraging, in the up-bottom mode, processes of concentration of businesses. It is not
accidental that these measures concurred with the economy and the financial market exiting
the crisis and looking for new drivers of businesses’ efficiency.

The FSFM’s assessments of the impact of the tighter requirements to the capital adequacy
ratio appear different from those made by the stock market participants. The regulator fore-
casted that the new requirements would compel some 8-10% of professional participants to
quit the market'. Naufor in turn estimates the respective figure to make up over 20%"°. The
Federal Antimonopoly Service officially objected the FSFM’s stance, but the regulator ulti-
mately turned victorious in the higher echelons of power.

The data on the number of licensed brokers, dealers and participants in exchanging trading
at MICEX are given in Table 2. The data show that in the aftermath of the implementation of
the new requirements, between 1 July 2010 and 1 March 2011 the number of brokers dwin-
dled 8.2%, the one of dealers — 9.4%, while the number of participants in exchanging trading
at MICEX even posted a 0.4% growth. That said, the figures do not quite accurately mirror
the impact of the FSFM’s decisions have had on the market participants. They are to face yet
tighter requirements to the capital adequacy ratio since 1 July 2011. Besides, in the course of
a looming examination of the market participants’ reports on the amount of their own capital
the wave of revoked licenses should be rising further on. So, it seems that NAUFOR’s projec-
tion is more adequate and, perhaps, even too conservative, and the figure is highly likely to be
passed by a substantial margin.

Table 2
The Number of Professional Participants in the Stock Market
2007 2008 2009 01.07.2010 01.03.2011
1. The number of organizations holding a license from
FSFM on the right to carry out:
1.2. Brokerage services 1445 1475 1335 1318 1210
change to the prior period, as % 2.1 -9.5 -1.3 -8.2
1.3.Dealer operations 1422 1470 1337 1318 1194
change to the prior period, as % 3.4 -9.0 -1.4 9.4
2. The number of participants in the exchanging trading 460 463 477 481 483
at MICEX
change to the prior period, as % 0.7 3.0 0.8 0.4

Source: by data of FSFM, NAUFOR and MICEX

Too little time passed to evaluate consequences of the impact of the regulator’s move on
efficiency of financial intermediaries’ operations and protection of investors’ interests. At the
moment, there is an array of problems which cannot help but raise concerns.

! Askar-zade. N. Za malenkogo brokera. Vedomosti, 28 July 2010.
* Smorodskaya P. Brokery budut zhit po sobstvennym sredstvam. Trebovaniya FSFR obretayut silu zakona.
Kommersant, 1 October 2010.
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Tightening requirements to the capital adequacy ratio does not go in pair with visible
moves to enhance the transparency of the financial intermediaries’ operations. Their financial
reporting and key performance indicators remained unavailable for the public at large. Tradi-
tional research into how greater barriers to market entry and exit tell on a greater efficiency of
businesses require intermediaries to unveil such indicators as labor compensations costs,
profit, the proportion of borrowed capital, among others. As most of these indicators are hard
to calculate using the official reporting data and they are not published, it is impossible to run
an objective evaluation of efficacy of regulator’s measures using traditional international
methodologies. This allows an assumption that the regulator acts blindfold and without the
much-needed analysis of respective consequences. Such a spontaneous change of rules of the
game can grow into a genuine factor of instability of the business environment and hinder
market investments into the sector.

Not backed by real moves in the area of the policy aimed at development of the financial
market, the aforementioned measures on a sizeable growth in compulsory requirements on the
businesses’ capitalization can engender consequences other than the regulators hope for. In
addition to supplanting licensed small brokers, dealers and trust managers from the market,
FSFM dumped efforts on a further championing of the law on investment consultants. Hence,
the legal forms of delivery of investment and financial services to the population have become
extinct, particularly, in the provinces. New rules limit possibilities for the rise in the national
market of “niche brokers” who specialize on servicing certain segments of the market, and
that poses another obstacle to innovations in the sector. Local brokers, dealers and trust man-
agers can be replaced by black hats: unlicensed shadow brokers for private investors, Ponzi
scheme operators, unlicensed forex market operators, gaming clubs, and Internet-based ser-
vices'. As evidenced by the record of the national stock market back in the mid-1990s, finan-
cial pyramids flourish where legal forms of financial intermediation do not function®.

While dramatically increasing risks of the rise of illegal financial services, the govern-
ment’s measures do not solve another significant problem, either, - that is, boosting the do-
mestic financial institutions’ competitiveness and nurturing national leaders in the financial
services sector. To make the financial intermediation sector competitive, one should have an
extensive network of financial intermediaries, which should be in close proximity to most
small investors. Large companies, national champions emerge under a ruthless competition
and with the economic environment fostering innovation, thus allowing innovative companies
to cash in an extra business rent. There are no such conditions on the Russian market.

Since 1 July 2011 the brokers and dealers should increase their own capital up to Rb. 50
mln., or USD 1.7 mln. That is way tighter the requirements than those in the US and EU. In
the US, it is just brokerages that keep clients’ assets, which are obligated to maintain the USD
250,000 capital in combination with prudential requirements. Requirements to capital for bro-
kerages that operate using the sub-agent scheme with the clients’ assets deposited with a
higher-level brokerage’s depository imply their own capital should be between USD 50,000
and 100,000, depending on whether such companies fulfill their clients’ orders on their own,
or transfer them to another broker. In the EU, financial companies that deposit their clients’

! According to Mr. R. Goryunov, President of RTS, “the number of unlicensed brokers will be rising, unless we
foster growth in the number of decent participants”. Maltsev O. Regionlnaya fondovaya chistka. Finans. Nel0,
22-28.03.2010. p. 59

* Biyanova N., Nikolsky A. Mavrodi prinyal vyzov. Vedomosti, 12 January 2011; Yurischeva D., Nantay V.,
Mazunin A., Trifonov V. Sergei Mavrody splel finansovuyu set. Kommersant, 11 January 2011.
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assets should maintain their capital at the level of Euro 125,000, while companies which are
not engaged in depository operations shall have their own capital no less than Euro 50,000.

Such low requirements to financial intermediaries’ capital in the US and Europe ensure the
investor community’s access to versatile investment and financial products. In the US, SEC
and FINRA are tasked to oversee operations of some 5.1000 brokerages and dealer companies
that run individual and corporate accounts of some 110 mln. investors. Plus, SEC has regis-
tered to date 11,000 investment consultancies that run 14 mln. clients’ assets worth a total of
some USD 38 min. Lastly, on the state level, as many as 275,000 private individuals and
some 15,000 corporations were registered as investment consultants’.

Meanwhile, it is just five companies — Fidelity Investment, Charley Schwab, Ameritrade,
E*Trade and Scottrade which hold some 80% of the market for retail brokerage services for
private persons. An analysis of the background of such companies as Fidelity and Schwab
evidences that behind their success stories and leadership in the investment retail has been a
continuous strive for innovation in the area of products and services. The legislature and regu-
lator’s mission in this regard is to focus on creation of innovation-friendly conditions and to
make sure corporations can hold an innovation rent from introduction of innovations, without
which there are no incentives to advancement and prowess in this field.

In Russia, 60% - plus of brokerages’ clients and active clients who strike at least one ex-
changing deal a month are serviced by seven largest brokerages (Fig. 16). However, when
compared to the largest investment houses and brokerages in the developed countries or those
in China, India or Brazil, none of them has so far qualified for the leadership in the sector.
One of the reasons for such a situation is imperfect national law and an absence of the gov-
ernment’s commitment and resolve to foster a business climate which would propel a prompt
expansion of the most innovative companies.

Legislators are keenly aware of the uncompetitive nature of Russia’s legal environment in
the financial sphere. Mr. D. Ananyev, Chairman of the Federation Council Committee for fi-
nancial markets and money circulation, admits that, ““...Russian financial law does not appear
flexible enough, but overly imperative, and investors find it hard to build on its basis conven-
ient forms of doing business, for property rights are not secured efficiently and informational
transparency is insufficient™”.

Lastly, one should not help but underestimate the impact of the enacted against the market
participants and SROs’ will decision on raising requirements to capital adequacy ratio on de-
terioration of the business climate both in the economy on the whole and the financial market
in particular. The decision in question appears just a link in the string of state’s numerous di-
rect interferences with business. As a consequence, the business climate in the country has
lately worsened and the capital flight has been on the upswing. In 2010, the media tattled of a
possible sale of Troika Dialogue, one of the largest private investment banks, to a state-owned
one. Meanwhile, Mr. R. Vardanyan, Troika’s founder, publicly voiced his desire to quit the
company as early as in 2013. Given his reputation both in Russia and overseas and caution he,
as an investment banker, exercises in his assessments and statements, his explanation of the
current processes in the business and financial spheres appears fairly provocative. For exam-
ple, he cites that, “...there is no understanding of how decisions are made both in business

''U.S. Securities and Exchange Commission. Study on Investment Advisers and Broker-Dealers. January 2011,
p.6-8. Posted at: www.sec.gov

* Chuvilyaev P. Dmitry Ananyev: bolshinstvo systemnykh problem v finansovom zakonodatelstve ostayutsya
nereshennymi. Kommersant Dengi, Ne 24, 21.06.-27.06. 2010, p. 16.
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and in the government”; “the civil servants’ attitude to business worsened”; “the crisis dem-
onstrated there is no capitalism but some kind of pseudocapitalism”; “for any business the
planning horizon is limited by one year or three years at best”; you should be prepared for dif-
ferent things, for example, “receiving a request to sell business and be prepared for having
your license revoked or for everyone been instructed not to work with you any longer™!
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Fig. 16. The Share of Top 7 Brokerages in Clients’ Assets, as %

That private financial structures have grown increasingly concerned about the state’s inter-
ference in their business was evidenced by acquisition in 2001 by Zoulian Trustees Limited
(Cyprus) of 99.5% of voting shares in JSC Investment Holding Finam. The acquisition was
approved by the RF Federal Anti-Monopoly Service. A Finam representative commented that,
«...so far we have not faced a hostile takeover, but anything can happen in Russia.” The sta-
tistics of the banking sector also illustrate growing doubts over the domestic market’s pros-
pects. In 2009-2011, shareholders of ten foreign banks’, such as International Personal Fi-
nance, Santander, Rabobank, Barclays, Swedbank, HSBC, KBC Group, Morgan Stanley, to
name a few, announced scaling back on their presence on the Russian market. Meanwhile,
numerous investment companies and banks in Russia declared they would hence focus on
wealthy individuals as an alternative to financial retail services. Thanks in large measure to a
direct involvement of FSFM, the Bank of Russia and the RF Ministry of Finance in negotia-
tions between professional participants in the stock market in February 2011, the two largest

! Askar-zade. N, Safronov B. Krizis pokazal, chto kapitalizma u nas net. Vedomosti, 30 September 2010.
? Zhelobanov D., Gubeidullina G. “Finam” ukhodit v ofshor. Vedomosti, 1 July 2010.
’ DementyevaK., Khvostik E. Inorodnoye telo. Kommersant, 9 March 2011.
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domestic exchanges, MICEX and RTS, decided to merge. The decision on the merger and the
Bank of Russia’s retirement from the MICEX’s capital prior the end of 2011 was made on 29
December 2010 at a meeting on establishment of an international financial center. Conse-
quently, on 1 February 2011, the top five RTS’s shareholders — that is, Troika Dialogue,
Aton, Alfa-Bank, Renaissance Broker and Da Vinci Management Company - signed an
agreement on their intention to sell their stakes in the exchange. The deal suggests that MI-
CEX acquires a control bloc in RTS with a subsequent merger of the two exchanges. RTS
was appraised to cost USD 1.15 bln. Its 35% stake will be bought for cash, while the rest will
be swapped for shares in JSC MICEX at the ratio of 1:35". It is symbolical that all that was
made public on the premises of the Bank of Russia. At the height of the consolidation of the
Russian exchanges, in late 2010, there popped up information of their possible merger with
Deutsche Borse. Media sources suggested that the information evidenced that in the frame of
the work on establishment of an international financial center the matter was discussed by in-
dividuals close to government structures behind the RTS and MICEX top management and
shareholders’ back®.

Creation of a consolidated exchange on the basis of MICEX and RTS, can, other condi-
tions being equal, ensure a positive effect in the form of concentration of liquidity, greater
efficiency in transactioning in different segments of the financial market, cuts in direct and
indirect transaction costs for participants in trading and investors, and solidification of Rus-
sia’s standing on international capital markets. However, there persist some risks, too. Mo-
nopoly can affect an exchange’s innovational activity, result in higher tariffs for infrastruc-
tural organizations’ products and services, push participants in the Russian markets to more
vigorous entering overseas markets. Meanwhile, the major risk a consolidated exchange struc-
ture would face could lie in a government structures’ greater influence on its operations. For-
mally, the Bank of Russia should withdraw from the exchange within 2011. However, gov-
ernment structures have plethora of informal leverages to influence the exchange and the
settlement infrastructure through votes of subordinated to them state-owned banks, control
over appointment of heads of infrastructural organizations, and adoption of regulatory docu-
ments. That is why a major challenge the consolidated exchange will see in the short run will
lie in shaping such a corporate governance system which should establish a legitimate balance
of interests between private corporations and public structures in regard to the new ex-
change’s operations. That said, as government structures have lately intensified their interfer-
ence in business, such a balance will be hard to strike in the years to come.

As to legislation, the year of 2010 saw enactment of several federal acts which may have a
positive effect on advancement of the national financial market. Specifically, Federal Act of
27 July 2010 Ne 224-FZ “On countering the improper use of insider information and market
manipulation and on introducing amendments to individual legislative acts of Russian Federa-
tion” reads that the national financial, forex and commodity markets have now become sub-
ject to control over the use of insider information and market manipulation. The Act estab-
lished the definition of insider information, identified the circle of individuals who qualify for
insiders, formulated signs of insider trading and activities that fall under market manipulation,
and determined measures on their restraint. Criminal and administrative responsibility for the

! Smorodskaya P. RTS storgovali s MMVB. Gosudarstvo sklonilo birzhi k obyedineniyu. Kommersant, 2 Febru-
ary 2011.
? Maltsev O. Ministerstvo birzhevoy torgovli. Istoriya s Deutsche Borse. Finans, Ne 47-48, 20.12.2010-16.01.2-
11, p. 56.
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improper use of insider information and market manipulation was introduced in the form of
amendments to the Criminal Code of RF and the Code of RF of Administrative Violations. In
compliance with by-laws to the Federal Act, FSFM suggests to obligate stock exchanges to
daily produce calculations, on the basis of special formulas and with the use of their data-
bases, on exchanging transactions and to report suspicious deals to the regulator.

The other novelty became Federal Act of 27 July 2010 Ne 208-FZ “On consolidated finan-
cial reporting”. The Act reads that credit, insurance and other organizations, whose papers
float at stock exchanges and with other organizers of trading on the securities market, are
bound to publish their annual consolidated financial report according to IFRS. This means
that from 2010 on, all issuers, with their outstandings, rather than the previous 20-25 ones,
should publish their reports according to IRFS. Since 2015 the requirement will become bind-
ing for all corporate issuers whose bonds were permitted of trading. Let us hope this positive
practice will expand shortly to embrace all the professional participants on the security mar-
ket and companies that manage pooled investments. It is also imperative to urge issuers to
compile and disclose the IRFS-based reports quarterly, for that would allow a comprehensive
fundamental evaluation as a pillar to investment decision making on the domestic market.

Lastly, last year saw adoption of a number of amendments to the Tax Code of RF, which
concerned operations on the stock market and the market for pooled investment. The novel-
ties comprise, in particular, personal income tax benefits for private individuals and corporate
profit tax benefits for legal entities that invest in start-ups and venture projects. The said cate-
gories of taxpayers are now exempt from the respective taxes on incomes generated by sales
(redemption) of participation shares and stock in Russian organizations which are not traded
on organized securities markets, provided the shares sold belonged to the taxpayer for more
than five years, while over-the-counter stock belonged to their owner for long. According to
some other amendments introduced to Art. 378 of the Tax Code, assets transferred to the mu-
tual investment fund are now subject to the property tax collected from the managing com-
pany. Also, amendments were introduced to Art. 388, which now reads that land lots assigned
to the MIF are subject to the land tax payable by the managing company out of the assets that
form the fund.

So, the year of 2010 witnessed the state bolster its reign as the regulator of financial mar-
kets and institutions. However, in addition to its traditional market control and oversight func-
tions, government structures started engaging more vigorously in governing infrastructural
organizations, dictating conditions of doing business, participating in the largest banks and
investment companies’ property structure. It is yet premature to judge to the full extent effi-
ciency of these moves; however, it can be ascertained now that the financial market, as well
as other sectors of the economy, has faced increasingly unfavorable conditions of doing busi-
ness and the private sector has increasingly clearly sensed risks and increased costs of doing
business in Russia.

The mounting administrative pressure makes one contemplate mechanisms which might
secure a reasonable balance between the government’s interests and the business structures’
ones. Such a mechanism might take the form of obligating public structures to pursue a de-
velopment policy that would suggest employment of indicative forecasts of quantitative indi-
cators of the sector’s advancement, simplification of the effective law to bolster innovational
activities by businesses, the government structures’ contribution to implementation of strate-
gic projects aimed at creation a more favorable business climate. These and other problems
are highlighted in a greater detail in the concluding part of the present Section.
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3.3. Financial Institutions: Seeking for a New Growth Concept

3.3.1. Residual Forms of Support to the Financial Sector

During the recession period of 2008-2009 the federal government was acting as a good
administrator which manually managed to maintain the financial system facing bad loans and
low liquidity. One may say that the state learned from the lesson of the previous recession,
when it failed to save large banks and was held liable for being a source of the problems faced
by private institutions ten years ago. The state had to spend USD 212 bln from the interna-
tional reserves to support banks to balance their foreign exchange assets and liabilities
through long-term loans to state-owned banks. To strengthen the resource base of the banks,
the state took a risk, from the economic point of view, by ensuring repayment of bank deports
in the amount of RUB 700 K. When the recession was in full swing, the state granted a total
of RUB 2,5 t loans to the banks.

In 2010, most of these measures were discontinued unlike at many developed economics
which had to actively pursue a quantitative relaxation monetary policy. Only a few of the
measures continued, namely the guarantee to repay RUB 700 K of bank deposits. Some of the
state-owned entities began to repay a part of their outstanding working capital loans. In De-
cember 2009, VEB reported repayment of RUB 175 bln, a loan which the bank obtained as
part of the antirecession stock market support. Sberbank of Russia repaid about RUB 200 bln,
or 40% of the total antirecession support, to the Ministry of Finance in H1 2010. The bank is
likely to continue repaying in the course of privatization deals scheduled for a period between
2011 and 2013. Rosselkhozbank will repay its public loans through IPO. Rosselkhozbank ob-
tained a public contribution of RUB 30 bln to replenish its charter capital during the recession
period. In September 2009, the Government of the Russian Federation purchased from VTB
an additional issue of RUB 180 bln as part of the antirecession support, at a par value of
4,8 kopeks per share. During IPO which was held on February 17, 2010, the state sold 27.9%
of the issue at par value of RUB 9,1468 per share thus gaining RUB 95,7 bln, including a
profit of RUB 45,5 bln' on this block of shares. It is obvious that the antirecession debt
owed by VTB will be paid in full after the subsequent sale of a 10% interest in VTB
during a new SPO.

In 2010, with a view of stimulating banking lending, the refinancing rate of the Central
Bank of Russia was reduced from 8.75% as of the beginning of the year to 7.75%, a histori-
cally lowest rate in modern Russia. The rate increased to 8.00% on February 28, 2011. The
crediting rate on direct REPO deals, which represents actual refinancing rate of banks in Rus-
sia, was even lower, 5 to 6% at the 2010 year-end. The mandatory bank reserve requirements
remained at a lower level against the recession period. On December 27, 2010, President
Medvedev D. A. signed a federal law which extended till July 1, 2011 the moratorium on ex-
clusion of banks from the deposit insurance system for non-observance of the requirements to
a package of estimates related to appreciation of capital, assets, profitability and liquidity, as
well a series of mandatory requirements.

In general, one may say that as of the beginning of 2011, the Russian banking system suf-
fered from excess of short-term loans and outrunning growth in bank deposits against lending
growth rates rather than from lack of such loans.

! Asker-zade N.. A Good Bargain. Vedomosti. February 14, 2011.
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3.3.2. Liquidity and Current Stability of the Banking System

From the very onset of the recession period between August and September 2008, Russian
banks became a target of large-scale support from the Bank of Russia and the Ministry of Fi-
nance. The model of financing through carry trading was replaced by the model of financing
through loans from monetary and public authorities. Such a support was given on the basis of
repayment financing. As early as late 2009, main bridge financing recourses were withdrawn
from the banking system. In 2010, not only did the banking system recovered but also outran
the level of its pre-recession short-term liquidity through predominantly domestic borrowings
in the form of back deposits, reinforcement of corporate bank accounts, public spending
growth (see Fig. 17).
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Fig. 17. Bank support assessment, bin RUB

In July 2008 net claims to the Bank of Russia and public agencies totaled nearly
RUB 1,5 t, i.e. banks were creditors of the Central Bank of Russia and public agencies. The
amount of money which banks maintained on deposit and correspondent accounts with the
Central Bank of Russia, in bonds of the Bank of Russia and government securities, exceeded
by the foregoing amount a small size of the loans obtained from the Bank of Russia and de-
posits of public agencies. Beginning with September 2008, the situation changed drastically
as the Central Bank of Russia and public agencies became net creditors of banks. At the onset
of the recession it was decided to reduce mandatory reserves requirements, allocate temporar-
ily budget and state-owned corporations’ idle money in banks, support the practice of loans to
banks from the Bank of Russia through direct REPO deals and then unsecured and other types
of loans. The support to banks was focused on loans from the Bank of Russia. net liabilities
owed by banks to the Central Bank of Russia and public agencies totaled RUB 975 bln as
early as October 2008 and RUB 1,3 t in November. In January 2009 net liabilities owed by
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banks reached a maximum of RUB 1,5t. Hence banks as net creditors of public agencies,
RUB 1,5 t, turned into net debtors owing the same amount to the public agencies, which
means that maximum support to banks through lending totaled nearly RUB 3 t.

Beginning with February 2009, i.e. from the moment when the Russian Stock Market re-
sumed its growth, the Ministry of Finance and the Bank of Russia launched a policy of grad-
ual “withdrawal” from the banking system. In December 2009 banks resumed to be net credi-
tors of the Bank of Russia and public agencies, RUB 703 bln and RUB 584 bln, respectively.
In December 2010 these figures reached RUB 2546 bln and RUB 823 bln, respectively. Ex-
cessive liquidity which was accumulated in the banking system, became a new problem
thereby increasing substantially risks of inflationary pressure on the economy.

Fig. 18 shows the same data by volume of banks’ net claims to the Bank of Russia and
public agencies in relative terms against assets of the banking system. The data also shows
that the net creditor status against the Ministry of Finance and the Central Bank Of Russia is a
typical situation, save for deviations from the situation amidst financial crises. However, both
sources and trends of allocation of excessive banking liquidity changed substantially. Late in
the 90s — early in the 00s, most of the banking liquidity was spent to purchase government
securities, in many cases in prejudice of lending to the real sector. Therefore, decrease in bank
loans to the Ministry of Finance reflected a positive, upward trend in lending to the real econ-
omy in general. Obviously, this was a positive event as soon as the trend resumed after the
recession period between 2008 and 2009.

Slower recovery of banks as creditors in relative terms after the current financial crisis
against the crisis of 1997-1998 reflects serious changes in the sources of bank credit re-
sources. While it was cheap and short-term foreign exchange loans in external markets that
served as such source on the eve of the crisis in 1998 and between mid-2000s and the crisis of
2008, liquidity of the banking system was generated by relaxing the domestic monetary pol-
icy by financial authorities in 2009-2010. Keeping this in mind, it seems that beginning with
the late 90s, the vector of development of the banking system was heading the right direction
in general, i.e from lending to the Ministry of Finance through the risk-bearing carry trading
strategy towards lending to the real sector through the same strategy and, finally, towards an
attempt to grant retail and corporate loans through internal financial recourses. The problem is
whether or not the banking system is able to keep this development vector.

Fig. 19 provides analysis of different form of loans to banks from the Bank of Russia. Un-
secured loans which the Bank of Russia began to grant on October 20, 2008, were the main
type of credit support to banks during the recession period. This type of lending is not tradi-
tional for the central banks in other countries, given a serious credit risk to which the Bank of
Russia is exposed. Lack of relationship between these tools and size of credit portfolios of
banks, save for loans secured by different assets (Fig. /3), was typical of the credit support
which the Bank of Russia offered to banks during the recession period. This may be a reason
for such strong support to banks by the Bank of Russia which assumed a serious risk expo-
sure, the retail and corporate credit portfolio of banks failed to grow in the recession period.
Beginning with September 2010, different programs on bank support from centralized loans
were nearly discontinued, which is not surprising amidst a fast growth in liquidity at banks in
2010.
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Fig. 18. Banks’ net claims to public agencies and the Bank of Russia
(as % of assets (liabilities) value)
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Fig. 19. Bank of Russia loans to banks, RUB mln

Short-term loans to banks through direct REPO deals was the most traditional method
which the Bank of Russia applied intensively to stabilize the banking system during the recent
recession period. Fig. 20 shows three periods in the development of the Russian banking sys-
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tem, where each period depends a specific source prevailing in support of liquidity. The first
period, which lasted from the beginning of the 2000s till 2003, was characterized as moderate
liquidity after the recession of 1998 , when banks were funded preliminary with internal
sources and interest rates were very high in the interbank market. The second period, which
lasted from 2004 till July 2008, was marked by a boom of the carry trading strategy, when
banks could borrow cheap in foreign markets. Inflow of foreign cheap short-term money re-
sulted in excessive liquidity in the banking system and low loan interest rates in the interbank
market. The third period began in August 2008, i.e. from the onset of the current financial cri-
sis. The period is characterized by temporal discontinuance of the carry trading strategy,
which resulted in a fast growth in loan interest rates as well as subsequent state intervention
which replaced non-resident money with public funds thereby smoothing the situation in the
interbank market. Later, when the market began to recover, banks generated sufficient liquid-
ity, interbank loan interest rates resumed the previous, pre-recession level. Beginning with
July 2010, volume deals in the direct REPO market slumped and such loans became irregular
due to thin market in December of the same year and discontinued in January 2011. “Ex-
hausted” direct REPO loans coincided with revocation of the banking license from Interna-
tional Industrial Bank, which allows one to suppose that the Bank of Russia used intensively
this tool to support the financial situation in this problem bank in 2009 and H1 2010.
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Fig. 20. Average monthly bank liquidity and interest rates
in the interbank loan market in 2001 — January 2011
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Fig. 21 shows relation between interest rates in the interbank loan market with direct
REPO. In the period of growing liquidity the Bank of Russia employed direct REPO deals
only in specific cases and in moderate scale. From the onset of the financial crisis, direct
REPO deals were more frequent for the purpose of stabilizing the situation in the interbank
loan market. Such deals began to close on a regular, daily basis and their volumes increased
rapidly against the prerecession figures. Stabilization of the situation with short-term liquidity
at banks in 2010 resulted in reaching the pre-recession interest rate in the interbank loan mar-
ket, and eventually the Bank of Russia refused to employ direct REPO on an intensive basis.

Recession and market
., recovery - 1200

- 1000

RUB bin

% p.a.

banks’ c/a balances with the Central Bank of Russia
I Direct REPO
------ Interest rates in the interbank loan mar-ket, 2 to 7 days

o Interest rates loans through direct REPO

Source: based on the data published by the Bank of Russia.
Fig. 21. Using direct REPO for regulating bank liquidity in 2003 — February 2011

3.3.3. Towards Recovery of International Reserves

As shown in Fig. 22, in July 2008 the international reserves reached a maximum of
USD 597 bln. When the recession was in full swing in February 2009, the international re-
serves reduced to USD 384 bln., i.e. by USD 212 bln. Most of the reduction resulted from sale
of foreign exchange by the Bank of Russia in the course of the so-called “regulated devalua-
tion” of the Ruble, when the RUB weakened against the US dollar from RUB 23,45/1USD in
July 2008 to RUB 35,45/1USD or by 51.2% in February 2009. Unlike August 1998, the de-
valuation was extended for as long as six months to allow banks and individuals to exchange
some of their ruble assets with US dollars or restructure foreign currency debts.

The fact that the Bank of Russia sold foreign exchange, even at undervalued exchange rate,
in the period of regulated devaluation didn’t imply complete loss of the international reserves,
as a part thereof was simply converted into growth of the Bank of Russia’s ruble assets, which
were used for a large-scale lending to the banking system (see Fig. /7 and /9). Between Feb-
ruary and October 2009, the RUB strengthened against the US dollar from RUB 35,45/1USD
to RUB 29,05/1USD or by 18.7%. The large-scale granting of ruble loans to banks concur-
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rently with a visible strengthening of the RUB in 2009 served as additional channel for
growth in profitability of banking operations as well as incentive to convert a part of banks’
ruble assets into foreign exchange to reach balance between bank’s foreign exchange assets

and liabilities.
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Fig. 22. International reserves of the Russian Federation, bln USD.

In 2010, the Bank of Russia managed to recover a part of the international reserves (i.e. to-
tal international reserves net of the Reserve Fund and the National Wealth Fund which is con-
trolled by the Ministry of Finance of Russia) almost at the prerecession level due to repay-
ment of loans owed by banks to the Bank of Russia and a favorable foreign economic
situation. The size of the National Wealth Fund stabilized at a level of USD 85-90 bln. It was
only the Reserve Fund that saw a substantial reduction in funds due to the fact that the state
had to finance the federal budget deficit which resulted from a rapid growth in social security
expenditures of the Government of Russia. The Fund reduced in size to a maximum of
USD 142,6 bln in August 2008, USD 26,0 bln in January 2011. The international reserves to-
taled USD 484,7 bln in January 2011 while a maximum of USD 596,6 bln was reached in

July 2008.

Considerable volumes of international reserves is an important factor for macroeconomic
stability in this country. It is important, however, that the method of investing in the interna-
tional reserves also allow modern competences of Russian financial institutions to be in-
creased, because weak domestic financial institutions fail to allow the existing surplus of fi-
nances in the country to be utilized effectively for economic growth. This is why it would be
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reasonable in perspective to engage the largest Russian financial institutions in management
of the international reserves portfolios.

3.3.4. Deposit Base Growth and Banks Deleveraging

The fact that the state assumed obligations for increasing the amount of retail deposit from
RUB 400 K to RUB 700 K which is guaranteed for repayment, as applied to a deposit per
bank, was one of the most effective antirecession measures aimed at supporting the banking
system Obu10 TpuHATHE. When individual investors began to dispose of risk-bearing assets
such as shares, units of unit investment funds and junk corporate bonds, this measure resulted
in heavy inflow of retail deposits to banks amidst recession. Retail deposits increased from
RUB 5850 bln to RUB 5907 bln or by 1.0% when the recession was in full swing between
August 1, 2008 and January 1, 2009. As of the 2009 year-end, retail deposits reached a total
of RUB 7485 bln, i.e. increased by 26.7%; in 2010 retail deposits totaled RUB 9818 bln, or
grew by 31.2%.

Amidst decline in 2009 and slow growth in the credit portfolio in 2009 — 2010 (see Ta-
ble 3) deleveraging of the banking system took place (see Fig. 23), i.e. decrease in the value
of banks’ net claims to individuals and businesses against total bank assets from 19.3% on the
eve of the recession on August 1, 2008 to 9.1% in 2009 and 5.2% in 2010. On the one hand,
such a rapid deleveraging means lower liquidity risks in the banking system. On the other
hand, however, it means that banks became less capable of investing deposits in loans, be-
cause borrowings became more expensive than in the prerecession period.

- 250
- 220
= 190 o
- 160 £
- 130 S
100 8
- 70 93
=)
- 40
810
- =20
EZZZ=2 Net claims to other sectors (deleveraging)
==O==(Changes in nominal USD exchange rate in RUB (right-side axis)

Source: based on the data published by the Bank of Russia.

Fig. 23. Deleveraging (as % of banks’ assets (liabilities) value)

3.3.5. The Issue of Converting Liquidity into Loans

As seen in Fig. 24 and Table 3, the credit portfolio of banks resumed growth in 2010.
Loans to non-banking businesses increased by 12.8% whereas retail loans by 14.3%. In 2009,
the non-banking credit portfolio increased by mere 0.3%, whereas retail credit portfolio re-
duced by 11.0%. However, it is too early to say that the tool of banking loans recovered. In
the period between 2009 and 2010, the credit portfolio recovered at slower rates than after the
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financial crisis of 1998. Corporate and retail loans increased by 48.3% and 37.6% in 1999
and 71.5% u 61.9%, respectively in 2000. After 1998, devaluation of the national currency
resulted in rapid growth in competitive position of Russian businesses, and business environ-
ment was more favorable that today in terms of corruption, direct intervention of the state in
the business and ownership structure. In 2010, the credit portfolio increased at much slower
rates than in the prerecession years. In 2006 and 2007, growth rates of corporate loans ac-
counted for 38.6% and 64.3%, retail loans — 75.1% and 43.9%.
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Fig. 24. Loans granted, bin RUB

Growth in the credit portfolio in 2010 was less than the monetary authorities expected. For
example, as early as May 28, 2010, Head of the Bank of Russia S. Ignatyev said that the
credit portfolio was estimated to grow by 15% in 2010. In fact, total growth in the corporate
and retail credit portfolios was 13.1%. It should be taken into account that as of the beginning
of 2011, the relaxed monetary policy represented by leveled down requirements to reserves,
refinancing rates and interest rates on interbank lending, continued in the economy in spite of
visible risks of inflation growth.

The reasons for slow recovery of the credit portfolio after the recession of 2008—2009
against the recession of 1998 can be found among the factors such as low business investment
demand, slow economic recovery and global nature of the recent recession (crisis).
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Table 3
Corporate and Retail Loans in 1998-2010

1998 1999 2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010

Loans to non-

banking busi-

nesses:

RUB bln 300 445 763 1191 1613 2300 3189 4188 5803 9533 12844 12879 14530
% of growth 48,3 71,5 56,1 35,4 42,6 38,7 31,3 38,6 64,3 34,7 0,3 12,8
against the previ-

ous year

Share in GDP,% 11,4 9,2 10,4 13,3 14,9 17,4 18,7 19,4 21,6 28,7 31,1 332 32,7
Retail loans:

RUB bln 20 28 45 95 142 300 619 1179 2065 2971 4017 3574 4085
% of growth 37,6 61,9 11,6 50,2 1108 106,5 90,6 75,1 43,9 352 11,0 143
against the previ-

ous year

Share in GDP,% 0,8 0,6 0,6 1,1 1,3 2,3 3,6 5,5 7,7 8,9 9,7 9,2 9,2

Source: the estimates were made based on the data published in the Banking Statistics Bulletin of the Bank of
Russia for a period of several years and the data published by Rosstat.

The reasons for slow recovery of the credit portfolio after the recession of 2008 — 2009
against the recession of 1998 can be found among the factors such as low business investment
demand, slow economic recovery and global nature of the recent recession (crisis).

3.3.6. Carry Trading Outlooks as a Growth Driver
for the Banking System

On the eve of the recession 2008 — 2009, like the previous financial crisis in Russia, the
key driver of bank growth was a speculative strategy called carry trading (CT), when credit
institutions were involved in active foreign-exchange borrowings in the developed foreign
markets at low interest rates, which were invested in high-yield ruble holdings. On the eve of
the financial crisis of 1998, such holdings were represented as public short-term bonds
(PSTB), and prior to August 2008 — retail loans, ruble cooperative bonds and loans to the
largest corporations'.

The CT strategy is a very risk-bearing strategy; should the national currency is devaluated,
stock jobbers’ ruble holdings would devaluate instantly while foreign-exchange liabilities
owed to non-residents become hard to discharge. A bank would get into the “liquidity trap” or
become insolvent. According to IMF experts, banks involvement into CT for the purpose of
funding growth in retail loans in developing countries is one of the main risks in the financial
markets of such countries”.

What are the carry trading strategy threats for Russia? First, it provides less incentives for
bankers to make lower-yield investments in the real economy. Second, the banking system is
exposed to a huge risk which eventually results in misbalance between banks’ foreign ex-
change assets and liabilities as an earnest of their liquidity crisis, as was evidenced on the eve
of both financial crises. Third, carry trading results in financial bubbles in the market of ruble

' Carry trading strategies, including their preconditions and risks in the Russian market, were discussed in our
previous publications. The Russian Economy in 2008. Trends and Outlooks. (Issue 30) — M.: IET, 2009,
pp- 524-534; Recessionary Economy in Modern Russia: Trends and Outlooks / A. Abramov, E. Apevalova,
E. Astafiyeva [et al.]; sc. editor. E.T. Gaidar. — M.: Prospect, 2010, pp. 524-534].

> IMF. Global Financial Stability Report. Financial Market Turbulence: Causes, Consequences, and Policies.
September 2007, pp.22-25.
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corporate obligations and overload in the field of retail lending. Forth, the strategy may result
in securitization of financial relations thus turning “smart lending” banks into investors in the
bond market and “credit factories”, where borrowers are qualified by machines rather than
human beings. The banking system becomes less experienced in lending which requires
skilled personnel and knowing the borrowers. As a result, banks can lose their potential for
modernization. Finally, carry trading undermines the internal saving system, making it un-
profitable for borrowers which are “funded in rubles” (individuals, unit funds, non-
government pension funds, insurance companies, etc.) to invest in ruble bonds, because such
investments often generate a negative real yield.

The scope of bank involvement in the CT strategy is well illustrated by the deficit (—) and
surplus (+) figures of foreign assets held by banks against the value of non-residents’ rights to
claim against banks, as compared with total value of bank assets, as shown in Fig. 25. In
1997, on the eve of the banking crisis of 1998, liabilities to non-residents exceeded the value
of banks which is equal to 5.0% of the balance-sheet total of the banking system. One-time
triple devaluation of the national currency made banks insolvent. The balance was restored
through bankruptcy of some of the largest private Russian banks and freezing (or, in other
words, default) discharge of liabilities owed to non-residents, which the government had to
legalize by adopting a regulation which prohibited banks from discharging their liabilities
owed to non-residents. As a result, the balance of foreign-exchange assets and liabilities was
restored, an excess amount of banks’ foreign-exchange assets over liabilities accounted for
1% of the value of banks’ assets in 1998. However, the reputation of the national banking sys-
tem remained damaged abroad for years to come.
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Source: the estimates were made based on the data published by the Bank of Russia.

Fig. 25. Surplus (+) and deficit (-) of bank foreign-exchange assets over liabilities
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As of August 1, 2008, deficit of bank foreign-exchange assets against claims reached
10.7% of the balance-sheet total of the banking system, which is doubled the level preceding
the August banking crisis in 1998. The carry trading strategy was booming at Russian banks
in the period between early in 2004 and July 2008. Had it not been for the public support to
banks, devaluation of the national currency, which began in the fall of 2008 and resulted in a
50% devaluation (see Fig. 9), would have repeated the 1998 collapse scenario of the banking
system. Owing to the loans from the Bank of Russia and public agencies, as well as a policy
of smooth devaluation of the national currency, banks were provided with the money and time
required to restore the misbalance between their foreign exchange assets and liabilities.

This is not to say that all these years regulators, namely the Bank of Russia, have been
watching indifferently how the CT was leading the banking system to a new crisis. In 2004
the Bank of Russia introduced mandatory reserves requirements (MRR) for credit institutions’
ruble and foreign-exchange liabilities owed to non-resident banks B pazmepe (2.0%) and other
credit institutions’ ruble and foreign-exchange liabilities (3.5%) (Fig. 26). As the misbalance
in foreign-exchange assets and liabilities increased in the banking system these MRRs in-
creased up to 4.5% each on July 1, 2007, 5.5% and 5.0% on March 1, 2008, 7.0% and 5.5%
on July 1, 2008. However, these regulations failed to stop CT growth which in part can be ex-
plained by the fact that CT-related borrowings served as main drivers of heavy credit expan-
sion in 2004 — H1 2008 and one of the key sources of financial soundness of the banks.
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Fig. 26. Regulation of carry trading by the Bank of Russia

The banking crisis which began in August 2008, made banks and the Central Bank of Rus-
sia balance assets and liabilities which happened because solution of this issue was the matter
of survival for each bank amidst the crisis rather than introduction of any new regulations and
requirements. To avoid collapse of the banking system, executive authorities and the Bank of
Russia had to create economic conditions so that banks can resolve the issue. Nevertheless,
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upon the crisis the state adopted a whole system of economic countermeasures against CT.
Three new MRRs to foreign-exchange liabilities owed to non-resident legal entities, to ruble
liabilities to individuals and other foreign-exchange liabilities, each 2.5% of the value of li-
abilities, were adopted on November 1, 2009 instead of the two previous MRRs.

On October 13, 2010 the Central Bank of Russia extended the floating operational corri-
dor for the value of the dual currency basket from RUB 3 to 4 and reduced the amount of ac-
cumulated interventions (symmetrically, by 50 kopeks for the lower and upper limits), which
shifted by 5 kopeks the limit of operational interval, from USD 700 mln to USD 650 min.
This meant that a wide fixed currency rate corridor of RUB 26 to 41 per dual currency basket
was officially abolished. On March 1, 2011, the Bank of Russia expanded the limits of the
dual currency basket to RUB 1, setting the lower and upper limits of the corridor at
RUB 32,45 and RUB 37,45, respectively. These measures were aimed at making foreign ex-
change rate less predictable whereby making it hard to apply CT.

On July 16, 2010, the State Duma adopted an amendment to Article 269 of the Tax Code
of the Russian Federation which was intended to make external borrowings less attractive for
companies and banks. In 2011 — 2012, the upper limit for foreign exchange loans which are
regarded as costs incurred on reducing the profit tax, will be reduced from 15% to 0.8% of a
refinancing rate set by the Bank of Russia (6.4% p. a. from February 28, 2011)". The upper
rate on ruble loans is planned to be increased from the current 1.1 to 1.8 of the refinancing
rate, i.e. up to 14.4%. Lawmakers and executive authorities believe that this would increase
the private business demand for ruble loans and limit application of the CT strategy. It should
be noted, however, that in applying the CT strategy in practice, borrowings from non-
residents are obtained at an interest rate less than 6%. In 2010 a system of monitoring over
external liabilities owed by state-owned corporations was launched, and today decisions on
large borrowings from foreign entities by state-owned companies should be made subject to
approval by public representative participating in management bodies of such companies.

Realizing the threat of carry trading, but due to changes in their previous opinion on that
developing countries must not prevent inflow of foreign capital, IMF experts recommended
that these countries apply different tools designed to limit inflow of short-term foreign in-
vestments in order to prevent financial bubbles in the stock market and real estate market’.
Among other countermeasures against CT, the IMF recommends to apply a flexible foreign
exchange rate policy, accumulate foreign exchange reserves in sovereign national wealth
funds, reduce interest rates as adjusted to inflation, harden the fiscal policy, strengthen pru-
dential supervision®.

Russian financial and monetary authorities followed in part these recommendations. On
the one hand, after the crisis a range of CT countermeasures was markedly widened. How-
ever, no effective measures such as reduction of inflation and hardening of fiscal policy were
taken. The higher internal inflation, the wider the spread between internal loan rates and the
value of borrowings from foreign countries, and the more effective is CT for financial specu-

' Visloguzov V. The State Duma Suggests to Obtain Ruble Loans; Foreign-Currency Loans Will be Made Less
Attractive for Companies. July 16,2010.

2 Osty J., Ghosh A., Habermeier K. Capital Inflows: The Role of Control. IMF Staff position note. February 19,
2010, SPN/10/04. http://www.imf.org/external/pubs/ft/spn/2010/spn1004.pdf .

* IMF. Global Financial Stability Report. Chapter 4. Global liquidity expansion: effect on “receiving” economies
and policy response options. April 2010, p.1.
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lations. A trend towards strengthening of the national currency amidst growth in oil prices
which emerged at the end of 2010, will also encourage this process.

Even if the Ministry of Finance and the Bank of Russia manage to effectively resist CT, an
equally knotty problem arises as to what should replace cheap foreign borrowings, even risk-
bearing, short-term, but still popular in promoting lending and economic boost. A new, third
wave of CT became more visible in the economy as early as mid-2010. In spite of the already
existing debt load, Rosneft borrowed RUB 52,5 bln from China Development Bank in
Q2 2010 thus increasing its total outstanding debt to RUB 346,3 bln. The oil company pays
3.62% p. a. on the Chinese loan and generates a substantial profit from financial speculations
by allocating the money to bank deposits at 6.22—8% p. a. According to the US GAAP re-
ports, Rosneft held 3,12 bln USD on bank deposits as of June 30,2010 ." Another example is
related to subsidiaries of foreign banks, which, according to the bank deposit market review
in H1 2010 published by ACB, reduced interest rates on ruble and foreign currency retail de-
posits to 4-5% p. a. and 0.6% p. a., respectively. According to a manager from Nordea Bank,
“financing by the parent company ... is much cheaper than retail deposits™.

Hence the risk that the financial system may go back to CT remain very high. As shown in
Fig. 25, the banking system avoided this strategy for 5 years after the crisis of 1998. As early
as 2002 the value of bank foreign-exchange assets exceeded liabilities owed to non-residents
by a factor of 5.1% of the value of assets of the banking system. After the recession of 2008,
the excess amount of foreign-exchange assets over liabilities was found to be much less. As
early as 2010, this indicator decreased to 1.9% of the total bank assets against 3.1% in the
preceding year. These changes demonstrate that the banking system is ready to go back to the
previously applied risk-bearing forms of funding and growth.

Another potential source of growth in the financial system is increase in the level of mone-
tization of the Russian economy. Money growth in the economy promotes lending and eco-
nomic growth. According to the concept of long-term socio-economic development of the
Russian Federation for a period till 2020, which was approved by the Order of the Govern-
ment of the Russian Federation on November 17, 2008, No. 1662-r (Long-Term Development
Concept 2020), monetization of the economy is supposed to increase from 28.3% in 2006 to
60-65% in 2015 and 70-75% of GDP in 2020. As a result, credit expansion of banks would
increase, enterprises would generate more money as net profit and amortization, savings and
investment potential of the state and households would increase. This implies transition to
new monetary tools designed to provide economic demand for money which is based on
growth in liquidity through refinancing of banks by the Central Bank of the Russian Federa-
tion. According to the Scenario-Based Conditions-2030, it is retail deposits growth as well as
refinancing operations that are going to be the main resource base for banks’.

The advantage of CT is that it is habitual for the financial system, offers less inflation
risks, because it provides short- and medium-term investments at interest rates better than in-
flation rate. However, CT will not offer long-term resources sufficient for modernization. Fur-

! Derbilova E. Bankers from Rosneft. Vedomosti, Augustl7, 2010.

* Dementiyeva S., Deventiyeva K. A Back-Breaking Contribution: Subsidiaries of Foreign Banks Need no Re-
tail Deposits any More. Commersant, August 16, 2010.

3 The Ministry of Economic Development and Trade. An explanatory note on scenario-based conditions and
basic parameters of the long-term forecast of social and economic development of the Russian Federation for a
period till 2030. Posted on the website of Vedomosti as an attachment to the article “Grow and Save” published
by Kuvshinova O., Tovkailo M. Vedomosti, February 10, 2010.
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thermore, it results in regular, serious financial crises and hampers the development of inter-
nal financial institutions and personal investments. Though the accelerated monetization
strategy implies orientation on internal resources, it is exposed to serious inflation risks which
can be avoided by adopting a policy aimed at developing business environment and improv-
ing rapidly the quality of state governance. CT is likely to be resumed with renewed vigor
unless a clear development strategy appears in Russia in a year or two.

3.4. Ruble Bond Market

Fig. 27 shows monthly data on volumes of issues and turnovers in the secondary market of
ruble corporate obligations in the MICEX from 2001 till January 2011. The figure also shows
data on bank liquidity as bank balances on correspondent accounts and deposit accounts with
the Bank of Russia, as well as shows how the onset of the financial crisis of August 2008 re-
sulted in visible decrease of bank liquidity, stock market trading volumes and placement of
corporate obligations. In September 2008, the lack of risk management system for REPO
deals in the MICEX resulted in a temporary crisis caused by defaults on REPO deals by a few
large players. Nevertheless, the bond market managed to avoid a system crisis, because the
Bank of Russia intervened in settlements and rehabilitation of the banks which were found to
be insolvent.

The market of corporate obligations recovered in full in 2010. Floatation of corporate obli-
gations in the domestic market totaled RUB 917 bln in 2009 and RUB 854,9 bln in 2010, thus
exceeding substantially the prerecession levels: RUB 465,3 bln in 2006 and RUB 457 bln in
2007. During the recession period and post-recession recovery, corporate bonds allowed the
non-financial sector to compensate for stagnation and slow growth of the corporate loan port-
folio in 2009 and in 2010 (7able 3). The number of new defaults in the market of corporate
obligations decreased from 26 in 2008 and 76 in 2009 to 9 in 2010,

In 2010, volumes in the secondary market of corporate obligations increased up to
RUB 23,0t against RUB 9,3t in 2009 and RUB 11,3t in 2008. Given the restrictions im-
posed on application of the CT strategy, this means a new factor of rapid growth in liquidity
in the ruble bond market. In 2010, rapid growth in short-term liquidity of the banking system
as a result of accelerated growth in monetization of the Russian economy became such a fac-
tor.

A share of banks in the structure of sources of financing of corporate bonds increased from
31.9% in 2008 to 41.5% in 2009 and 41.4% in 2010. However, further growth in the market
of long-term ruble bonds through short-term internal liquidity seems to be a very risk-bearing
strategy. Should the monetary authorities have to reduce monetization of the economy due to
inflation, it may cause serious problems in the corporate bond market.

The fact that most players use the corporate bond market to invest idle cash or obtain
short-term loans rather than make long-term investments makes itself evident in the structure
of deals with corporate bonds in the MICEX (Fig. 28). From the beginning of 2005 till Au-
gust 2008, a share of REPO deals grew rapidly to reach 84% of the trading turnover. Due to
the crisis in the REPO market in September 2008 — February 2009, the share reduced mark-
edly but then began to grow as the securities market recovered, to reach 83% in February
2011. A share of market deals accounted for mere 5%.

' Department of Surveys and Information of the Bank of Russia. Financial Stability Review. 2010, p.13. Posted
on the webside of the Bank of Russia: www.cbr.ru.
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Fig. 27. Corporate bond operations and bank liquidity in 2001 — Jan. 2011
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Fig. 28. Structure of deals with corporate bonds in the MICEX Stock Exchange, %
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Even more eloquent are the figures in the structure of stock-exchange deals with regional
securities, as shown in Fig. 29. In February 2011, 91% of all the deals with regional securities
were accounted for REPO operations in the stock exchange. With REPO deals, multiple
pledge of bonds banks can use a credit leveraging of nearly 1:1 or 1:2, i.e. per RUB 1 of ini-
tial investments in bonds they can borrow from RUB 1 to RUB 2 of loans secured by bonds.

2005 2006 2007 2008 2009 2010

B Auction (market) mode O Negotiated deal mode EIREPO deal mode

Source: based on the data published by the MICEX Stock Exchange.

Fig. 29. Structure of deals with regional bonds in the MICEX Stock Exchange, %

Fig. 30 shows analysis of a share of different groups of traders (private financial compa-
nies, state-owned companies, and the Bank of Russia) in stock-exchange deals with corporate
bonds in the MICEX in all modes, including market negotiated deals and REPO deals. Begin-
ning with March 2009, a share of state-owned companies increased visibly in the volume of
corporate bonds trading; the Bank of Russia as a large supplier of liquidity trough REPO and
other deals joined in April. Between April 2009 and January 2010, the Bank of Russia ac-
counted for 0.7% to 14.3% of trading volume s with corporate bonds in the MICEX. From
January 2011 MICEX ceased to include the Bank of Russia into monthly its reporting on
trading volumes, which might mean that the Bank of Russia discontinued operations with se-
curities in the MICEX Stock Exchange. On May 2010, a composite share of state-owned
companies in volumes of deals with corporate bonds reached the pre-recession level.

Fig. 31 shows a share of state-owned companies and the Bank of Russia in trading vol-
umes with regional securities. Though no the market saw no serious changes in a share of
state-owned companies and the Bank of Russia in the period between August 2008 and Janu-
ary 2010, we can see that the share accounted for nearly 35-40% of the total volume of deals
with regional securities, which was very important for supporting this segment in the bond
market.
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Fig. 30. A share of private and public brokers in trading volumes of deals
with corporate bonds in the MICEX Stock Exchange, %
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Fig. 31. A share of private and public brokers in trading volumes of deals
with regional bonds in the MICEX Stock Exchange, %
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Fig. 32 shows data on the number of dials and the value of a single deal with corporate
bonds in stock-exchange (order-driven) trading mode in the MICEX Stock Exchange. As op-
posed to the market segment of stock trading (Fig. 15), a downward trend in the number of
market deals with corporate bonds was observed as the average volume of deals increased in
2009 — early in 2011, which means that this market segment, unlike stock trading, provides at
least less developed algorithmic trading and trading robots. On the other hand, growth in
short-term liquidity allows volume of deals to be increased. Inflow of foreign portfolio inves-
tors who become more interested in the ruble bond market, as it offers a higher yield against
global market interest rates amidst an acceptable macroeconomic stability in Russia, also may
become a growth factor in volumes of deals in this market segment.

Fig. 33 shows analysis of REPO deals with corporate bonds in the MICEX Stock Ex-
change. Unlike the market trading mode in the REPO segment, deals grew rapidly in 2009 —
early in 2011with a decrease in the average deal size beginning with mid-2009. This means
that the REPO market became a more popular source of short-term funding as the economy
recovered. The number of participants in this mode grew constantly.
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Fig. 32. Market deals with corporate bonds in the MICEX Stock Exchange
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Fig. 33. REPO deals with corporate bonds in the MICEX Stock Exchange

Fig. 34 shows analysis of placement volumes of not only corporate obligations, but also
regional ruble bonds, as well as federal securities. Until 2010, placement volumes of corpo-
rate obligations exceeded visibly volumes of issues of federal securities. For example, a total
of RUB 457 bln of corporate obligations and federal loan bonds (OFZ) and RUB 271 bln of
state saving bonds (GSO) were placed in the 2007 pre-recession year. The situation began to
change beginning with 2009, when the gap between corporate bonds and federal bonds began
to narrow. B aTom romy 6su10 pasmernieHo of A total of RUB 917 bln of corporate obligations,
RUB 519 bln of OFZs and GSOs were placed at the same year. It was for the first time over
the recent years when in 2010 the volume of issue of federal bonds — RUB 861 bln — ex-
ceeded the volume of placement of corporate obligations — RUB 855 bln. In general, this is a
positive phenomenon for the Russian stock market. The existence of a liquid government se-
curities market is important not only for financing a moderate federal budget deficit. Making
federal securities a main tool to service the interbank loan market could make the latter more
stable as well as strengthen the position of corporate obligations as a tool of long- and me-
dium-term fundraising.

With regard to issues of regional obligations, Fig. 34 shows that they fall behind the corpo-
rate and federal bond market. Nevertheless, their role may become more important in the fu-
ture, because the state will have to engage more actively regional authorities in modernization
of the economy, which would inevitably make the regions more economically and financially
independent thereby strengthening their activity in the bond market.
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Fig. 34. Volume of placements of ruble bonds

Amendments to the pension legislation, B pe3ynprare koTopbix a part of the funded pen-
sion accruals can be invested in non-government bonds were an effective measure of support
to the ruble corporate bond and regional bond markets in 2009. The Federal Law No. 182-FZ
“On Amendments to the Federal Law “On Non-Government Pension Funds” and Federal Law
“On Investments to Finance Funded Work Pension in the Russian Federation” became effec-
tive on 18 July 18, 2009. Under this federal law, Vneshekonombank (VEB), being in the ca-
pacity of public asset manager, is entitled to invest pension accruals in an extended invest-
ment portfolio which also includes Russian corporate bonds, state-insured ruble and foreign
exchange deposits with credit institutions, mortgage securities, bonds of international finan-
cial institutions. At the 2009 year-end, a total of RUB 12,9 bln of pension accruals were in-
vested in corporate bonds, including 7,8 bln RUB from the VEB managed portfolio. At the
end of 9 months in 2010, these investments increased up to 57,8 bln RUB and 45,9 bln RUB,
respectively.

The largest state-owned companies became the offer-drivers in the ruble corporate bond
market due to amendments to the legislation on securities, which made it easier to issue stock-
exchange bonds by using simplified listing procedure for securities in stock exchanges instead
of the Federal Financial Markets Service Russia. To strengthen stability of the corporate bond
market, the maturity on stock-exchange bonds was extended from one year to three years. Not
only open joint-stock companies, but also other economic agents, including state-owned cor-
porations, were allowed to issue stock-exchange bonds.

Table 4 shows data on placements of corporate bonds by specific issuer in 2009 and 2010.
Because of numerous defaults the bond market was closed for “third-echelon” issuers. The
largest public and private companies became primary issuers of corporate obligations in the
post-recession period. For many of them the domestic bond market became a tentative re-
placement for external borrowings which were hard to obtain because of credibility crisis in
this market segment.
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Table 4
The largest issuers of ruble corporate obligations in 2009
2009 2010
Issuers Issuers
RUB bln % RUB bln %
1 2 3 4 5 6 7

1 RZHD 145 15.8 FGC UES 50 5.8
2 Transheft 135 14.7 Rosselkhozbank 35 4.1
3 Vneshekonombank 60 6.6 Rosnanotech 33 3.9
4 Lukiol 50 5.5 EurazHolding 30 3.5
5 Atomenergoprom 50 5.5 AIZHK 29 33
6 Bashneft 50 5.5 Vneshekonombank 27 32
7 AFK Systema 39 43 Alrosa 26 3.0
8 MTS 30 33 MTS 25 2.9
9 AIZHK 28 3.1 Mechel 25 2.9
10 VTB(VTB24) 23 2.5 Wimm-Bill-Dann 24 2.8
11 SIBMETINVEST 20 22 VTB ( VTB 24) 20 23
12 Gazpromneft 18 2 Gazpromneft 20 2.3
13 VTB-Leasing Finance 15 1.6 VympelCom-Invest 20 23
14 Mechel 15 1.6 RZHD 15 1.8
15 MMK 15 1.6 Severstal 15 1.8
16  Gazprom 15 1.6 Globex Bank 15 1.8
17 NLMK 15 1.6 Norisk Nickel 15 1.8
18  Severstal 15 1.6 Unicredit 15 1.8
19 NIA VTB 001 14 1.6 EBRD 14 1.6
20  Bank Petrocommerce 11 1.2 MMK 13 1.5
21  MBPP 10 1.1 Bank St. Petersburg 13 1.5
22 Rosbank 10 1.1 Aeroflot 12 1.4
23 Rosselkhozbank 10 1.1 Transcredibank 12 1.4
24 VympelCom-Invest 10 1.1 Atomenergoprom 10 1.2
Other issuers 113 12.3 Other issuers 342 40.0

Total 917 100 855 100

Source: based on the data posted on www.cBonds.ru , www.rusbonds.ru and published by the MICEX Stock
Exchange.

In 2009, 24 largest issuers accounted for 87.7% of the value of corporate bond issues
whereas only 60% in 2010, which means that a wider range of issuers offer bonds in the
market. In 2007, however, of a RUB 476,7 bln of placements of corporate bonds, the 24 issu-
ers accounted for mere 42.1% whereas other issuers for 57.9% of the value of issue. In other
words, the primary market of corporate bonds was not recovered yet to reach the pre-
recession levels in terms of accessibility of corporate bonds for a wide range of companies.
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3.5. Key Risks in Financial Market

The key risks of financial market crisis as per results of 2008-2009 are based on the fol-
lowing factors: the strong dependence of the economy in general and the stock market in par-
ticular on oil prices; outstripping growth of external borrowings by banks and non-financial
sector; risks of foreign capital outflow; RUR devaluation; the growth of trading volumes in
the futures market at the background of an insufficient level with transactions, increase of the
risks in the REPO market ; small capacity of financial security services market, preventing the
capitalization of financial intermediaries.

3.5.1. Dependence of the stock market on oil prices

As shown in the comments to Fig. 7 and 8, the Russian stock market depends on oil prices.
Inflow or outflow of the short-term portfolio investments from abroad only occasionally sus-
pends the interdependence between the dynamics of changes in the stock indices and prices.
However, the flow of foreign investments ultimately depends on the dynamics of oil prices in
the world. Dependence of the stock market on oil prices is illustrated in Fig. 35, which re-
flected the coefficient between the absolute monthly value of the RTS index and the price of
Brent crude oil for the entire period of existence of the stock index for December 2010. Coef-
ficient of determination (R2) between these parameters is 0.87, what indicates a very close
relationship between them.

The current level of dependence of the Russian stock market on oil prices is one of the
main sources of investors’ risk. According to the scenario conditions of 2030, an average
price of Urals crude oil in 2020 will reach 101 dollars per barrel, and in 2030 - only USD 140
per barrel (See Fig. 36). Basing on the regression equation, demonstrating the relationship of
the RTS index and the annual oil price, we can estimate the average value of RTS index for
the future 10 years. The average annual value of the RTS index in this case will reach 2000
points, which is only slightly above the average level recorded in 2007. It means that the domestic
stock market is expected to stagnate for 10 years, which however, does not preclude its high
volatility, if modernization and diversification of the Russian economy does not take place.
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Fig. 35. Dependence of the RTS index on Brent crude oil price from September
1995 to December 2010
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Fig. 36. Forecast of the RTS index up to 2020 based on the World Bank
estimates for oil prices

In the previous survey, basing on the links formula of the RTS index and oil prices, we
were estimating an average annual value of the index at 1,503 points, but in fact it is equal to
1 510. That is, this relationship is working and can help to predict the average annual values
of stock indices very accurately. At the same time, we would like to recall once again, that oil
prices predicting is an extremely difficult task, which is still unresolved.

3.5.2. Risks of foreign capital outflow

During the last two or three years, various foreign capital flows were moving in opposite
directions in the Russian market. As shown in the comments to Fig. 8, according to the
EMPR, from April 2009 to February 2011 overseas investments have been steadily growing
mainly in speculative funds, investing in Russia. As a result, the Russian stock market is
quickly recovering after the crisis. There is a risk that the inflows of foreign funds investing in
Russia is unlikely to continue all the time, especially in view of the fact that in February 2011
the oil prices have already grown close to their limit. Any shock in the global financial mar-
kets associated with the insolvency of one or two countries in Europe, natural disasters, the
collapse of a major financial institution or a slowdown in global economic recovery that in-
evitably will deploy the flow of funds investing in Russia. This was the case in May 2006,
when at the very first signs of the crisis in the market of unsecured bonds, foreign capital
flows to Russia turned the other way for virtually 2-2,5 years. A similar scenario with a
change of direction of speculative capital in Russia is very likely in the second half of 2011,
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which can provoke a long-term correction in price correction in the stock market of the Rus-
sian companies’.

Another flow of foreign capital is recorded by the bank in Russia. They are portfolio, for-
eign direct and other investments in different segments of the financial market. In 2008-2010
and in the first two months of 2011 there is a predominating tendency of foreign capital ex-
port, including FDI (foreign direct investments). The tendency is decaying, which gives us a
hope that in 2011 we will experience a net inflow of capital or a zero balance in capital in-
flows. In 2008, capital outflow from Russia amounted to USD 133.9 billion, in 2009 - USD
56.9 billion in 2010, according to the Bank of Russia estimates — USD 22.7 billion. In this
case, for two consecutive years, there was recorded a negative balance of FDI amounting to
7.7 billion dollars in 2009 and 7.4 billion dollars in 2010.

According to the estimates for January-February 2011, the Bank of Russia also notes the
outflow of capital level of USD 13 billion®. Fixed by the Bank of Russia level of foreign capi-
tal outflow in 2009-2010 and early 2011 did not prevent the steady growth of the stock mar-
ket and the ruble-denominated bonds. However, the risk of continuing outflow of portfolio
investments and FDI from Russia is that it will hinder the growth and modernizing of the
economy, increasing its dependence on the prices of exported raw materials. In this case, the
risks of depending on the stock market of oil prices and short-term capital will only increase.

3.5.3. Ruble devaluation risk
in the medium term

Since February 2009, ruble strengthened from RUR 35.72 to RUR 28.94 for USD 1. How-
ever, in the medium term, there is a risk of its devaluation. Fig. 37 shows that since mid-2009
there began a rapid growth of M2 monetary base as compared with an increase in interna-
tional reserves in the economy. As a result, the official exchange rate became more and more
deviate from the estimates, which can be determined by dividing the M2 by the value of in-
ternational reserves. The long-term history of financial market demonstrates that the more
rapid growth of the ruble money supply as compared with the international reserves in Russia
often serves as a sign of the national currency devaluation. Foreign investment funds are al-
ways sensitive to the risks of currency devaluation. Expectations of devaluation in addition to
adverse events for investors in global financial markets may cause long-term outflow of for-
eign investors from funds that invest in Russia. This may entail a new stock market collapse.

' The probability of a positive trend in the dynamics of the Russian stock market may be confirmed by March
2011 weekly review of the futures market SmartFORTS made by investment company ITinvest, where a rare for
a stock index futures on the RTS phenomenon of Backwardation was noted, when the values of stock indices in
calculating the price of futures contracts are lower than the data values of stock indices in the spot market (A.
Berezin. Concentration of liquidity. Weekly Review of futures market SmartFORTS of March 9, 2010.
Published on the Internet site of the investment company ITinvest).

ZA. Shapovalov A. Oil does not cover the risks, Kommersant, March 9, 2011.
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Fig. 37. Relationship between the nominal and notional (estimated)
RUR exchange rates against USD

3.5.4. Risk of excessive foreign borrowings accumulation
by banks and real sector companies

The foreign indebtedness of the private sector is practically equal to the total foreign ex-
change reserves of the Russian Federation (see Fig. 38) and remains one of the significant
risks for the national financial system. Herewith, the amount of external debts of Russian
business, with the exception of 2008-2009., was roughly equal to the value of assets of Rus-
sian participants in the rating of dollar billionaires in the world of magazine Forbes.
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Fig. 38. Growth in private sector debt, public excessive financial reserves and assets
of the Russian participants in the rating of dollar billionaires in the world of magazine Forbes
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3.5.5. Operational market and algorithmic trading risks

Fig.15 and comments thereto show that in response to the growing number of transactions
in the exchange market, as a result of trading robots and application of algorithmic trading,
government institutions and infrastructure agencies are taking measures aimed at limiting the
growth of small transactions. This is justified, because such activity increases the operational
risks of the bidders as a result of disruption of trade and settlement systems.
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Source: OAO”RTS” trading system.

Fig. 40. Trading volumes and number of transactions at the RTS futures market
from September 1, 2001 to December 31, 2011

In addition to the operational risk, an advanced growth of trade volume, as compared with
customers' assets, means compulsion of often not prepared for this client to excessive operat-
ing activity. Unfortunately, commercial systems currently do not disclose the value of clients’
assets, reserved before the trading session. Brokers are not accountable for the value of the
assets of their clients as well. Meanwhile, occasionally published in the media volumes of
customer transactions and the values of client assets are sometimes astonishing. For example,
here is a short message from “Interfact” on BCS plans. In 2009, the aggregate brokerage
company turnover amounted to RUR 9.2 trillion, and client assets of the company were worth
RUR 46.8 billion. In 2014 it is planned that that data will achieve RUR 30 trillion and about
RUR94 billion'. This means that the rate of portfolio turnover of an average customer of this
company will grow from 197 times per year in 2009 to 320 times per year in 2014. Similar
figures of portfolio turnover allow customers to calculate the publication in the media invest-
ment bank "Discovery": in 2008, the average client portfolio was turned over about 250 times

' BCS plans. Vedomosty, June 22, 2010.
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a year in 2008 and 126 times a year in 2009. For comparison, the largest actively-managed
unit investment trust funds shares portfolio turnover in 2009 is 1-2 times per year.

RTS futures market raises concerns of a similar nature. The number of trades and trading
volumes in it are growing rapidly, customers' assets are growing more slowly. As shown in
Fig.40, the Russian futures market, concentrated mainly in the RTS stock exchange, having
survived the fall of cost volumes, started to recover quickly. In 2009, the increase in the vol-
ume of futures contracts amounted to 45.4%, in 2010 - to 104.9%; options trading volume de-
creased by 7.1%, in 2009 and in 2010 increased by 168.0%. The number of transactions in the
futures market has grown by 162.2% in 2009 and by 56.5% in 2010; in options, the corre-
sponding figures were 18.3% and 136.1%

Herewith, there was reduction in security of futures and options contracts, as evidenced by
data in Fig. 41. Here are the details on the amount of open positions in futures and options
markets, as well as the security of transactions on each market segment, which is calculated
by dividing the average monthly volume of open positions in the trading volume by the respec-
tive futures contracts. Recovery of trading volume in futures and options markets since March
2009 was accompanied by a decline in security futures transactions with 10% of trading vol-
umes in December 2008 to 5% in December 2010 in the options market over the same period
from 146% to 74%.
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Fig. 41. Open positions and transaction coverage in the RTS forward market
from February 1, 2002, to January 31, 2011
In 2010, we have expressed concerns about the rise of operational risks of trading systems
in relation to the faster growth of the operating activity of the participants, which are fully
justified. The first failure in the RTS occurred on March 9, 2010. From June 8 to 22, 2010,
there happened 4 operational failures in the trading and clearing system of the RTS'. Major
operational failure in the RTS also occurred on October 18, 2010. According to A. Shcheglov,

! Zhelobanov D., G. Gubeydullina FORTS with butter. Vedomosti, June 22, 2010.
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CEO of Zerich Capital Management, such problems arise because "the system of exchange
market works on the core, which is overburden for many years". According to his words, the
exchange market is fascinated by the development and does not stop in order to improve the
reliability and quality'.According to “Vedomosti” to V.D. Milovidov, the Head of the Russian
Federal Financial Markets Service, the massive influx of players and robots to the futures
market has led to manifold increase in speed and load on the RTS market and trading system:
“the exchange market does not manage to pay attention to its development "% Due to techni-
cal failures in the RTS, the Head of the Russian Federal Financial Markets Service was forced
in October 2010 to send a letter asking to suspend the annual "Best Private Investor™ to the
exchange market.

3.5.6. Risk in repo transactions

The rapid development of the financial crisis in the stock market since August 2008, was
marked by crisis, in repo market, during which several major market participants have failed
to fulfill their obligation to repay the debts. Systemic payments crisis was avoided only thanks
to the intervention of the Bank of Russia, which helped to resolve the problem of mutual non-
payments. The cause of this crisis was that the conclusion of repo transactions on MICEX
was not accompanied by creation of a mechanism of guarantees execution of the second part
of the repo transactions, i.e., the return of funds by debtors. Financial community have been
made in general the right conclusions, MICEX has established a system of guarantees on the
obligations under repo agreements and transferred to settlements through a single counter-
party.

However, improving the system of payments and guarantees under repurchase agreements
does not remove from the agenda the question of the risks of over-development of this market
segment. Outpacing growth of repo transactions has an economic explanation. This is an im-
portant tool for refinancing the banking system by the Bank of Russia and the banks that have
excessive liquidity. Often, however, banks quite aggressively use this mechanism for refi-
nancing, building up investments in bonds by a pyramid scheme, continuing repurchase trans-
actions. In 2010, the second place in the largest circulation of securities in the MICEX took
the Bank Centrocredit with a turnover of RUR 7.7 trillion, which was only a few steps back of
the Sberbank of Russia, the sales of which amounted to RUR 8.9 trillion. That bank in 2010
accounted for nearly one-third of all deals with regional bonds. According to experts, these
records were achieved by banks through the use of repo transactions. It is impossible to ver-
ify, what kind of papers is involved by bank through repo. In March 2010, the rating agency
"Expert RA" has warned about the danger of a "pyramid repo agreements” in the banking sec-
tor: by the beginning of the year 17 Russian banks (including Centrocredit) the share of assets
with encumbrance exceeded 20%".

Thus, investments in long-term bonds are often funded with short-term loans. An increas-
ingly narrow segment of the market trades in bonds does not allow to assess their real market
value. For this reason, very conventional ways of assessing the value of bonds are used for
repo transactions. This increases the systemic risks of investing in ruble-denominated bonds,

! Verzhbitsky A. Innovative failure. RTS can not keep up with its technologies. RBC daily, October 19, 2010.
% Askar-Zade. N., G. Gubeydullina RTS lagged behind the market. Vedomosti, June 25, 2010.

3 Federal Financial Markets Service suspended contest Rs. Kommersant, October 21, 2010.

* RBC daily, March 23,2010.
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which in case of sudden insolvency of one or a group of large emitters could lead to a sys-
temic crisis of defaults, which will not be in force to handle even the clearing. Perhaps, along
with the repo market, the Bank of Russia should think about developing other ways to refi-
nance the banking system.

3.5.7. Low capacity of the internal market for financial services

To make the Russian financial intermediaries competitive so that they could provide finan-
cial services in compliance with the world standards, it is necessary that their market capitali-
zation, i.e., their value of business, sought to meet the performance of similar foreign agen-
cies. Attempts to solve this problem by increasing the administrative requirements to the own
means of professional market participants are unlikely to be successful. The main problem
here is the low capacity of the financial services market. Centralization of 70% savings at the
level of sovereign wealth funds, inefficient system of pension savings, the lack of incentives
for people to save and other factors not yet allow us to hope for a prompt solution to this
problem.

In 2009-2010. HSE research university work has carried out the work on assessment the
capacity of the Russian financial market in 2010-2020. Based on a variety of sources and ex-
pert surveys, there was assessed value of the assets, which are, by the estimates of different
categories of individual and institutional investors, held at brokerage accounts, transferred to
trust management, including mutual funds. There were also estimates of the market of in-
vestment services of offerings of various securities in the implementation of mergers and ac-
quisitions. After that, the amount of income from the provision of intermediary non-bank fi-
nancial services was made by years, which ultimately allowed for the DCF-model to identify
potential business capitalization of investment banks, brokers and trust managers (see Ta-
ble 5). These assessments were performed under three scenarios: optimistic, close to the Con-
cept of long-term development of Russia-2020; the basic one, targeted at the current trend of
GDP growth and market capitalization; moderate one, envisaging a virtual stagnation in the
growth of economic and financial parameters.

Table 5
Capitalization forecasts for the Russian businesses involved in investment services
on the basis of cash flow capitalization in 2010-2020

Scenarios

USD, min — -
optimistic basic moderate

Capitalization of the retail business 8190 4930 3254
including:

Brokerage services 4,530 2,992 1,745

Individual trustees 1,877 998 806

Trustees of collective investment 1,661 857 652

Insurance brokerage 122 84 51
Capitalization of institutional business 19,457 15,601 8,561
including
Underwriting arid Consulting 9,530 8,090 4,299

Trust and Brokerage 9,928 7,511 4,263
TOTAL CAPITALIZATION 27,647 20,531 11,815
For reference:
NPF capitalization 1,687 968 631

Source: estimates made by HSE research university experts.

Thus, the whole business of Russian investment banks, brokers and trust managers is val-
ued at USD 27.6 billion under an optimistic scenario, at USD 20.5 billion under the basic sce-
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nario and at USD 11.8 billion under a moderate scenario. Summary data on the quantitative
parameters of the Russian financial market in 2010 suggest that its development is carried out
on a trajectory close to the moderate scenario. This is the source of the increased risks for in-
vestors, emitters and the economy in general. The solution to this problem requires the gov-
ernment and businesses to achieve breakthroughs in the field of strategic management, inno-
vation, incorporation of Russian financial institutions in the global chain of international
financial markets, decision-making that will provide a real impact on the capacity of the do-
mestic financial market.

Therefore, gradual recovery of the stock market, record levels of liquidity and the volume
of domestic bond offerings in 2009-2010 do not remove the issue of the risks inherent in the
Russian financial market. It remains vulnerable to external shocks and domestic risk factors.

3.6. Problem of attracting conservative institutional investors

The Russian stock market remains unattractive to the most highly capitalized conservative
investors, especially to foreign pension funds. To understand the reasons for this, one may
refer to the experience of the largest U.S. pension fund, California Public Employee’s' Re-
tirement System (CalPERS), the value of which reserves is approximately USD 200. Before
2007 for many years, CalPERS applied the methodology for ranking emerging markets in
terms of the possibility of investing in the assets of the fund. This technique was public and
was based on the studies of reputable organizations, including Freedom House, World Eco-
nomic Forum, Oxford Analytica, the Heritage Foundation, as well as Wall Street Journal and
many other research centers.

The technique involved the assessment of CalPERS investment opportunities in emerging
markets is based on two groups of factors - country risks and the risks inherent to a particular
financial market.

Country risks were estimated by CalPERS under the following criteria:

e political stability - a state of civil liberties, the independence of the judicial system and
political risk;

e information openness, including an assessment of press freedom, the level of disclosure of
information on monetary policy and budget, quality of stock exchange listings and the ef-
fectiveness of international financial reporting standards (IFRS);

e compliance with labor laws with international standards of labor relations - the ratification
of ILO Convention, compliance with labor laws with ILO standards, the effectiveness of
law enforcement.

In other words, the assessment of country risks involves the investment climate and institu-
tions as the fundamentals of the financial markets. The second group of criteria involves the
assessment of quantitative and qualitative parameters of developing capital markets, including
the following indicators:

e liquidity and volatility of the stock market, including an assessment of market capitaliza-
tion and its growth rates, coefficient characterizing the ratio of monthly turnover of ex-
change trade to market capitalization, number of companies included in the listing, the
volatility of the stock market and the coefficients of the risk/returns on investment;

e cvaluation of banking supervision effectiveness and enforcement in the stock market, the
level of the rights of creditors and shareholders protection;
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e assessment of the degree of openness to foreign investments, regulations liberality of
banks and financial institutions, restrictions in the purchase of securities;

e assessment of the stock market settlement mechanisms effectiveness and the level of
transactions cost, primarily in terms of tax liabilities, in the securities market and in regard
to payments to the owners thereof.

The maximum score for this or that market, is three. If the country obtains 2.0 or more
points, it was entered in the list of markets admissible for CalPERS assets. Otherwise, the
market of a country was classified as prohibited to invest the assets of that pension fund. In
2007, according to CalPERS approach, the Russian stock market was rated at 1.91, i.e., less
than two points, which made it impossible to invest in reserves of the pension fund. Fig. 42
provides an analysis of key factors that have prevented the Russian market to reach the
maximum assessment in three points by the method of CalPERS.
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Fig. 42. Factors that interfere with the investment in the Russian pension fund maximum
assessment by CalPERS (USA) techniques in 2007

Country risk factors, including political stability, information transparency and compliance
of labor legislation with international standards, accounted for 66% shortage Russia estima-
tion points. Political stability in the country received a score of 1 out of three possible ones.
The main reason for such a low rating are associated with a low estimates of civil liberties,
judicial independence and security of property rights, as well as the stability of the political
system in Russia. The level of transparency in Russia is estimated at 2.0 points. In this regard,
the main claims to Russia were imposed in terms of media freedom and the efficiency of ap-
plication of IFRS (or US GAAP).

In contrast to the conservative evaluation of the effectiveness of institutional factors, quan-
titative and qualitative characteristics of the Russian stock market look quite respectable.
However, Russia did not reach 34% of the required up to two points in this factor as well.
Here the following problems occurred. The quality of market regulation in banking activity
and stock markets in Russia is estimated at an average level of 2.0 points. Obtaining a higher
score in this area prevent a lack of effective banking supervision and law-enforcement in the
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stock market, as well as shortcomings in the protection of creditors’ rights. According to the
criterion of openness of capital markets, a low score of 1.7 points was obtained due to the re-
strictions in entering the market for banks and insurance companies.

In 2007, CalPERS has changed the methodology for making decisions about investing in
emerging markets. Portfolio Managers were granted the right to choose companies from
emerging markets for investment on their own, with regard to the risks inherent to the differ-
ent countries and stock markets. In 2008 and 2009, CalPERS implemented a series of invest-
ments in the shares of the Russian companies (7able 6).

Table 6
CalPERS investments in the Russian companies, USD min
2008* 2009*

Gazprom 144.7 46.0
Lukoil 189.1 93.5
Mechel 9.1 1.0
GMC “Norilsk Nickel" 4.6 1.4
Novatek 20.6
Novorossiysk Commercial Port 10.3 8.4
Rosneft 11.4 314
Police Gold 5.5
Rostelecom 34
Sberbank of Russia 5.5 30.8
Severstal 7.0 4.7
AFC System 9.7 3.8
Surgutneftegas 4.5 20.5
Wimm-Bill-Dann 20.2
Magnet 7.3
MMC 6.1
VTB 31.6 6.9
LSR 2.9
Shares of Russian companies , total 4274 314.4
Shares in foreign and domestic markets 122 281.2 80 728.6
The proportion of shares of Russian companies in CalPERS portfolio 0.35 0.39
The proportion of shares of Russian companies in the world capitalization 1.21 1.85

*fiscal year, ending in June.
Source: CalPERS investment reporting for a number of years.

The values of CalPERS investments in the shares of Russian companies are symbolic. As
of June 2008, they were estimated at USD 427 million, or 0.35% of the value of a portfolio of
shares, in June 2009 - USD 314 million, or 0.39% of the value shares portfolio. For compari-
son, the share of Russian companies in the world capitalization amounted to 1.21% in 2008
and to 1.85% in 20009.

However, there are no positive changes in the main criteria, which prevented CalPERS
from investing in the Russian equities at the time when they officially declared the selection
criteria of emerging markets for investment. Fig. 43 shows the global competitive ratings for
several years, highlighting the areas where Russia received the lowest evaluation in terms of
the old method of CalPERS.
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Fig. 43. Places of the BRIC countries in the global competitiveness ratings under a number
of criteria, essential for decision-making by conservative portfolio investors

In terms of the most problematic issues, i.e., the independence of judiciary system, the
level of protection of minority investors’ rights, the compliance with audit and reporting stan-
dards, the depth of the stock market, effective regulation of stock exchanges and banks’
safety, Russia is far behind other BRIC markets. Herewith, the majority of these criteria are
steadily deteriorating over the past four years, including the rating of evaluation of the Rus-
sian market as of October 2010.
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3.7. The role of the stock market in the economy modernization
and innovation promotion

The crisis has exposed deep problems and contradictions of the Russian economy, its lack
of readiness for the challenges of globalization. By the end of 2009, the country's leadership
and society in an explicit form have formulated policy of economic modernization. A key role
in its implementation has to play the financial market, but is it ready for such ambitious
goals?

3.7.1. Yield of financial and non-financial investments

In the long-term, the growth of capital markets follows the dynamics of basic indicators,
such as net earnings of companies and gross domestic product. For example, our estimates of
the growth in the dynamics of the stock markets and leading economic indicators in 12 devel-
oped capital markets over the past 50 years demonstrate that the average growth of stock indi-
ces tend to match the average growth rate of nominal GDP'. In emerging markets, equity
markets as a rule, tend to grow somewhat faster than nominal GDP growth due to attracting
investments from abroad.

Fig. 44 shows the ratio of the rate of growth of the RTS index, GDP and profits of the Rus-
sian companies. They show that on the eve of both the Russian crises, the growth rate of stock
indices were sharply away from GDP growth. Then, as the market recovered, the stock indi-
ces were trying to catch up with production and profit indicators.
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Fig. 44. The growth of the stock market compared with the growth fundamental indicators

The most vulnerable point of the Russian stock market is that earnings on investments are
substantially higher than the profitability of productive assets - fixed assets and current assets.

! Section 1.3. Report of National Securities Market Participants. The Russian stock market and creation of an
international financial center. Ideal model of the Russian stock market over the long term (until 2020). Moscow,
2008. Published on the website www.naufor.ru.
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As a result, instead of attracting investments to create new production capacity, the stock
market from time to time starts to play the role of "pump", sucking resources from the real
economy. High yield of investments in such market is ensured mainly by the resources of the
new-coming investors to a lesser degree of profit growth issuers. Meanwhile, emphasizing the
link between investment and economic growth, Paul Samuelson, Nobel laureate in economics,
noted that "investments will only occur when a real capital is available"' In other words, the
generator of economic growth is the real capital, but Russia contributes very little in the ac-
cumulation of the Russian stock market.

Fig.45 shows the profitability of investing in the stocks of the portfolio as the RTS index
and the profitability of productive capital that can be used as a criterion for making invest-
ment decisions on the effectiveness of investments in the growth of productive capacity.
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Fig. 45. Profitability of investments in shares and return on assets in the economy

In 1996-2010. in only three years out of 15 years (1998, 2000 and 2008-m), the return on
investment in shares is substantially lower than the return on fixed assets. And, despite the
fact that the linear trends of profitability of investments in the RTS index and manufacturing
assets converge, the gap between these rates is still significant, which creates a substantial
risk of outflow of domestic capital in the real economy in the short-term investments in the
financial market.

3.7.2. Contribution of the corporate bond market
in real capital growth

A surprising phenomenon of 2000. was the rapid development of the ruble bond market
(Fig. 46). Capitalization of the ruble bond market grew from 0.6 trillion rubles in 2000 to 5.9
trillion rubles in 2010, or nearly 10.0 times. Corporate bonds market was the fasters in growth

! Samuelson, Paul E., William D. Nordhouse, Economics: translation from English: 16 ed.: Publishing house
"Williams", 2005. - P. 389.
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among all ruble bonds. Their combined market capitalization has grown from 46 billion ru-
bles in 2000 to 3.0 trillion rubles in 2010, or 65.2 times.
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Fig. 46. Volume of ruble-denominated bonds in circulation

The rapid growth of the corporate bond market relies heavily on various external and in-
ternal of growth mechanisms. Underlying growth in the corporate bond market since the be-
ginning of 2004 to July 2008 lay strategy «carry trading», carried out by Russian banks and
foreign hedge funds. From August 2008 to the present growth of the ruble bond market is
based on monetary liquidity is concentrated in banks, first by providing them with support for
anti-crisis state, then with a significant mitigation of monetary policy. One of the factors of
growth of the corporate bond market in 2009-2010 was also slow recovery of the loan portfo-
lio, which allowed the last shift of resources from the loan market in bonds. Catalyst for the
growth of the ruble bond market since the mid 2000's was playing the market repo with the
Bank of Russia and interbanking repo, through which banks could borrow short-term re-
sources for long-term investments in bonds.

One of the prerequisites for corporate bonds in most cases was a guarantee of emitters in
the form of an offer, granting the owners of bonds the right to present them for redemption by
the issuer within one to three years from the date of placement. Similar offers essentially
changed the nature of long-term bonds, turning them into instruments of relatively short-term
financial resources. Resources attracted by issuing bonds that are actively used by issuers to
implement the financing of mergers and acquisitions, credit refinancing, active business ex-
pansion and other relatively short-term objectives. Because of the short-term bond financing
and low profitability of investments in new fixed assets and other productive assets, the role
of bonds in the financing of real capital has been and still remains minimal.

Table 7 demonstrates the parameters of the ruble corporate bond market in 2000-2010, re-
calculated in dollar terms. Despite the rapid growth in placements of corporate bonds from
1.1 billion dollars in 2000 to 28.2 billion dollars in 2010, the volume of resources addressed
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to basic capital formation was very low. For example, if the total placements of bonds in 2010
amounted to 28.2 billion dollars, only 0.03 billion dollars of this sum, or 0.1% of the placed
bonds was addressed to the purchase of fixed assets. Overall, in the 2000-s the share of the
volume of corporate bond addressed to fixed assets, ranged from 0.00% to 6.7%.

Table 7
Structure of the ruble corporate bonds market (USD billion)

2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010

Capitalization 1,6 2,5 33 4,8 8,9 17 33,2 49,2 67 79,7 98,8
Secondary mar- 0,2 1,1 2,3 8,2 14,7 44,2 1349 371,1 4574 293 756,8
ket, including

repurchase

Allocation 1,1 0,8 1,5 2,6 49 9,2 17,1 17,9 16,1 29,0 28,2
Fixed capital 0 0 0,1 0,1 0,1 0,3 0,1 0,2 0,2 0,1 0,03
Same, as% of 3,0 2,1 1,1 1,8 0,3 0,4 0,3 0,1 0,03
capitalization

Same, in% by 6,7 3.8 2,0 33 0,6 1,1 1,2 0,3 0,1

volume place-
ment

Source: estimates based on the MICEX, cBonds, the Bank of Russia and the Federal State Statistics Service.

3.7.3. Effect of IPO shares on the economy

More effective tool for raising funds to finance capital assets than the issue of corporate
bonds, are public offerings in the form of an IPO and SPO. This is due to the fact that the pro-
ceeds from the TPO are more long-term. Table 8 shows the parameters of the market shares of
Russian companies. They show that the most active IPO shares were held in 2006 and 2007,
when companies raised 17.0 billion dollars and 33.0 billion dollars respectively. From the
amount of proceeds from IPO-SPO in 2006, 18.8 % was addressed by the companies for ac-
quisition of fixed assets, and in 2007, this indicator fell down to 10.9%. In some years, for
example, in 2008, 110.5% was allocated in the fixed assets, and in 2009 - 117.6% of the vol-
ume of IPO. This is due to the fact that some investments in fixed assets the companies re-
ceived through a private placement of shares, rather than through IPO-SPO. In 2010, Russian
companies, including those registered offshore RUSAL and Mail.ru, attracted 6.3 billion dol-
lars with IPO-SPO, whereas in total through the issuance of shares, 2.6 billion dollars were
invested in fixed assets, or 46. 0% of the volume of [PO-SPO. A significant portion of the re-
sources involved in the stock market has been addressed to purchase the business from their
former owners, refinancing of debt service and mergers-acquisitions, including acquisition of
major shareholdings. Meanwhile, volumes of IPO and investments in real capital by issuing
shares are much smaller than mergers and acquisitions'. From 2000 to 2010 the total amount
of IPO-SPO of the Russian companies amounted to 70.7 billion dollars, while the volume of
mergers, acquisitions made 564.3 billion dollars, which is 8 times more.

' For example, here is the comment of Prime Minister Vladimir Putin at a meeting on the problems of energy on
Feb. 24, 201:, the use of utilities (JAG and TGK), assets from the additional emission amounting to 450 billion
rubles. Of the total amount it is invested about 270 billion rubles, nearly 100 billion rubles are still kept at the
accounts, and 66 billion rubles "are addressed at the ongoing activities, the purchase of non-core assets and sim-
ply "consume" or, frankly, were aimed at speculative purposes". Malkov I., A. Peretolchina. “Investors are ac-
celerated”. Vedomosti, February 25, 2010, p. 1.
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Therefore, it is early to say that the major part of proceeds from the IPO, and from corpo-
rate bonds are contributing to the modernization of economy and sustained economic growth'.
The amount of funds that companies are attracting by placement of shares and corporate
bonds, and then address at the purchase of fixed assets, make only a tiny portion of fixed as-
sets financing.

Table 8
Structure of the Russian companies’ corporate bonds market (USD billion)

2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010
Capitalization 40,7 74,6 105,5 176,3  230,0 548,6 1057,2 1503,0 397,0 861,4 938,3
Secondary 46,7 49,4 86,8 188,3 5413 374,0 914,2 1687,1 1982,5 1155,7 1430,5
market, includ-
ing foreign
exchange
1PO 0,5 0,2 1,3 0,6 3,0 5,2 17,0 33,0 1,9 1,7 6,3
Fixed capital 0,2 0,1 0,2 0,2 0,1 32 32 3,6 2,1 2 29
Same, as% of 0,5 0,1 0,2 0,1 0,0 0,6 0,3 0,2 0,5 0,2 0,3
capitalization
Same, in % to 40,0 50,0 15,4 33,3 33 61,5 18,8 10,9 110,5* 117,6* 46,0
TPO volume
The volume of 5,0 12,4 17,9 32,3 27,0 60,4 61,9 125,9 110,4 56,1 55,0%*

mergers, acqui-
sitions

* - value greater than 100% because some share of investments in fixed capital could be made through private
placements;

** estimated by www.mergers.ru.

Source: estimates based on the MICEX, the Bank of Russia, the Federal State Statistics Service,
www.mergers.ru

The main sources of fixed assets financing remain the property accumulated by the com-
pany, budget assets, extra-budgetary funds and bank loans. Their share in 2010 accounted for
69.6% of all sources of investments in fixed assets. The share of bank loans in the sources of
fixed assets financing in 2009-2010 was steadily declining, from 11.8% in 2008 to 10.3% in
2009 and to 8.7% in 2010. This suggests that, despite the increased liquidity, the banking sys-
tem has not yet recovered from the point of credits in the economy.

During the 2000-s. the share of funds attracted by bonds and shares issues in the funding
sources of capital ranged from 0.1% in 2001 to 3.4% in 2005. In 2009 and 2010 this indicator
amounted to 1.1% and 1.4%.

' For some reason the rule «q-Tobin» works badly in Russia, according to which in case of high coefficient
characterizing the ratio of market capitalization to recovery price of business, then it becomes more profitable to
invest in the real capital. (Mishkin F.. Economic Theory of Money, Banking and Financial Markets. 7™ edition:
Translation from English. — Moscow.: JSC «I..D. Williams», 2006, p. 738. It is interesting that from other de-
veloping countries, according to the IMF Report on Global Financial Stability, we differ by lower coefficient
P/BV (ie, ratio company’s capitalization to its balance value), which does not promote investment in real capital.
Russia’s problem is dual: first, shares’ price is overvalued, second, great value of inefficient assets.
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3.7.4. Private equity and venture capital funds

Problem of the Russian economy from the perspective of modernization is the weakness of
the industry of private equity funds and venture capital funds. These categories of funds,
working with Russian companies can be divided into funds established offshore abroad (Sva-
rog Capital Advisors, Russia Partners, Delta Private Equity Partners, Baring Vostok Capital,
etc.) and closed investment funds, carrying out activities on the basis of Federal Law "On In-
vestment Funds". As of mid-2009, according to the magazine "Finance", the value of the first
group of funds was about USD 3 billion', and the second one, according to the National
League managers - about RUR 75 billion®.

The causes of the weak level of direct investment funds in Russia are shown in the results
of a survey among global investors of 72 private equity funds, performed by international au-
dit company KPMG from December 2008 through February 2009 3. To the question whether
Russia looks more attractive to you than other BRIC countries, 58% of respondents gave a
negative answer. Among the main reasons preventing the transactions of these funds in Rus-
sia in 2009-2010, investors mentioned: macroeconomic instability - 89% of the respondents,
legal / regulatory constraints - 30%; unrealistic price expectations of vendors (from the Eng-
lish. vendor - dealer, trader) - 23% political risk - 16%, the lack of qualified managers - 16%.
One has only to add that the market for private equity deals is currently being "monopolized"
by large oligarchic corporations, which makes entry into it independent of market structures,
including the largest global private equity funds that artificially restrain competition in this
area and attraction of foreign advanced technologies.

With respect to private equity investment funds, the prospects for their development are in
doubt yet. In accordance with the law on private investment funds, any information on mutual
funds as private equity funds that are intended only to qualified investors at the end of 2009,
ceased to be public. As required by Federal Financial Markets Service of Russia, stock ex-
changes establish specialized sections of trades for qualified investors, the members of which
will have an access to information on these funds.

In this situation, it is unclear what information will be available on existing and new equity
mutual funds to potential investors who do not have the status of "qualified", including for-
eign investors. These funds were out of view of analysts and experts from academic institu-
tions. In our opinion, artificially imposed by Russian Federal Financial Markets Service in-
formation barriers on the activities of mutual funds of direct investments will only lead to a
sharp decline in interest in them to potential investors, which will negatively affect the devel-
opment prospects of these funds in Russia.

Currently in the country, according to the Ministry of Education and Science, there regis-
tered more than 80 technological parks, and even more - innovation and technology centers,
more than 100 technology transfer centers, 10 national innovation and analytical centers, 86
centers of scientific and technical information, more than 120 business incubators, 15 centers
of innovation consulting, as well as other organizations of the innovation infrastructure. Such
abundance of innovative structures is difficult to accept as reasonable. Further development of

" A. Golovin Direct investments are dying. Finance, Ne 27-28 (310-311), 27.07.-16.08.2009.

2 To date, according to requirements of FSFR of Russia PIFs direct investments are assigned to the category of
funds for qualified investors, whose advertising in banned. Due to this fact, public information resources on
PIFs www.nlu.ru u www.investfunds.ru stopped publishing statistics on this category of PIFs.

* A. Golovin Direct investments are dying. Finance, Ne 27-28 (310-311), 27.07.-16.08.2009.
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innovation requires the establishment of centralized structures with their regional representa-
tives, who would have assumed responsibility for coordinating the efforts of numerous struc-
tures on promotion the advancement of new technologies in the economy, as well as for dis-
closure of information about opportunities for business innovation organizations in different
fields.

3.8. Impact of the crisis on the system of domestic savings

To maintain high growth and modernization rates of the Russian economy should maintain
a high domestic savings rates. However, if the savings rate in Russia is relatively high and
second only to individual countries in the Asian region, the rate of savings, i.e., investment in
fixed assets and inventory are significantly lower than in many developing and developed
countries. Fig. 47 shows the rate of savings in Russia in 1995-2010.

40 -
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Source: estimates based on the Federal State Statistics Service.

Fig. 47. The rate of savings in Russia in 1995-2010 years,% of GDP

The difference between the rate of savings and accumulations from year to year is 5-10
percentage points The main reason for the fact that a part of domestic savings in the country
turns into a real capital, lies in the fact that the bulk of the surplus savings falls into sovereign
funds, which are located abroad. This is a forced phenomenon, because at present the Russian
financial system is incapable to ensure the level of development of financial institutions and
investment climate in the country, these provisions make it work for economic growth and
modernization. The system itself needs to be modernized, acquiring new knowledge and
skills. This problem should be the focus when developing a new long-term strategy develop-
ment for the period up to 2020. In addition, the accumulation of these funds should be imple-
mented to reduce the dependence of the Russian economy on external economic conditions.
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Other reserve growth stocks is to increase the savings rate of households. According to of-
ficial statistics, Russia's Federal State Statistics Service of households are saving 14-15% of
their income (see Fig. 48). In the leading countries in economic growth and modernization of
the rate of household savings to disposable income is much higher. According to the informa-
tion resource Euromonitor International, the average for 2000-2009, in Singapore, it made
33.9%, in China - 31.9%, in Hong Kong - 30.7%, in India - 30,1%. Social and demographic
situation in these countries, of course, different from Russia, but it must be recognized that
any large-scale modernization involves reliance on domestic financial resources. Besides, the
high rate of consumption in Russia in the current environment actually means stimulating the
expense of domestic demand by foreign manufacturers.

We are not talking about enforcement measures to improve the savings rate of the popula-
tion. To accomplish this, as well in the case of the reserves of the state, we need effective fi-
nancial institutions and reducing inflation. This problem was hardly solved in previous years,
as evidenced by the Table. 9.

Table 9
A summary of the development level of institutional investors in Russia

The number of The share of assets, % of

countries in the Russia's place GDP
sampleICI' and in the samples average 2010
OECD for2000-10
Assets of the open-ended investment funds* 45 44 0.3 0.3
Reserves of private pension funds** 47 43 1.0 1.4
Assets of insurance companies*** 32 32 1.0 1.1

*Russia - open and interval mutual funds.
**Russia - NPFRossiya - NPFreserves
***Russia - insurance provisions

Against those countries where there is domestic stock market, Russia is the only country
that is a world outsider in terms of development of all three forms of collective investments.
Among 45 countries, for which statistics is kept on the assets of open-ended investment
funds, Russia has occupied the 44 seat; according to the criterion of the relative level of de-
velopment of private pension funds, It is the 43-th place out of 47 countries; assets of insur-
ance companies - 32 place out of 32 countries. In 2010 the share of assets of open and interval
mutual funds to GDP in Russia was 0.3%, reserves NPF — 1.4%, the assets of insurance com-
panies - about 1.1%. This suggests that in Russia, there is almost no working mechanism of
savings through institutional investors. In contrast to all other countries, in the world of the
main ways of saving the Russian population are housing and bank deposits.

Therefore, in order to increase the rate of accumulation, it is necessary, on the one hand,
gradually to build new and modernize old institutions of development, ensuring that they re-
ceive current knowledge, investment, technology, skills and technologies, as well as to
achieve real progress on improving the business climate. On the other hand, it is necessary to
establish the financial mechanism, which would create real incentives for people to voluntar-
ily increase the savings rate by limiting the consumption and export of savings abroad. To this
end, it is necessary to create a technologically effective system of private pension funds,
based on corporate pension plans and individual investment (retirement) accounts, to achieve

! Investment Company Institute.
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a lower cost per square meter of housing under construction through the elimination of ad-
ministrative corruption and rent, and encourage competition among the construction compa-
nies, to make available to the public mortgage credits, when the purpose of principal repay-
ment and servicing for individuals will be no more than 30% of their monthly income.

Fig. 48 analyzes various indicators of population trend to save. The overall rate of house-
hold savings is assessed on the basis of published Rosstat balance income and expenditures.
These savings include the increase (decrease) in ruble and foreign currency bank deposits of
population, purchase of securities, changes in the accounts of individual entrepreneurs, the
change in the debt of individuals on credits, real estate acquisition. This rate increased from
7.6% of household income in 2000 to 14.7% in 2010.

If these articles of savings are replenished with additional disclosed by Russian Statistical
Service item of purchasing foreign currency and growth of cash rubles kept by the population,
then we obtain the fotal rate of savings and cash growth with population. This savings rate
increased from 16.8% in 2000 to 20.2% in 2010. The determined by us estimated rate of sav-
ings in financial assets consist of the increase (decrease) in ruble and foreign currency bank
deposits, purchase of securities from the population, growth (decrease) in reserves of foreign
currency and rubles cash on hand, changes in the debts on personal loans. This savings rate
fell from 8.8% in 2000 to 8.4% in 2010. Finally, the estimated rate of aggregate savings in-
cludes savings in financial assets and purchase of real estate. This indicator increased from
10.0% in 2000 to 16.9% in 2010.

—O— Savings according to Rosstat
—B— Savings and cash growth with population according to Rosstat

20 =@ Lstimated rate of savings in financial assets
—a— Estimated rate of aggregate savings

. — /l\-\. l\. /. ;
a0~ \. jA‘)7‘40
7 Y A /.\.

A N ~
— \
A\'/;SAEAE(A
1998 1999 2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010

Source: Estimates based on data from the Bank of Russia and the Federal State Statistics Service

Fig. 48. Disposition of population to save in 1998-2010,(% of income)

Structure of financial savings in financial assets is shown in Fig. 49. Crisis of 2008-2009
has significantly changed the structure of citizens' savings. At the beginning of the crisis in
2008, inspired by the sharp fall in equity prices and the devaluation of the ruble, population
has reduced the amount of the stored rubles and even reduced the ruble-denominated savings
deposits in the banks. At the same time, cash reserves and deposits in foreign currency have
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significantly increased. With the decrease of the devaluation and the resumption of the ruble
significant growth in the ruble bank deposits, decreased propensity to save in the form of for-
eign currency deposits and foreign currency. In 2010, the main form of household savings
were denominated bank deposits, constituting 7.6% of population income.

@a) Bank deposits in RUR Ob) Bank deposits in foreign currency
B v) Securities of Russian emitters Mg) Rubles in cash
B d) Foreign currency in cash Ee) Additional savings (growth of credits to individuals

E 11,23

In % to revenues

1997 1998 1999 2_(50? 2_8091 2_%0% 2003 ]

Source: Estimates s per Central Bank and the Federal State Statistics Service.

Fig. 49. Disposition to save in financial assets in 1997-2010

Unlike bank deposits and real estate investments, other forms of savings do not work in
fact. Propensity to save in securities, even during the crisis has not significantly changed and
remains at a low level of 0.3-0.5% of population income. The main reason for this situation is
not that the Russian stock market is excessively volatile, but that people do not trust the fi-
nancial institutions that provide non-banking investment services.

The financial crisis has not changed the investment quality of shares. Shares of the Russian
companies, along with real estate investments, now remain the only investment assets in the
domestic market, which bring a positive real rate of return to long-run investments. According
to our estimates, the average annual real return on investments in equity portfolio of the RTS
index for 2000-2010 is amounted to 25.4% per annum in residential real estate in Moscow
(index IRN) 8,3%. Unchanged after the crisis are the parameters of maximum, minimum and
average nominal yield of the portfolio of the RTS index for different investment horizons.
Fig. 50 shows the portfolio returns of different maturity during the period from September
1995 through December 2009. For comparison, the dashed lines show similar curves for the
period from September 1995 to July 2008, i.e., prior to the latest financial crisis.

The most risky of an investment portfolio are the investments in the RTS index for the
term of one year. Over 16 years under review, the maximum return on this portfolio amounted
to 363% per annum, and the worst result was the reduced cost of the portfolio by 91%. On
average, over the entire period of investments in the annual portfolio, there were brought 45%
per annum. As can be seen on the chart, as prolongation of the average annual investment
yield of the portfolio got stabilized, the gap between the worst and the best results in portfo-
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lios yield were shrinking. When investing in a 7-year portfolio of the worst-case scenario,
which the investor reaches with investments in the RTS index, is positive, equal to 1% per
annum, the average yield on this portfolio is 27% per annum. This means that only when in-
vesting in the RTS index for 7 years and more investors would be faced with the fact of re-
ducing the market value of the portfolio. It is for this reason that the minimum reasonable
term of investment in a diversified portfolio of stocks in the Russian market should be 7 years
or more. Herewith, as seen in Fig. 50, the dotted curves, showing assessments for a similar
portfolio for the period preceding the crisis of 2008-2009, practically coincide with the
curves, showing the crisis impact. This suggests that the current crisis did not affect the
minimum requirements for the term of investments in the Russian market and the key indica-
tors of profitability of long-term portfolios.
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Fig. 50. Yield (% per annum) portfolios of "RTS Index" of different maturity
for the period from September 1995 to February 2011

Unfortunately, the benefits of long-term investment in the Russian stock market remains
virtually out of demand. The bulk of investors are guided by relatively short-term strategy.
When entering into agreements with financial intermediaries, using brokerage services and
asset management in the securities market the minimum acceptable timeframes for individual
investors to invest in instruments with high market risk are not taken into account.

Fig.51 demonstrates available data on the number of accounts of individual investors with
brokers and the number of personal accounts in registries of Privatization Investment Funds
(PIF). Unfortunately, currently the National League does not disclose the number of market-
based mutual PIF shareholders. However, if we assume that the number of shareholders of
PIFs in 2009-2010 has not significantly decreased as compared with 2008, then we can as-
sume that the number of individual investors who trade in securities directly or through col-
lective investments in 2010 reached one million. Herewith, 2010 is distinguished by a mani-
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fested trend of reduction of the number of brokers’ clients registered in the MICEX trading
system. If in 2009 the growth in the number of registered customers during the year amounted
to 112.2 thousand persons, the relevant figure in 2010 was only 42.8 thousand. The number of
active clients and brokers declined from 114.1 thousand to 113.7 thousand. This may reflect
the fact that the model to attract customers to the Russian stock market, effective up to now,
begins to exhaust itself. The number of people involved in the stock exchange speculation in
any country is limited. The new growth model requires the involvement in the market the
long-term investors, which cannot be done without an effective system of retirement savings
and restructuring the model of service delivery by financial institutions.

800 000 O PIF shareholders, persons
700 000 -+ B Brokers’ clients, persons
600 000 1 O Active brokers’ clients, persons

500 000 A
* PIF shareholders: 2007-2008- estimates;

2008-2009 — data is not available
400 000

300 000 |- - oo s
200 000

100 000

2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 2011 jan

Source: estimates based on the MICEX, National Securities Market Participants and National League .

Fig. 51. Number of market-based retail customers of management companies and brokers

3.9. Banking System in the Russian Federation

3.9.1. Key Macroeconomic Figures which had an Impact
on the Russian Banking Sector in 2010

The year 2010 was of paramount importance for recovery and qualitative transformation in
the Russian banking system following the financial crisis and economic downturn. In 2010,
owing to a favorable foreign economic situation and gradual recovery of the domestic de-
mand, Russian banks resumed lending to the real sector as the quality of credit institutions’
assets improved. The problem of liquid assets deficit in the banking sector was overcome in
the previous year: deposits of the Central Bank of Russia decreased rapidly in the banking
sector as corporate and retail deposits increased. It is the growth in the real household dispos-
able income, recovery processes in the production sector and retail sale that can be attributed
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to the key macroeconomic preconditions which governed the recovery dynamics in the bank-
ing business. Growth rates in the construction industry and dynamics of investments in fixed
assets contributed as much to recovery in non-financial institutions’ demand for borrowings.
It is worth mentioning briefly the values of the macroeconomic indicators which had an im-
pact on the development of the banking sector in the past year.

According to the data published by the Federal State Statistics Service (Rosstat), real
household disposable income increased by 4.3% as of 2010 year-end, which, on the one hand,
promoted decrease in overdue accounts under previous loans and the number of new credit
products sold by banks in the past year, and, on the other hand, increase in retail deposits.

Industrial production increased at a level of 108.2% in 2010 against 2009. Enterprises of
the processing industry contributed most, 11.8%, in annual terms. Recovery of the processing
industry had a great impact from the point of view of diversification of the corporate credit
portfolio at banks. According to the data published by the Central Bank of Russia, as of Janu-
ary 1, 2011, ruble-denominated loans issued by banks to companies in the processing industry
accounted for 19.7%. This category of business activities was ranked number one in terms of
weight in the industrial production sector (e.g., enterprises operating in the mineral extraction
industry and production and distribution of gas and water accounted for mere 2.1 % and 4.2%
of the portfolio, respectively) and number two in terms of aggregate corporate credit portfolio
after retail sales companies which accounted for 23.5% of the ruble-denominated loans issued
by banks to the real sector (as % of the aggregate ruble-denominated corporate portfolio of
the banking system with due account of loans from VEB (Vnesheconombank).

Retail turnover, which governs directly the need of households for short-term loans and
sales companies for working assets, increased by 4.4% in 2010 against the figures reported in
2009 which was hit by recession.

Fixed capital expenditures create the demand for “long” loans in the banking sector. Bank
loans accounted for 9.1% of the structure of capital investments of non-financial institutions
in January — September 2010. Fixed capital investments at the 9-month period-end was re-
ported to grow at a level of 3.7% y-o-y. It is noteworthy that large banks, which can borrow
inexpensive assets in international markets, continued to grant most of investment loans.

Before proceeding with analysis of banking aggregates in the past year-end, let’s describe
most remarkable events which in our opinion had a material effect on the development of the
sector in 2010.

The regulator reduced intensively the refinancing rate. Throughout the entire 2010 the
Bank of Russia made four decisions on reduction of the refinancing rate which finally de-
creased to a historical minimum of 7.75%.

From July 1, 2010 the Central Bank of Russia abolished recession-related benefits for crea-
tion of provisions for losses while maintained the moratorium on excluding banks from the
deposit insurance system.

Following the Central Bank of Russia, banks began to intensively reduce deposit rates.

In 2010 the Bank of Russia intensively rolled back the recession counter package designed
to support the banking system. The following events can be regarded as most remarkable.
First, unsecured loans for a period of more five weeks decreased in volumes; second, the
Lombard list of securities which the Central Bank of Russia accepts as security for loans was
shortened.

From January 1, 2010, the minimum capital requirements to credit organizations were in-
creased up to RUB 90 mln, which, however, failed to result in any visible reduction in the
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number of existing banks. From 2012 the requirements are expected to be strengthened once
again, up to RUB 180 mln, whereby promoting a trend towards consolidation in the Russian
banking sector.

Upcoming partial privatization of the largest banks in which the state holds an interest,
through sale of a part of the block of shares held in VTB and Sberbank, can be regarded as a
remarkable event of the past year.

3.9.2. Analysis of Annual Data on the Banking System: Balance Sheet

According to the data published by the Central Bank of Russia, the assets of the Russian
banking system increased by 14.9% in 2010, thus exceeding the most optimistic expert expec-
tations. However, the structure and quality of the increase was found to be very heterogene-
ous. Banks increased volumes of corporate lending, which contributed most to the growth of
assets in the banking system in 2010. The corporate credit portfolio increased by RUB 1,5 tln
in nominal terms during the same year, thereby resulting in a 34.8% cumulative growth in as-
sets. A share of corporate lending in the assets decreased by 1 p.p., from 42.6 to 41.6%, in the
past year-end. It is an intensive growth in bank investments in securities in 2010, that was
most responsible for reduction in loans to non-financial institutions amidst remaining high
credit risks, this type of investing in the banking system of Russia became the second, in or-
der of importance, in terms of promoting annual growth in the assets. According to the pub-
lished data, the banks’ portfolio of investments in securities increased by RUB 1,5 tln in
2010. Investments in bonds developed most intensively. Increase in the bond portfolio re-
sulted in an annual growth of 23.8% in the assets of Russian banks. Retail lending was the
third in order of importance driver of growth in the assets of the banking system in 2010,
which developed at outstripping growth rates against corporate lending: 14% against 7.2% as
of 2010 year-end. However, the portfolio of loans to individuals was found to contribute
much less, a mere 12%, to a total growth in the assets in terms of volumes. Dynamics of the
assets in the banking system in 2010 are shown in Fig. 52.
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Fig 52. Dynamics of assets in the banking system of the Russian Federation, bln RUB
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Foreign exchange structure of the corporate and retail credit portfolios changed insignifi-
cantly in 2010. In both cases, banks increased ruble-denominated retail and corporate loans by
2,5 and 1,3 p.p. respectively. Foreign exchange loans decreased for the two basic reasons: due
to negative revaluation of the foreign exchange portfolio as a result of strengthening of the
Russian ruble against other currencies (the RUB average weighted exchange rate decreased
against the dual currency basket from RUB 35.96 to 35.16 in 2010) and low demand for for-
eign currencies from the private sector due to uncertainty of currency risks that might arise in
the post-recession economy (Fig. 53).
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Fig. 53. Structure of corporate and retail credit portfolios denominated
in foreign currencies and rubles

Bank lending also differed in intensity in the sectoral structure. Traditional lending
drivers — fuel and energy and metal mining industries — showed no substantial demand for
credit resources yet, which, on the one hand, can be explained by the ongoing cost optimiza-
tion policy, and, on the other hand, growth in prices of primary commodities.

The chemical, food production, metallurgical, pulp and paper industries, as well as public
utilities sector (including power engineering) are the most active borrowers. The processing
industry, though it is ready to show demand for credit resources, has no high credit potential
due to unstable growth and low profitability (Fig. 54).

In 2010, the Government of the Russian Federation also linked the decrease in retail lend-
ing to the recovery of mortgage lending. The remaining credit risks and lack of acceptable
interest rates on long money borrowings, whose principal source was the international money
market prior to the recession, became the key factors which constrained returning to the pre-
recession growth rates in mortgage lending in 2010. As of 2010 year-end, however, the aver-
age weighted mortgage rate decreased from 14.6% as of January 1, 2010 to 13.4% as of De-
cember 31, 2010.

In 2010 the issue of insufficient liquidity in the banking sector ceased to be relevant. Bank
borrowings obtained from individuals, corporate customers and interbank market were suffi-
cient to cover lending transactions. In addition, investment of borrowings in alternative
sources given the remaining credit risks in the real sector, became a relevant issue. The ratio
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of loans to investments in the banking system of Russia in 2010 (Fig. 55) is shown in the fig-
ure below.
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Fig. 54. Specific types of business activity in the RUB corporate credit portfolio
of the Russian banking system with due regard to loans issued by VEB, B %
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Fig. 55. The aggregate investments to aggregate borrowings ratio in the banking system, %

Retail deposits remain the principal resource base for banks. It is the RUB 2,333 bin
growth in retail deposits that resulted in a 53% cumulative growth in liabilities of the banking
sector in 2010. Two reasons are responsible for a 31% increase in retail deposits. First, re-
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maining uncertainty in the economy maintains a high level of supports thrift propensity of in-
dividuals, whereas the domestic demand is only beginning to recover. Second, a considerable
growth in bank deposits in 2010 is related to the effect of a recession-driven growth in retail
deposits. Bank deposits for a period of one year or beyond which were opened in the period
of high interest rates, were intensively replenished in 2010. It is the higher interest of deposi-
tors in replenishing their “recession” deposits that resulted in material changes in the fixed-
term structure of the deposit portfolio. In fact, replenishment of a deposit opened in the reces-
sion period replaced risky investments in the stock market, with growth being expected way
ahead of the consumer price index. According to the data published by the Central Bank of
Russia, retail deposits opened for a period of more than one year accounted for 65% of the
total deposits as of January 1, 2011. Growth rates slowed down drastically in the fixed-term
structure of foreign currency deposits, with even a decrease in balances being reported in spe-
cific cases. For example, in 2010 the volume of retail deposits for a period of up to 30 days
and ruble-denominated call deposits increased by 46%, whereas the foreign exchange part of
such deposits increased by only 9% and decreased by 27% in the structure of deposits for a
period of 31 days to one year.

In general, a similar situation took place with the bank deposits placed by non-financial
organizations, though volumes of such deposits are normally much smaller. According to the
official data, corporate deposits in 2010 totaled a mere RUB 569 bln, accounting for 13% of
total growth in the total balance on the liabilities side in the banking system. Like retail de-
posits, corporate deposits for a period of up to 30 days and for a period of more than one year
were reported to become most intensive as of 2010 year-end. The former were mostly short-
term deposits of free working capital, the latter mostly resulted from replenishment of long-
term deposits by exporters ( the foreign exchange part accounts for more than a half of nomi-
nal growth: RUB 259 bln of RUB 490 bin ).
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Fig. 56. Dynamics of MosPrime 3M rate in 2010

The volume of bank borrowings in the interbank loans market increased by 20% or
RUB 637 bln in nominal terms in 2010. The two principal sources of borrowings became ru-
ble-denominated deposits from resident banks, which increased by RUB 388 bln, and foreign
exchange borrowings, an equivalent of RUB 152 bln, from non-resident banks.
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Substantial reduction of the regulator’s money on deposits with commercial banks became
one of the main trends describing post-recessional development of the banking system in the
Russian Federation. Throughout the entire 2010 the Central Bank of Russia systematically
reduced its balances from RUB 1,423 bln as of January 1, 2010 to RUB 326 bln as of January
1, 2011. Meeting the liquidity crisis at all levels of the banking system as well as a consider-
able decrease in interest rates in the interbank loans market were mostly responsible for de-
creased activity of the Central Bank of Russia. For example, the MosPrime 3M indicative rate
decreased rapidly from 7 to 4% (Fig. 56) in 2010.

3.9.3. Quality of Assets

Expecting a potential, serious deterioration in the quality of the credit portfolio of the
banking system was one of the key concerns which analysts expressed in 2010. A delayed
negative effect of a large-scale deterioration in loan servicing could resulted from a campaign
dedicated to restructuring of impaired loans which banks carried out in the H2 2009. In fact,
the specifics of the Russian accounting system allowed banks to partially “hide” impaired as-
sets and thereby hide the real situation with adequacy of provisions, potential growth of inter-
est revenues, etc. Fortunately, no catastrophe took place. Economic recovery in 2010 slowed
down drastically the process of creating provisions for losses at banks. In addition, record-
breaking volumes of revenues were obtained through, including, but not limited to, split-up of
the provisions across the entire banking system. Growth in overdue accounts in 2010 slowed
down substantially in the retail credit portfolio and stopped in the portfolio of loans to non-
financial institutions. According to the data published by the Central Bank of Russia, overdue
accounts in the retail portfolio decreased from 6.8 to 6.9%, and in the corporate credit portfo-
lio dropped from 6.1 to 5.3% as of 2010 year-end (Fig. 57)
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Fig. 57. Dynamics of overdue accounts
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Situation with the quality of loan servicing in the corporate sector was heterogeneous in
2010. A share of overdue accounts under loans to enterprises of the fuel and energy mineral
extraction industry in the portfolio remained minimum in the banking system and even de-
creased from 1.4 to 1.3% in 2010. By the end of 2010, most of the problem borrowers, in
terms of overdue accounts, were concentrated in the automobile industry (overdue accounts
accounted for 19.2% of the portfolio), woodworking industry (18.8%), air transport sector
(12.9%), retail and wholesale trade (9.7%). Manufacture of nonmetallic mineral products
(+ 1.6 p.p.) as well as manufacture of machinery and equipment (+ 1.3 p.p.) were among the
leaders in growth rates of overdue accounts in 2010.

The structure of the corporate credit portfolio by category of quality in the group of the 30
largest Russian banks can be another factor which supports the assertion of improved quality
of the credit portfolio. In 2010 a share of standard loans increased by 3,1 p.p. here. A share of
loans of 2™ category of quality — substandard loans — decreased by almost the same value. In
turn, a share of impaired and unrecoverable loans (4™ and 5™ category of quality) decreased
by 2 p.p. as a share of impaired loans increased by 2.1 p.p. Two conclusions can be made
based on the afore described dynamics of changes in the structure :

— first, increase in a share of standard loans resulted mostly from new loans to financially
reliable borrowers in 2010 ;

— second, decrease in a share of loans of the 4™ and 5™ category of quality resulted from
“write-off” of bad loans from the banking system’s balance sheet due to both improved
previously desperate conditions of specific borrowers and sale of impaired assets of spe-
cial non-bank institutions (Fig. 5§).
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Fig. 58. Structure of the credit portfolio at the 30 largest banks, by quality category of loans

Reduction in growth rates in provisions for impairment losses on loans had a direct impact
on the improvement of the quality of bank assets in 2010. According to the data published by
the Central Bank of Russia, on-balance residues of provisions in the banking system increased
by only RUB 141,4 bln in nominal terms (+ 6.9%) in 2010, which was far below the growth
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in the preceding year. During the recession in 2009 the stock of provisions increased by
RUB 1,027 bln or 100% in the same year. Split-up of provisions was one of the factors which
had a material impact on generation of a record-breaking profit in the banking system of the
Russian Federation in 2010.

3.9.4. Profit and Loss in the Banking System

According to the data published by the Central Bank of Russia, pre-tax profit in the bank-
ing sector totaled RUB 581 bln in 2010, of which Sberbank of Russia OJSC generated about
RUB 225 bln. Contribution of net interest income to the financial performance of the banking
system decreased by RUB 31,5 bln against the preceding year. It is the decrease in the net in-
terest income from retail lending that became most responsible for reduction in interest in-
come at banks in 2010. As expected, a substantial growth in bank deposit rates in Q3 and
Q4 2009 had a delayed adverse effect on the interest income of banks in 2010. Throughout
the entire period in 2010 banks continued to pay “recession-driven” interest rates to deposi-
tors. The situation was aggravated by replenishment of high interest rate deposits which were
opened for a period of more than two years. As a result, costs on interest payable on retail de-
posits increased by 23.5% in 2010 against the previous year, whereas costs on non-financial
institutions decreased by 36% in the same year. Analysis of average weighted interest rates on
borrowings and investments confirms that banks had an extra interest rate to pay to retail de-
positors in the H1 2010. For example, interest spread between ruble-denominated loans to in-
dividuals and deposits of up one year narrowed from 25.5 to 20.1 p.p. in the period between
January and June 2010, and only in June began to show a stable upward trend. Replenishment
of long-term bank deposits also slowed down growth in interest margin on retail loans and
deposits for a period of more than one year. At the same time, an outstripping decreased in
interest rates on ruble-denominated non-financial institutions’ deposits for a period of more
than one year allowed interest margin to be increased by 2.5 p.p. on corporate loans granted
for a period of more than one year (Fig. 59).

Net fee and commission income in the banking sector in the Russian Federation increased
by RUB 35 bln or 8.5% in 2010, which was directly related with the number of newly granted
loans. At the same time, the decision made by a series of large banks to charge no fees during
loan administration became one of the key events which governed the dynamics of the fee and
commission income in the banking system in 2010.

Banks’ income from foreign exchange operations was reported to decrease by
RUB 113 bln in 2010, which can be explained by a relatively low volatility in the money
market. Steady growth in the stock market allowed banks to earn RUB 360 bln from transac-
tions with securities, which in general was comparable with the earnings (369 bln RUB)
gained in 2009. By all means, split-up of provisions became one of the key sources of income
for banks in 2010. According to the data published by the Central Bank of Russia, in 2010
banks reduced costs on creation of provisions down to RUB 233 bln against RUB 1,051 bln in
the preceding year (Fig. 60).

164



Section 3.
Financial Markets and Financial Institutes

average weighted rate on retail average weighted rate on retail borrowings for
borrowings for a period of up one year a period of more than one year
[ average weighted rate on invested retail [T average weighted rate on invested retail borrowings
borrowings for a period of up one year for a period of more than one year
18
18
16 16
14 14
10 10
8 8
6 6
4 4
2 2
0 0
3888882l g383gggeceeos
c 5 23 & 2 ¢ 5 23 & 3 S 5 33 95358535383
S$s2>828s23>5 82 Ss2>8g28=s32>82
[l average weighted rate on corporate borrowings [ average weighted rate on corporate borrowings
for a period of up one year for a period of more than one year
[]average weighted rate on invested corporate [1 average weighted rate on invested corporate
borrowings for a period of up one year borrowings for a period of more than one year
40 %
35 20
30
25 15
20
15 10
10
5
5
0 0
g38gggecT o2 | 8883882l
C § & 5 2 2 S & & 5 o 2 ,':;‘-‘>~?',é_$,':a>.—56_5
§==°58§28==°>82 S s3> 8283523583

Fig. 59. Dynamics of interest margin on average weighted lending and borrowing rates, %

1051,6 netinterestincome
net fee and commission income
net income from transactions with securities

net income for foreign exchange transactions

other net income

costs incurred on provisions

-719,9 operational costs

pre-tax profit

Fig. 60. Profit and loss in the banking system in the Russian Federation in 2010, bln RUB

165



RUSSIAN ECONOMY IN 2010
trends and outlooks

3.9.5 Analysis of the 500 Largest Russian Banks

By banking specialization

To be able to gain an insight into the processes which took place in the Russian banking
system in 2010, let’s analyze the 500 largest Russian banks by specialization in the banking
market and by type of ownership banks.

We relied on a given bank’s credit portfolio structure as of 1 July 2010 as the factor to
identify the type of specialization of the bank. We employed the following method of identifi-
cation of banking specialization: a bank was recognized as a corporate bank if loans to non-
financial institutions accounted for or more than 80% of the aggregate credit portfolio of the
bank; a bank was recognized as a retail bank if retail loans accounted for or more than 80% of
the aggregate portfolio of the bank. For the purpose of this survey, the rest of the banks were
recognized as full-service commercial banks.

As of January 1, 2011, the assets of the 500 largest banks of the Russian banking system
totaled RUB 32,793 bln (accounting for 97% of the total bank assets). It is noteworthy that it
was retail banks that increased their assets as of 2010 year-end, with annual asset growth ac-
counting for 21% (Fig. 61). In spite of such a growth, the retail-group banks still had an in-
significant effect on cumulative growth in assets in the banking system of the Russian Federa-
tion. Full-service commercial banks and corporate banks were found to be the key drivers for
asset growth in the Russian banking system in terms of banking specialization.

As of January 1, 2011, corporate banks accounted for 49% of the assets of the 500 largest
Russian banks, with a 16% annual growth rates. VIB, Gazprombank, Alfa Bank, Bank of
Moscow were the key players in the corporate banking.

Sberbank of Russia OJSC, Rosbank, Uralsib, Raiffeisen Bank were the leaders among full-
service commercial banks. Full-service commercial banks accounted for 46% of the total as-
sets of the 500largest banks as of January 1, 2011. Growth rates in the assets of this group of
banks reached 16% in 2010.
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Data Source: the Central Bank of Russia, official financial statements published by banks (f-101).

Fig. 61. Assets the 500 largest Russian banks, by banking specialization, bln RUB

As of 2010 year-end, the corporate credit portfolio in the group of corporate banks in-
creased by 14% (or RUB 934 bln), whereas the corporate portfolio of full-service commercial
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banks increased by 12% (or 672 bln RUB) in the preceding year. Full-service commercial
banks were leading in terms of growth volumes, especially owing to Sberbank (Fig. 62).
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Fig. 62. Corporate and retail loans granted by the 500 largest Russian banks,
by banking specialization, biln RUB

Dynamics of overdue accounts were heterogeneous as indicator of the quality of credit
portfolio in terms of banking specialization in 2010. The quality of portfolio of loans to non-
financial institutions improved visibly in the group of corporate banks in 2010, as evidenced
by a smaller share, a decrease from 5.8 to 4.5%, of overdue accounts in the corporate credit
portfolio as of January 1, 2011.

A share of overdue loans in the corporate portfolio of full-service commercial banks re-
mained the same: 6.1% as of 2010 year-end against 6.2% as of the beginning of the previous
year. The group of full-service commercial banks showed no improvement in the quality of
credit portfolio servicing in the field of retail lending: a share of overdue accounts also in-
creased from 5.3 to 5.5%.

In retail banks, a share of overdue accounts decreased from 10 to 9.2% in 2010, thus main-
taining the highest level in the banking system.

The structure of residues of provisions for impairment losses on loans corresponded to a
large extent to the foregoing data on a share of overdue accounts in the credit portfolio of the
groups of banks. For example, the group of full-service commercial banks showed the highest
growth, 11.2%, in such provisions in 2010. It should be noted that the December decrease,
nearly RUB 20 bln, in the provisions of Sberbank — one of the principal players in the group
of full-service commercial banks — slightly improved the final dynamics of provisions in this
group. The group of corporate banks showed a 9.1% growth in provisions in 2010, while re-
tail banks, which had the highest provisions-to-overdue-accounts ratio, increased residues of
provisions by 7.5%, thereby showing the lowest result in terms of banking specialization
among the groups of banks (Fig. 63).
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Fig. 63. Dynamics of provisions for impairment losses on loans at the 500 largest
Russian banks, by banking specialization, bln RUB

Full-service commercial banks were found to be leading borrowers in terms of growth in
deposits in 2010, mostly through a steady growth of deposits at Sberbank of Russia OJSC. It
is the replenishment of the deposits which were opened at high recession-driven interest rates
for a period of more than one year that became the key growth factor in retail borrowings. In
2010, volumes of deposits at full-service commercial banks totaled RUB 1,388 bln (+27%
against 2009). Corporate banks increased their corporate borrowings portfolio by 20%
(+ RUB 1,050 bln). The largest banks, namely VTB Bank and Gazprombank, were responsi-
ble for “the lion’s share of” growth, and growth in assets on current corporate accounts had an
average effect of nearly 40% on total growth in borrowings from non-financial institutions

accounted (Fig. 64) in 2010.

Corporate borrowings, bin RUB

6235 M01.01.2010
5185

H01.01.2011

Retail borrowings, bin RUB

M01.01.2010
@01.01.2011

6 499

3364 3722
2376
216 213
; [T
Corporate Retail banks Full-service Corporate banks  Retail banks Full-service
banks banks banks

Data Source: the Central Bank of Russia, official financial statements published by banks (f-101).

Fig. 64. Corporate and retail borrowings by the 500 the largest Russian banks,
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A combination of a much less intensive growth in costs incurred on creation of the provi-
sions and a steady growth in volumes of loans in the corporate and retail banking sectors in-
creased considerably financial performance of the banks in 2010. As of 2010 year-end, the
group of full-service commercial banks, which earned a total of RUB 299 bln, was ranked
number one in terms of accumulated profit. Corporate banks, which managed to earn a total
of RUB 207 bln in 2010, were ranked number two in terms of annual financial performance.
The group of retail banks earned a total of RUB 53 bln in the preceding year.

By type of ownership

The maximum interest which the owner holds in the charter capital or equity of a bank as
of July 1, 2010 was used as the factor for recognizing the bank as pertaining to a certain type
of ownership (private, public or foreign). We aggregated the data on the banks on the basis of
the information specified in forms 101 and 102 of mandatory reports posted on the website of
the Central Bank of Russia.
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Fig. 65. Assets of the 500 largest Russian banks, by type of owner, bln RUB

The following ratio by type of ownership was observed within the 500 largest Russian
banks by January 1, 2011 (in terms of asset size): banks in which the state holds an interest
(including Sberbank of Russia OJSC) accounted for 53.7% (against 54.3% in the preceding
year), foreign banks for 12% (the same as of January 1, 2010), and private banks for 34.3%
(against 33.7% in the preceding year). The foregoing statistics show that private banks were
more active than public and foreign banks in 2010. However, state-held capital kept prevail-
ing over private and foreign banks across the entire system, mostly because of Sberbank, VTB
Bank, Gazprombank. Dynamics of assets at the 500 largest Russian banks in 2010 by type of
ownership is shown in Fig. 65. As of 2010 year-end, private banks increased their assets most
rapidly, with an annual growth rate of 18%. In 2010, Alfa Bank, the largest Russian private
bank increased its assets by RUB 226 bln or 34%; TransCreditBank reported a 53% growth in
its assets by a total of RUB 134 bln, the assets of NOMOS-BANK increased by RUB 92 bin.
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Foreign banks were ranked number two in terms of intensive growth in assets (by 16% ) in
2010, which was 1 p.p. above the overall growth in the assets across the entire banking sys-
tem of the Russian Federation. UniCtredit Bank (a 31% growth in assets, + 164 bln RUB),
Citibank (+ 30%, + 59 bln RUB), ING Bank (Eurasia) (+ 42%, + 37 bln RUB), Nordea Bank
(+22%, + 35 bln RUB) contributed most to the growth in the assets at foreign banks in Rus-
sia in 2010. A 21% growth in the assets of Sberbank (RUB 1,617 bln), 28% at VTB24, and
5% at VTB Bank should be highlighted among the backbone banks in which the state holds
an interest.

Competition between banks for reliable corporate got stronger in the year that followed the
post-recession year. It was the interest rates that became the key argument in this struggle.
Specific features of the Russian banking system, which include high concentration of inex-
pensive resources at public banks, effected the growth structure in the field of corporate lend-
ing in 2010. Public banks kept leading in terms of growth in corporate loans in 2010: a
growth of RUB 856 bln against RUB 589 bln at private banks and a mere RUB 157 bln at
foreign banks. It is noteworthy that private Russian banks remained to be leaders in terms of
growth rates of corporate loans through increase in the number of sales of credit products in
the SME segment. In turn, foreign banks were most active in retail lending. According to the
official reports published by banks, the portfolio of loans which private Russian banks
granted to non-financial institutions in 2010 increased by 16% to reach RUB 4,319 bln. Banks
in which foreign companies hold an interest, increased their retail credit portfolio by 17%,
from RUB 684 bln to RUB 801 bln (Fig. 66).
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Fig. 66. Corporate and retail credit portfolios at the 500 the largest Russian banks,
by type of owner, bln RUB

The interbank loans market became one of the top-priority investment goals among foreign
banks in 2010. For example, in the group of foreign banks, 37% of the biggest growth in the
assets at UniCtredit Bank was gained through transactions related to lending to financial insti-
tutions. In the same year, WestLB Vostok Bank’s portfolio of loans to other banks increased
by RUB 30,5 bln, while Citibank added RUB 10 bln to its interbank credit portfolio.

In 2010, private Russian banks were found to be most effective in terms of improved qual-
ity of credit portfolio. A share of overdue accounts reduced in both corporate and retail credit
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portfolios of private banks in the same year. The most relevant quantum jump was reported in
the corporate portfolio of the banks in this group. A share of overdue accounts in this group
decreased from the historical maximum reported late in 2009, from 8.7 to 5.2%. We are re-
minded that it was the private banks that happened to face most of the issue of large-scale,
negative revaluation of companies’ loan collaterals and had to launch a large-scale loan re-
structuring campaign. Even now private banks maintain the maximum level of provisions to
cover overdue accounts in the banking system of Russia. For reference, the value of the fore-
going coverage ratio for private banks as of January 1, 2011 was 195%, whereas for public
banks it was equal to 169%, and a 167% for foreign banks. A share of overdue loans in the
retail portfolio at private banks decreased by 0.8 p.p in 2010. As of 2010 year-end, foreign
banks reduced a share of overdue accounts in the corporate portfolio by 1.6 p.p. At the two
largest foreign banks specializing in corporate lending — UniCredit Bank and Raiffeisen
Bank — a share of overdue accounts decreased from 5 to 3% and from 7.5 to 5.5%, respec-
tively. On the other hand, public banks reported growth in a share of overdue accounts in both
corporate and retail portfolios in 2010. Sberbank and VTB, the two largest state-owned banks,
had a substantial share overdue loans in the loans to non-financial institutions. In year-end, a
share of overdue accounts was 5.8 and 7.8%, respectively (Fig. 67).
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Fig. 67. A share of overdue accounts in the corporate and retail credit portfolios
at the 500 largest Russian banks, by type of owner, %

In general, dynamics and intensity of growth in provisions for impairment losses on loans
corresponded to a trend towards changes in a share of overdue accounts. Year-end provisions
increased much faster in the group of public banks, by 17%, against 4.3% in the group of for-
eign banks, and a mere 2.4% in the group of private banks. It should be noted, that in Decem-
ber 2010 the provisions at Sberbank of Russia decreased considerably by nearly RUB 20 bin
in, which slightly improved annual dynamics of provisions in the public banking sector.

Following is a breakdown of the groups of banks by type of ownership as of 2010 year-
end: public banks accounted for 63% (RUB 353 bln, of which RUB 225 bln was earned by
Sberbank) of the total profit of the 500 largest banks, private Russian banks accounted for
20% and foreign banks for 17% of the total profit.
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Hence the following basic trends emerged in terms of type of ownership in 2010:

1) public banks were least aggressive in increasing their credit portfolios while kept account-
ing for the biggest share of overdue accounts in the banking system. Most of the profit ac-
cumulated in the banking sector was concentrated in this sector owing to large volumes
and relatively inexpensive liabilities in this sector ;

2) private banks intensively developed corporate lending and managed to improve consid-
erably the quality of assets as of 2010 year-end. High level of allocation of loans in this
group could allow additional profit to be generated from decrease in provisions under on-
going trend towards improvement of borrowers’ solvency ;

3) foreign banks still accounted for a smaller share in terms of assets. Return of foreign capi-
tal to the Russian Federation under a favorable macroeconomic scenario in 2011-2012
could encourage inflow of inexpensive liabilities from parent companies located abroad
and, as a consequence, further increase in foreign banks’ market share. The level of over-
due accounts under retail loans in this group remained beyond the market average. The
end of excessive liquidity period in the banking system could provide extra benefits to
foreign banks actively crediting in interbank loan market. The created provisions for im-
pairment losses on loans are unlikely to undergo an additional, substantial reduction at
foreign banks, because the provision coverage ratio was the lowest in this group of banks
against public and private banks.

3.10. The Market of Municipal and Sub-Federal Borrowings

3.10.1. The dynamics of market development

In 2010, the consolidated regional budget and budgets of territorial public extra-budgetary
funds had a deficit in the amount of RUR 99.3 billion (0.22% of the GDP). As compared to
the year 2009, the amount of the deficit of the consolidated regional budget decreased by 75%
of the GDP. In 2009, the deficit of those budgets amounted to RUR 329.3 billion (0.84% of
the GDP).

In 2010, constituent entities of the Russian Federation had a budget deficit of RUR 88.1
billion, while urban districts, a budget deficit of RUR 15.1 billion, intracity municipal entities
of Moscow and St. Petersburg, a budget deficit of RUR 0.1 billion and municipal districts, a
budget deficit of RUR 1.2 billion; at the same time the budgets of urban and rural settlements
were drawn with a surplus of RUR 4.5 billion.

Table 10
The ratio of surplus (deficit) of territorial budgets to budget expenditures (%)
Year Consolidated regional budget” Regional budgets
2010 -1.4 -1.6
2009 53 53
2008 -0.7 -0.7
2007 0.8 0.6
2006 3.7 44
2005 1.6 23
2004 1.1 1.6
2003 -2.6 2.3
2002 —2.7 3.0

* with public extra-budgetary funds taken into account.
The source: calculated on the basis of the data of the Ministry of Finance of the Russian Federation.
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In 2009, constituent entities of the Russian Federation had a budget deficit of RUR 276.9
billion, while urban districts, a budget deficit of RUR 39.7 billion, intracity municipal entities
of Moscow and St. Petersburg, a budget deficit of RUR 0.07 billion and municipal districts, a
budget deficit of RUR 18.9 billion; at the same time the budgets of urban and rural settle-
ments were drawn with a surplus of RUR 6.2 billion.

Table 11
The ratio of surplus (deficit) of territorial budgets to budget expenditures
in the 2007-2010 period ( %)

Budgets of intracity municipal Budgets of urban dis- Budgets of municipal Budgets of urban
Year entities of Moscow tricts districts and rural
and St. Petersburg settlements
2010 -1.12 -1.16 -0.11 1.72
2009 —0.63 -3.32 -1.88 2.63
2008 -1.47 1.09 -0.26 2.72
2007 5.34 1.23 -0.04 2.34

The source: calculated on the basis of the data of the Ministry of Finance of the Russian Federation

As of January 1, 2011, sixty-three constituent entities of the Russian Federation (against 61
regions in 2009) had a deficit of the consolidated budget (including that of territorial public
extra-budgetary funds). The aggregate deficit volume amounted to RUR 202.5 billion or 5.2%
of the revenue side of the budgets of those constituent entities (in 2009 it amounted to RUR
377.9 billion or 7.8%).

The median level of the budget deficit amounted to 3.9% of the revenues of the respective
budget. The highest ratio of the budget deficit to the revenue side of the budget was registered
in the Chukotsky Autonomous Region (25.3%), the Republic of Mordovia (23.3%), the Sak-
halin Region (16.1%), the Republic of Udmurtia (14.7%), the Novgorod Region (14.6%) and
the Vologda Region (14.2%). (Table 14).

In 2010, in twenty constituent entities of the Russian Federation (as against twenty-two
ones in 2009) there was a surplus budget. The aggregate surplus volume in the above regions
amounted to RUR 128.9 billion or 3.5% of the value of the revenue side of the budgets of
those constituent entities (in 2009 it amounted to RUR 4.6 billion or 3.9% of the revenue side
of the budgets of those constituent entities). The median value of the budget surplus amounted
to 3.7% of the revenue side of the budget.

The highest ratio of the surplus to the level of revenues of the consolidated budget was reg-
istered in the Yamal Nenetsk Autonomous Region (10.2%), the Irkutsk Region (6.4%) and
the Moscow Region (5.8%). Over a half (51.1%) of the aggregate surplus of the consolidated
regional balance was ensured by the following three constituent entities of the Russian Fed-
eration: Moscow (20.7% or RUR 21.4 billion), the Moscow Region (19.5% or RUR 20.2 bil-
lion) and the Yamal Nenetsk Autonomous Region (10.2% or RUR 11.2 billion).

3.10.2.Changes in the Structure of the Accumulated Debt

In 2010, the value of the accumulated debt of the consolidated regional budget as regards
borrowings increased by RUR 225 664.0 million or 0.51% of the GDP (Table 12). The exter-
nal debt of regional consolidated budgets decreased by RUR 1.6 million, while the domestic
one rose by RUR 225 665.6 million.
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Table 12
Net borrowings of regional and local budgets (% of the GDP)

Year 1998 1999 2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010
Borrowings of sub- 0.33 0.15 -0.29 -0.04 047 0.37 0.26 0.09 021 0.17 029 0.74 0.51
federal authorities and
local authorities, in-
cluding :
reimbursable loans -0.09 -0.11 -0.03 0.04 0.12 -0.1 -0.02 -0.03 -0.04 -0.01 0.03 033 037
from budgets of other
levels
Sub-federal (munici- —-0.01 -0.05 -0.27 -0.07 0.16 0.31 0.29 0.09 0.14 0.08 0.17 024 0.07
pal) bonds
Other borrowings 0.43 0.31 0.01 -0.02 0.19 0.6 0.03 0.11 0.10 0.09 0.17 0.07

The source: calculated on the basis of the data of the Ministry of Finance of the Russian Federation.

The structure of borrowings

In 2010, the total volume of borrowings of the regional consolidated budget amounted to
RUR 708 700.1 million, including RUR 782.2 million of the external debt. As in 2009, the
Republic of Baskortostan was the only region which took external loans.

The aggregate volume of domestic borrowings of regions and municipal governments
amounted to RUR 707 917.9 million. On the domestic market, the largest borrowers (which
accounted for 49.0% of all the borrowings) were the Moscow Region (RUR 121.9 billion),
Moscow (RUR 88.2 billion), the Nizhny Novgorod Region (RUR 46.9 billion), the Omsk Re-
gion (RUR 34 .4 billion), the Republic of Tatarstan (RUR 29.2 billion) and the Saratov Region
(RUR 26.8 billion). As compared to 2009, the volume of the domestic borrowings in nominal
terms increased by RUR 74 250.6 million, that is, a 2.6% increase in real terms.

In the total volume of the domestic borrowings of the consolidated regional budget, issue
of securities accounted for 15.7%, while loans from budgets of a higher level, for 24.0% and
other borrowings (loans from commercial banks and international credit institutions), for
60.3%.

Relative growth in borrowings from credit institutions with a drop in the share of securities
issue from 28.5% in 2009 to 18.1% was the most significant change in the structure of bor-
rowings of regional budgets. (Table. 13).

Table 13
Structure of domestic borrowings of sub-national budgets (%)

2010 2009 2008

Regional con- Regional Regional

Regional  Municipal Regional Municipal Regional  Municipal

solidated consolidated consolidated
budget budgets budgets budget budgets budgets budget budgets budgets

Issue of securi- 15.7 18.1 43 24.9 28.5 4.4 43.7 51.9 1.9
ties

Loans from 24.0 29.0 26.9 31.5 0.4 5.0 59 0.2
budget

Other borrow- 60.3 53.0 95.7 48.2 40.0 95.3 51.4 42.6 97.8
ings

The source: calculated on the basis of the data of the Ministry of Finance of the Russian Federation
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The highest ratio of the net borrowings to the budget revenues was registered in the Re-
public of Mordovia (21.6%), the Vologda Region (14.3%), the Udmurt Republic (14.0%) and
the Novgorod Region (13.7%) (Table. 14).

The largest net borrowers were Moscow (RUR 57.9 billion), the Republic of Tatarstan
(RUR 20.4 billion) and Krasnodar Territory (RUR 18.3 billion).

The accumulated debt was reduced to a great extent by the Moscow Region and the Irkutsk
Region, a decrease of RUR 13.1 billion and RUR 1.6 billion, respectively.

Table 14
Execution of consolidated budgets of constituent entities

of the Russian Federation in 2010.
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1 2 3 4 5 6 7 8
The Central Federal District
Belgorod Region 65 566 654 148.13 1546 542 556.15 2.36 6.19 2.41 3.78 102.22
Bryansk Region 34 675 737 106.05 1033 262 450.28 2.98 12.40 1.87 10.53 62.76
Vladimir Region 45274 258 575.14 1 820 055 163.34 4.02 2.75 2.61 0.14 64.98
Voronezh Region 74 979 306 077.64 1759 286 114.09 2.35 4.18 2.79 1.39 118.89
Ivanovo Region 30 860 666 218.59 1605217 141.91 5.20 12.77 5.50 7.27 105.74
Tver Region 48 908 692 548.20 4174 321 256.94 8.53 16.50 4.00 12.50 46.88
Kaluga Region 40 327 003 832.70 2 065374 109.22 5.12 16.08 10.16 5.92 198.46
Kostroma Region 21936 949 766.21 2280207919.18 10.39 29.08 10.75 18.33 103.40
Kursk Region 39094 815213.48 -1 553167 024.19 -3.97 2.22 2.05 0.17 -51.58
Lipetsk Region 39905 530 230.33 1463 616 369.14 3.67 7.27 2.94 4.34 80.04
Moscow region 348 090 262 623.50 -20179 038 812.07 -5.80 35.02 -3.75 38.77 64.69
Orel Region 24 048 982 091.11 316 209 227.31 1.31 448 2.26 2.22 171.75
Ryazan Region 39373 544 597.75 2 140 839 564.03 5.44 43.70 7.91 35.79 145.42
Smolensk region 30411257 064.16 3376385 199.24 11.10 30.74 10.31 20.43 92.85
Tambov Region 33781 066 358.39 1037262 111.07 3.07 7.19 1.95 5.24 63.46
Tula Region 51627916 764.12 3412590 136.28 6.61 24.04 5.58 18.46 84.35
Yaroslavl Region 53 606 108 974.56 4536 257 456.89 8.46 24.21 4.93 19.29 58.22
Moscow 1164517 113 636.11 —21419 664 867.72 -1.84 7.58 4.97 2.60 -270.45
Total 2 186 985 865 826.17 —10 584 443 928.91 -0.48 14.04 345 10.59 -712.67
The North —Western Federal District
Republic of Karelia 33 674 528 779.01 543 518 438.17 1.61 28.82 7.78 21.04 481.90
Republic of Komi 52336 510 862.93 —1037 414 279.59 -1.98 9.82 -0.23 10.05 11.58
Archangelsk Region 64 667 507 726.30 328 660 682.50 0.51 17.96 6.19 11.77 1217.94
Vologda Region 47915 534 299.77 6 824 805 954.23 14.24 17.64 14.34 3.30 100.65
Kaliningrad Region 39969 507 872.08 2922152 698.31 7.31 14.15 10.28 3.87 140.62
Leningrad Region 74 212 863 062.88 -2 135240 069.22 -2.88 0.99 -0.26 1.24 8.95
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1 2 3 4 5 6 7 8
Murmansk Region 54 557192 452.17 —2395396 611.28 -4.39 6.56 4.61 1.95 —-105.04
Novgorod Region 24348 917 509.07 3545736 448.03 14.56 20.97 13.70 7.27 94.06
Pskov Region 23619723 931.39 679 575 542.80 2.88 6.03 5.39 0.64 187.19
St. Petersburg 363 179 989 863.93 11915 661 459.80 3.28 1.36 1.36 0.00 41.42
Nenetsk Autonomous 11 747 109 329.99 —-310 862 790.00 —2.65 0.32 0.05 0.27 -1.93
Region
Total 790 229 385 689.52 20 881 197 473.75 2.64 7.14 3.71 3.42 140.58
The Southern Federal District
Republic of Kal- 9684 290 135.96 138 973 374.04 1.44 14.54 —-0.03 14.56 -1.82
mykia
Krasnodar Territory 176 330 759 388.06 13 748 019 998.95 7.80 12.03 10.38 1.65 133.13
Astrakhan Region 28 985998 680.31 3703 941 135.57 12.78 49.46 11.30 38.16 88.40
Volgograd Region 79 270 869 463.83 2492 564 272.18 3.14 14.91 4.02 10.89 127.85
Rostov Region 129 111 754 297.58 2377 148 088.81 1.84 2.45 2.44 0.00 132.78
Republic of Adygeia 13 102 722 476.38 504 924 626.70 3.85 2.88 2.86 0.02 74.32
(Adygeia)

Total 436 486 394 442.12 22 965 571 496.25 5.26 11.98 6.48 5.50 123.19
The Privolzhsky Federal District

Republic of Bashkor- 125 675 303 475.47 2 767 545 399.40 2.20 5.53 3.27 2.26 148.46
tostan

Republic of Marii El 20266 454 970.46 1511194 115.17 7.46 16.56 7.86 8.69 105.43
Republic of Mor- 32112 996 393.40 7 467 395 991.26 23.25 23.71 21.57 2.14 92.75
dovia

Republic of Tatarstan 182 085911 826.03 17 670 329 704.75 9.70 16.01 11.20 4.81 115.41
(Tatarstan)

Udmurt Republic 45912 486 846.57 6 754 296 824.87 14.71 21.29 13.98 7.32 95.00
Chuvash Republic 35634072 325.55 1 836 695 595.32 5.15 11.20 5.86 5.34 113.68
Nizhny Novgorod 115736 572 781.59 9042 084 105.90 7.81 40.55 7.39 33.16 94.62
Region

Kirov Region 49 090 707 884.99 1332558 447.56 2.71 11.08 3.97 7.10 146.36
Samara Region 124 326 175 253.97 1501 396 819.58 1.21 9.25 1.01 8.24 83.97
Orenburg Region 71250 615 599.60 4561 554 168.59 6.40 4.56 4.18 0.38 65.28
Penza Region 43 682 105 936.00 1226 855 395.77 2.81 14.99 3.01 11.98 107.08
Perm Territory 100 268 098 762.62 8545 033 942.99 8.52 0.58 0.55 0.03 6.45
Saratov Region 70 672 143 825.41 9259372 151.96 13.10 37.90 11.88 26.02 90.70
Ulyanov Region 38962 252 704.98 1 860 434 091.99 4.77 4.73 2.71 2.02 56.84
Total 1 055 675 898 586.64 75 336 746 755.11 7.14 15.51 6.40 9.11 89.72
The Ural Federal District

Kurgansk Region 31975214 990.55 102 275 378.75 0.32 2.01 1.89 0.11 592.10
Sverdlovsk Region 168 552 373 386.37 —5377091 247.79 -3.19 1.62 1.25 0.37 -39.32
Tyumen Region 147 543 784 720.04 -3 213 481 225.89 -2.18 0.22 0.21 0.00 -9.81
Chelyabinsk Region 114 998 659 299.37 876 537 772.63 0.76 1.29 0.58 0.71 76.14
Khanty Mansiisk 173 618 321 659.92 2576 613 009.12 1.48 0.73 0.28 0.44 18.94
Autonomous Region

Yamal Nenetsk 109 988 721 688.39 —11220 191 039.30 —-10.20 0.00 -0.14 0.14 1.34
Autonomous Region

Total 746 677 075 744.64 —16 255 337 352.48 -2.18 0.86 0.54 0.32 —24.86
The Siberian Federal District

Republic of Buryatia 41144 616 734.40 1621 596 081.37 3.94 16.16 10.40 5.76 263.79
Republic of Tuva 15 827 539 562.24 237 880 541.73 1.50 1.52 1.24 0.28 82.36

176



Section 3.

Financial Markets and Financial Institutes

(continued) table 14

1 2 3 4 5 6 7 8
Altai Territory 77 362 709 183.82 —4 989 059 841.31 —6.45 1.20 -0.02 1.23 0.36
Krasnoyarsk Terri- 184 697 369 470.07 -9 787 388 123.69 -5.30 4.39 -1.22 5.61 23.05
tory
Irkutsk Region 104 706 951 762.25 -6 721990 150.30 —6.42 2.54 -1.54 4.08 24.00
Kemerovo Region 119 151 656 505.64 3823279 098.20 3.21 491 2.22 2.69 69.15
Novosibirsk Region 105 691 604 894.93 2142 346 572.03 2.03 15.90 1.92 13.98 94.66
Omsk Region 62307 401 477.62 1076 680 871.75 1.73 55.15 0.58 54.57 33.46
Tomsk Region 45008 301 064.94 -308 298 635.17 -0.68 10.26 0.51 9.76 -74.16
Republic of Altai 13 858 853 947.65 1432374 113.70 10.34 5.27 1.35 3.92 13.04
Republic of Khakasia 20 049 671 053.75 641221 121.41 3.20 13.85 6.41 7.45 200.30
Zabaikalye Territory 47 579 572 337.54 252 736 415.57 0.53 5.92 2.98 2.94 561.34
Total 837 386 247 994.85 -10 578 621 934.71 -1.26 10.34 1.04 9.29 -82.59
The Far Eastern Federal District
Republic of Saha 108 254 934 041.65 -3 751 876 391.60 -3.47 343 1.26 2.16 -36.42
(Yakutia)
Primorsk Territory 100 039 138 492.55 8968 112 885.81 8.96 2.34 0.97 1.36 10.85
Khabarovsk Territory 79 326 103 684.95 -3 682 681 101.75 —4.64 0.56 -1.14 1.69 24.51
Amur Region 47 627 008 616.44 364 355 768.00 0.77 10.34 6.07 4.27 793.22
Kamchatka Territory 45 808 643 868.40 —1963 432 773.58 —4.29 2.81 -0.20 3.01 4.70
Magadan Region 21 743 356 709.77 -1 067 188 564.91 —4.91 5.69 0.00 5.69 0.07
Sakhalin Region 56 692 992 485.91 9114315 769.08 16.08 5.90 0.96 4.94 5.96
Jewish Autonomous 9 846 763 310.10 —289 985 272.01 -2.94 0.31 0.29 0.02 -9.76
Region
Chukotka Autono- 13 799 337 565.98 3488 925 629.59 25.28 0.00 -0.21 0.21 -0.82
mous Region
Total 483 138 278 775.75 11 180 545 948.63 2.31 3.58 0.99 2.59 42.73
The North Caucasian Federal District
Republic of Dagestan 67238 418 632.32 2 055 680 189.90 3.06 4.80 4.80 0.00 157.08
Republic of 23 603 459 127.10 713 400 782.83 3.02 5.67 2.53 3.14 83.70
Kabardino-Balkaria
Republic of North 18 608 730 067.87 2 006212 975.77 10.78 20.15 7.09 13.07 65.73
Osetia -- Alania
Ingush Republic 16 587911 010.22 1 499 708 988.07 9.04 0.00 0.00 0.00 0.00
Stavropol Territory 78 554 605 557.52 1 860 369 936.76 2.37 10.43 0.25 10.69 10.71
Republic of Kara- 14 232 629 140.00 1043 593 237.15 7.33 7.86 7.86 0.00 107.14
chaevo-Cherkessia
Chechen Republic 67 184 090 766.74 844 632 637.50 1.26 2.05 2.05 0.00 162.91
Total 286 009 844 301.77 6 302 858 874.46 2.20 6.65 2.60 4.05 118.04
Total 6 822 588 991 361.46 99 248 517 332.10 1.45 10.39 3.31 7.08 227.37

Russian Federation

The Source: calculated on the basis of the data of the Ministry of Finance of the Russian Federation.

The Domestic Bond Loans

In 2010, prospectuses for bond issue by 17 constituent entities of the Federation and six
municipal entities were registered while in 2009 only 10 regions and 5 municipal entities is-

sued bonds).

In 2010, registered with the Ministry of Finance of the Russian Federation were prospec-
tuses of following constituent entities: the Republic of Karelia, the Republic of Khakassia, the
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Republic of Komi, the Republic of Sakha (Yakutia), the Udmurt Republic, Krasnoyarsk Terri-
tory, Krasnodarsk Territory, Moscow, St. Petersburg, the Volgograd Region, the Nizhny Nov-
gorod Region, the Murmansk Region, the Ryazan Region, the Sverdlovsk Region, the Tver
Region, the Tomsk Region, the Yaroslav Region, the Volgorgard Region, Kazan, Tomsk, No-
vosibirsk, Ufa and Krasnodar.

In 2010, the total volume of the bonds placed amounted to RUR 111.1 billion as compared
to RUR 158.1 billion in 2009 (that is, a reduction of RUR 47.0 billion in nominal terms or by
30.7% in real terms). Within a year, the volumes of issue of sub-federal bonds and municipal
bonds fell from 0.41% to 0.25% of the GDP (Table. 15).

Table 15
The volume of issue of sub-federal and municipal securities (% of the GDP)

\o [y x® =) S — N [se] oy w \o [y x® D >
Year EN EN E E S e S S S S S = S S =
— — — — [9\] [9\] [9\] (o] N N [9\] (9] (o} N (o]
Issue 0.63 077 047 031 019 017 027 046 047 037 028 026 043 041 025

Redemption 047 056 048 036 046 023 0.10 015 019 028 0.14 0.18 026 0.16 0.18
Net financing 0.16 022 -0.01 -0.05 -027 -0.07 0.16 031 029 009 014 008 0.17 024 0.07

The source: calculated on the data of the Ministry of Finance of the Russian Federation.

The largest securities issues were carried out by Moscow (RUR 71.8 billion or 64.6% of
the volume of the aggregate issue of territories), Krasnodar Territory (RUR 5.1 billion or
4.6%), the Nizhny Novgorod Region (RUR 5.0 billion or 4.5%), the Yaroslavl Region and St.
Petersburg (RUR 3.0 billion, each or 2.7%) and the Volgograd Region (RUR 2.6 billion or 2.3%).

Thus, the six largest issuers accounted for 80.4% of the total volume of issues of regional
and municipal bonds offering. (Table. 16).

Table 16
Placement of sub-federal and municipal securities in 2010.

. Share of the issuer in  Ratio of the volume of issue
Volume of issue (thou-

Constituent entity of the Federation sand RUR) thet:l(;t?sls\lfl(;l:l‘;?)e of to domesti(i/‘t’))orrowings
1 2 3 4
The Central Federal District
Belgorod Region 221 000 000.0 0.2 5.4
Tver Region 3000 000 000.0 2.7 37.2
Kaluga Region 956 000 000.0 0.9 14.7
Kostroma Region 927 375 310.7 0.8 14.5
Moscow Region 8 482 620.6
Ryazan Region 2100 000 000.0 1.9 12.2
Yaroslavl Region 3044 952 985.7 2.7 23.5
Moscow 71798 101 881.7 64.6 81.4
The North-Western Federal District
Republic of Karelia 2 000 000 000.0 1.8 20.6
Republic of Komi 2077 950 000.0 1.9 40.4
St. Petersburg 3000 000 000.0 2.7 60.6
The Southern Federal District
Republic of Kalmykia 14 109 000.0 0.0 1.0
Krasnodar Territory 5100 000 000.0 4.6 24.0
Volgograd Territory 2599 886 000.0 23 22.0
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1 2 3 4

The Privolzhsky Federal District

Republic of Bashkortostan 749 857 500.0 0.7 12.2
Republic of Tatarstan (Tatarstan) 2 000 000 000.0 1.8 6.9
Udmurt Republic 2 000 000 000.0 1.8 20.5
Nizhny Novgorod District 5000 000 000.0 45 10.7
The Siberian Federal District

Tomsk Region 1 308 603 000.00 1.2 283
Republic of Khakasia 1200 000 000.00 1.1 432
Tomsk Region 1 308 603 000.00 1.2 283
The Far Eastern Federal District

Tomsk Region 1 308 603 000.00 1.2 283
Republic of Khakasia 1200 000 000.00 1.1 432
Tomsk Region 1 308 603 000.00 1.2 283
Russian Federation — total: 158 114 034.3 100 25.0

The source: the IET calculations on the basis of the data of the Ministry of Finance of the Russian Federation.

By now, the highest level of securitization was registered primarily with the largest issuers:
Moscow (89.9%), the Khanty-Mansiisk Autonomous Region (75.0%) and Krasnoyarsk Terri-
tory (67.6%).

In 2010, the aggregate volume of net borrowings on the regional securities market
amounted to RUR 29.8 billion, that is, a reduction of RUR 68.1 billion or by 72.2% in real
terms as compared to 2009. At the same time, the volume of the redeemed municipal bonds
exceeded by RUR 2.5 billion that of the newly issued bonds (7able. 17).

Table 17
The volumes of net borrowings on the market of domestic sub-federal
and municipal securities (thousand RUR)
Consolidated regional budget Regional budgets Municipal budgets
1 2 3 4
2010
Net borrowings 29774 599.3 28 611970.0 1162 629.3
Borrowed funds 111 106 318.3 105 854 346.2 5251972.1
Repayment of the principal debt 81331 719.0 77242 376.2 -4 089 342.8
amount
2009
Net borrowings 95457 576.8 97916 509.1 —2458932.3
Borrowed funds 158 114 034.3 153 992 570.1 41214642
Repayment of the principal debt 62 656 457.5 56 076 061.0 6580 396.5
amount
2008
Net borrowings 68 851 271.9 72984 947.8 -4 133 675.9
Borrowed funds 178 565 731.4 177324 359.3 1241372.1
Repayment of the principal debt 109 714 459.5 104 339 411.5 5375048.0
amount
2007
Net borrowings 25867011 23 691970 2175041
Borrowed funds 84159 197 79 889 761 4269 436
Repayment of the principal debt 58292 185 56 197 791 2094 394
amount
2006
Net borrowings 36489 742 35161 627 1328115
Borrowed funds 73 288 653 66 524 832 6763 820
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1 2 3
Repayment of the principal debt 36798 911 31363 205 5435706
amount
2005
Net borrowings 20 887 596 16 939 894 3947703
Borrowed funds 81220 540 75016 756 6203 783
Repayment of the principal debt 60 332 944 58076 863 2256 081
amount
2004
Net borrowings 47 880300 44 470 128 3410172
Borrowed funds 79 436 708 74 995 965 4440 743
Repayment of the principal debt 31556 408 30 525 837 1030571
amount
2003
Net borrowings 41908 199 40 043 511 1 864 688
Borrowed funds 61 712 635 59012901 2699 734
Repayment of the principal debt 19 804 436 18 969 390 835046
amount
2002
Net borrowings 17 696 530 17 153 760 542770
Borrowed funds 29 141777 28 169 158 972 619
Repayment of the principal debt 11445247 11015398 429 849
amount
2001
Net borrowings 6601 447 6 667 592 —66 145
Borrowed funds 15123 785 14 226 931 896 854
Repayment of the principal debt 8522338 7559339 962 999
amount
2000
Net borrowings —1877 328 —2286175 408 847
Borrowed funds 13 042 220 10 090 208 2952012
Repayment of the principal debt 14919 548 12376 383 2543 165

amount

The source: calculated on the basis of the data of the Ministry of Finance of the Russian Federation.

Most regions which issued debt securities on a regular basis kept issuing them in 2010, as
well. The Volgograd Region has been issuing bonds each year since 1999, while Krasnoyarsk
Territory, since 2003 and the Republic of Karelia and the Nizhny Novgorod Region, since

2004. (Table. 18).

Table 18
Registration of prospectuses for issuing of sub-federal
and municipal securities in the 1999-2010 period
Issuer 1999 2000 2001 2002 2003 2004 2005 2007 2008 2009 2010
1 2 3 4 5 6 7 8 10 11 12 13
Constituent entities of the
Federation
Volgograd Region * * * * * * * * % % %
Krasnoyarsk Territory * * * * * * *
Republic of Karelia * * * * * *
Nizhni Novgorod Region * * * * * *
Tver Region * * * * * * *
Moscow * * * * * * * * * *
St. Petersburg * * * * * * % % * %
Tomsk Region * * * * * * *® * %
Republic of Saha (Yakutia) * * * * * * *
Yaroslavl Region * * * * * *
Udmurt Republic * * * *
Republic of Komi * * * * * * * *
* * *

Krasnodar Territory
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(continued) table 18

1

Murmansk Region
Ryazan Region
Sverdlovsk Region
Republic of Khakassia
Chuvash Republic
Irkutsk Region
Samara Region
Khanty-Mansiisk Autonomous
Region

Moscow Region
Lipetsk Region
Kaluga Region

Penza region

Ulyanov Region
Belgorod Region
Kurgan Region
Stavropol Region
Republic of Bashkortostan
Voronezh Region
Novosibirsk Region
Kostroma Region
Ivanovo Region
Republic of Kalmykia
Tula Region
Khabarovsk Territory

Republic of Kabardino-
Balkaria

Leningrad Region
Yamalo-Nenetsk Autonomous
Region

Bryansk Region

Republic of Mordovia
Sakhalin Region

Kursk Region

Primorsk Territory

Municipal entities

Volgograd

Kazan

Tomsk

Novosibirsk

Ufa

Krasnodar

Krasnoyarsk

City of Elektrostal, Moscow
region

Smolensk

Lipetsk

Magadan

Bratsk

Novorossiisk
Yekaterinburg

Klin District of the Moscow
Region

Noginsk District of the Mos-
cow Region
Blagoveschensk
Cheboksary

City of Balashikha of the Mos-
cow Region

8 9
* *
* *
* *
* *
* *
*
*
* *
*
* *
* *
*
K3
*
%
%
* *
* *
*
* *
%
*
*
*
* s

10 11 12 13
*
*
*
*
* * *
* * *
% % b3
sk
* *
% %
* *
* *
& &
x
*
*
*
*
*
*
*
P
* * *
* * *
% % *
*
*
*
& & sk
* *
*
& &
B3 B3
*
*
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(continued) table 18

1 2 3 4 5 6 7 8 9 10 11 12 13
Odintsovo District of the Mos- * *
cow Region
Astrakhan *
Bryansk *
Voronezh *
*

City of Orekhovo-Zuevo of the
Moscow Region

Yaroslavl *
Yuzhno-Sakhalinsk * *
Novocheboksarsk * * *
Angarsk

Vurnar District of the Chuvash

Republic

City of Shumerlya of the Chu- *
vash Republic

Barnaul *

Perm *

Nizhni Novgorod *

Kostroma * *

Archangelsk *

Dzerzhinski *

L

The source: The Ministry of Finance of the Russian Federation.

Credit rating

In 2010, Russia’s sovereign rating assigned by Standard&Poor's, an international credit
rating agency as regards foreign currency bonds remained unchanged at the “BBB” level with
a credit rating forecast being “stable”. At the same time, Fitch Ratings, a credit rating agency
upgraded the forecast evaluation of Russia’s “BBB” credit rating from the “stable” level to
the “positive” one.

In the first six months of 2008, Russia was assigned by both the rating agencies the
“BBB+” credit rating with a “positive” forecast.

In 2010, Standard&Poor's upgraded the credit rating of the Irkutsk Region, Surgut, the
Tomsk Region, the Yamalo-Nenetsk Autonomous Region and the credit rating forecast of the
Leningrad Region, Novosibirsk, the Republic of Saha (Yakutia), the Sverdlov Region, the
Tver Region and the Khanty-Mansiisk Autonomous Region.

At the same time, the credit rating of the Novgorod Region was withdrawn (Table. 19).

Table 19
Standard&Poor’s international credit rating in the 1** quarter of 2011.

In foreign currency /

Name of the issuer In national currency / Forecast

Forecast

1 2 3
Sovereign ratings
Russian Federation BBB/Stable/ BBB+/Stable/
Rating of regional and local authorities
Bashkortostan BB+/ Stable / BB+/ Stable /
Bratsk The rating withdrawn
Volgograd Region BB-/Negative/ BB-/ Negative /
Vologda Region BB-/ Negative / BB-/ Negative /
Urban District of Balashikha The rating withdrawn
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(continued) table 19

3

Dzerzhinsk

Irkutsk Region
Kaluga Region
Klin Region
Krasnodar Territory
Krasnoyarsk Territory
Leningrad Region
Lipetsk Region
Moscow

Moscow Region
Nizhny Novgorod
Novgorod Region
Novosibirsk

Omsk

Samara Region

St. Petersburg
Saha (Yakutia)
Sverdlov Region
Stavropol Territory
Surgut

Tatarstan

Tver Region
Tomsk Region

Ufa

Khanty—Mansiisk Autonomous
Region

Chelyabinsk Region

B—/Stable/
BB-/Positive/

The rating withdrawn
The rating withdrawn
BB/Stable/
BB+/Negative/
BB/Positive/

BB/ Stable /

BBB/ Stable /

The rating suspended
BB—/Positive/

The rating withdrawn
BB~/ Positive /

The rating withdrawn
BB+/Negative/

BBB/ Stable /

BB~/ Positive /

BB/ Positive /

B+/ Stable /

BB/ Positive /

The rating withdrawn
B+/ Stable /

B+/ Positive /

BB/ Stable /

BBB-/ Positive /

BB/ Stable /

Yamalo-Nenetsk Autonomous Region BBB-/ Stable /

B—/Stable/
BB-/Positive/

BB/Stable/
BB+/ Negative /
BB/Positive/
BB/ Stable /
BBB/ Stable /

BB-/Positive/

BB-/ Positive /

BB+/ Negative /
BBB/ Stable /
BB~/ Positive /
BB/ Positive /
B+/ Stable /
BB/ Positive /

B+/ Stable /

B+/ Positive /
BB-/ Stable /
BBB-/ Positive /

BB+/ Stable /
BBB-/ Stable /

The source: The Standard&Poor’s.
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4.1. The Macrostructure of Production

4.1.1. Main Trends and Factors of Economic Development in 2010

The macroeconomic situation throughout the year 2010 was characterized by an unstable
dynamics of its main indices. Growth over the year’s first half, which was sustained by the
favorable conditions on the world raw materials market, in the second half-year gave way to a
slower rate of economic development due to the effect of certain structural features of the
domestic market.

While in the first half-year 2010 the reestablished positive dynamics of investments in
fixed assets and an increasing retail turnover resulted in an acceleration of the rate of GDP
growth, in Q III the dominant factor that was influencing the value of that index was the slow-
down of the rate of industrial production growth and the declining volumes of agricultural
production. In the first half-year 2010 the value of production index in agriculture amounted
to 102.9 %, followed in Q III by a drop by 18.6 % on the same period of 2009. As a result, in
Q IT 2010 the rate of GDP growth declined to 2.7 % against 5.2 % in Q I and 3.1 % in Q I of
the same period of the previous year. Besides, in Q III the situation was further complicated
by the diminished effect of the external factors on the dynamics of economic growth.

In Q IV 2010, the impact of the factors created by an expanding investment and consumer
demand proved to be sufficiently strong to compensate for the diminished volumes of agricul-
tural output, and so the growth rate of GDP, according to preliminary estimates, rose to nearly
5.2 % on the same period of the previous year. As a result, GDP growth in 2010 amounted to
104 % as compared to the previous year’s level.

The structural peculiarities of the rehabilitative growth in 2010 were determined by an ac-
celerated growth of investments in fixed assets (106.1 % against the 2009 level) and retail
turnover (104.4 %). The industrial production growth index in 2010 amounted to 108.2 % of
its previous year’s level, including that for the processing industries — to 111.8 %, for the ex-
tracting industries — to 103.6%, and the production and distribution of electric energy, gas and
water — to 104.1 % The agricultural production volume amounted to 88.1 % of its 2009 level.
The dynamics of GDP was positively influenced by a rapid revival of exports. As demon-
strated by the results of 2010, the physical volumes of exports (as estimated by the methodol-
ogy based on the system of national accounts (SNA)) rose by 11.1 % on 2009, and so became
5.9 % higher than the level registered in the crisis year (Table I).

The slowdown in the rate of economic growth throughout the year 2008 and the economic
decline in 2009 resulted from the simultaneous shrinkage of external and domestic demand. A
comparative analysis of the conditions and factors that determined Russia’s exit from crisis in
1998 and 2008 has shown that in both cases the determining factor was a favorable change in
the external economic situation. From Q II 2009 onwards, alongside the gradual revival on
the world raw materials markets and the adaptation of financial and credit institutions to the
crisis situation, the rate of economic decline was also gradually becoming less pronounced.
The situation in Q IV 2009 and Q 1 2010 was determined by a robust growth in exports, and
from Q II 2010 — also by the reestablished positive development of the domestic market.
When analyzing the influence of the changes and structure of foreign trade turnover through-
out the crisis year 2009, one should take into consideration the fact that the decline in the
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physical volume of exports was rather mild in face of the plummeting volumes of imports. As
a result, in 2009 — for the first time after the 1998 crisis — the rate of growth of net exports
became positive, and thus produced a positive influence on the macroeconomic indices. In
2010, however, this trend disappeared. The shrinkage in the volume of exports in absolute
terms was registered since Q II 2010, and the effects of the foreign trade component in the
second half-year became markedly weaker (Fig. 7).

Table 1
Main Macroeconomic Indices for
2009 — 2010, As % of a Previous Year’s Level
2009 2010
Per Q Per Q
annum 1 11 111 v annum 1 11 111 v

Gross domestic product 92.1 90.7 89.0 91.4 97.1 104.0 103.1 105.2 102.7  105.0%
Investments in fixed assets 83.8 82.7 77.2 81.8 90.6 106.1 95.9 105.3 107.2  112.8*
Housing put in operation 93.5 102.5 99.7 98.8 86.4 97.0 91.7 107.5 85.9 100.5
Production volume in construction 84.0 80.7 80.7 82.8 89.3 99.4 91.9 99.9 102.2 105.6
Industrial production volume 90.7 84.5 86.4 90.4 101.8 108.2 109.5 110.9 106.4 106.5
Extraction of mineral resources 99.4 94.9 97.3 99.9 105.4 103.6 106.7 104.8 101.3 102.0
Processing industries 84.8 76.1 79.3 85.0 100.0  I11.8 112.1 116.3 109.5 109.9
Production of electric energy, gas and water ~ 96.1 94.9 94.5 94.0 101.4 104.1 107.7 102.6 103.9 101.6
Agricultural product 101.2 1023 100.8 99.0 105.2 88.1 103.6 102.3 81.4 91.8
Cargo turnover in transport 89.8 82.8 82.2 93.1 102.0 106.9 111.6 113.0 101.7 102.4
Cargo turnover in transport 95.1 100.4 94.9 91.4 94.5 104.4 101.7 105.3 105.9 104.1
Commercial services to the population 95.8 99.1 95.3 93.6 95.6 101.4 99.9 101.6 101.5 101.5
Foreign trade turnover 64.9 56.2 55.4 59.9 91.0 130.9 144.1 139.0 1259 119.9*
Real disposable money incomes 102.3 100.7 103.4 96.6 108.2 104.3 107.4 103.2 104.4 102.4
Real wages 96.5 99.2 96.1 94.8 99.3 104.2 103.1 106.1 105.1 102.4
Total number of unemployed 131.7 134.8 152.1 132.2 112.3 89.1 96.3 86.7 87.2 853
Number of unemployed, officially 148.9 126.5 157.4 163.0 152.3 90.0 114.2 91.1 81.0 91.2

registered

* Preliminary estimates.
Source: Rosstat.
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Fig. 1. GDP Changes, by Domestic and External Demand Components
in 2008 — 2010, As % of the Same Quarter of a Previous Year
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The specific combination of the rates of domestic and external demand had a decisive ef-
fect on the peculiarities of the post-crisis revival observed in 2010.

The initial conditions for the exit from the crisis were marked by a 9.8 % drop, in 2009, of
the physical volumes of output displayed by the main types of economic activity on the previ-
ous year, and a drop in the volume of imports by 30.4 %. The plummeting volume of imports
had a major impact on the dynamics and structure of the domestic market, because since 2005
the Russian economy had been characterized by an upward trend displayed by the share of
imports in trade turnover and investment expenditures. The high share of imported commodi-
ties was determining an adequate balance of demand and supply also on the investment mar-
ket. Although the dynamic growth of imports was conducive to the emergence of a competi-
tive environment, the high share of imports in retail turnover and in the volume of
investments in machinery, equipment and means of transportations was increasing the de-
pendence of the domestic market’s balance of commodity resources on the changes in the for-
eign economic situation. The simultaneous large-scale decline in the volumes of domestic
production and imports in the crisis years 2008 — 2009 was determining the specificity of the
structural changes that occurred on the domestic market. Early on in the crisis, the cumulative
effects of the shrinking demand, declining incomes of enterprises and the population alike,
and the drop in the ruble’s exchange rate resulted in a strengthened position of Russian pro-
ducers on the domestic market. However, in contrast to the period of 1999 — 2000, no leap in
the level of domestic production occurred this time, because while in 1999 — 2000 the positive
changes in domestic production resulted from an active involvement of idle competitive ca-
pacities and an accelerating rate of investments in fixed assets, the main factor that deter-
mined the improved situation on the domestic market in the first half-year 2009 was the avail-
ability of accumulated finished products.

The macroeconomic situation started to change from the second half-year 2009, when the
rate of economic decline began to slow down in response to the gradual rebound of the for-
eign market and the revival production in the extracting sector of industry. In Q I 2010 the
trend toward stabilization on the domestic market strengthened due to the reestablished posi-
tive dynamics of domestic production and imports. However, alongside a very slow revival of
domestic production of commodities and services for the domestic market, since early 2010
an expansion of imports has been registered. While growth on the domestic market amounts
to 6.2 %, and that of imports — to 25.4 %, the growth of domestic production of commodities
and services for domestic consumption is estimated to be at the level of 1.3 %, and that for the
foreign market — at the level of 11.1 %. The end of the 1998 crisis was characterized by stabi-
lization, in 1999, of domestic production for the domestic market in face of a remaining
downward trend displayed by the level of imports. In the period of 2000 — 2007, the rate of
domestic production of commodities and services was persistently increasing, while at the
same time, in terms of average per annum growth rate (which amounted to 107.3 %), it was
lagging behind both imports (119.7 %) and exports (108.4 %) (Fig. 2).
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Fig. 2. Changes in the Growth Rate of Domestic Demand

in 1999 — 2010, by Component, As % of the Same Period of a Previous Year

As the influence of imports on the domestic market became stronger in 2009 — 2010, it
caused some negative shifts in the overall supply structure where the share of imports in in-
vestment commodities was rapidly shrinking against the backdrop of a reorientation toward
the other two types of commodities intended to satisfy consumer and intermediate demand

(Table 2).

Table 2

Shares of Consumer, Intermediate and Investment Commodities in the Russian
Federation’s Total Imports (Based on Balance of Payments), as % of Result

Type of commodity
Consumer Investment Intermediate

2008

QI 45.0 22.6 324
QII 41.3 23.9 34.8
QI 43.6 24.2 32.2
QIvV 37.8 24.4 37.8
Per annum 41.8 23.8 344
2009

QI 46.8 18.6 349
QII 44.0 18.1 38.4
QI 42.9 20.6 36.5
QIvV 43.9 19.5 36.6
Per annum 44.3 19.7 36.0
2010

QI 43.5 16.8 39.7
QII 39.5 18.7 41.8
QIII 42.1 19.8 38.1

Source: Rosstat.
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The emergence of this trend was followed by an increasing share of imports in the retail
commodity resources. The opposite trend observed in 2009, when the share of imports in re-
tail commodities was shrinking, had disappeared. Thus, the share of imports throughout 2010
was systematically increasing, having achieved by Q III the level of 47 % (Table 3).

Table 3
Structure of Retail Commodity Resources in 2009 - 2010, %
. . Including
Retail commodity resources Domestic production Domestic production

2009

QI 100 55 45
QI 100 60 40
QI 100 59 41
QlLv 100 61 39
Year 100 59 41
2010

QI 100 56 44
Qu 100 58 42
QIII 100 53 47

Source: Rosstat.

An analysis of the dynamics of economic development broken down by component of ex-
ternal and domestic demand can serve as an illustration of its very high dependence on for-
eign trade. Lack of any significant structural changes, the development by inertia of both ex-
ports-oriented and end-demand production (based on extensive use of basic factors), and a
high share of imports in the resources available on the domestic market were determining the
low competitive capacity of the Russian economy in conditions of the post-crisis rehabilita-
tive growth in 2010.

4.1.2. Main Characteristics of the Use of GDP

The year 2009 saw a reversal of the formerly upward trend in the growth of investments
(which could be observed throughout the entire period of 2000 — 2008), and so, for the first
time since the 1998 crisis, a decline in the rate of investments in fixed assets was recorded
that was much more rapid than the changes observed in the dynamics of GDP. Over the year
2010, the rate of investments in fixed assets was initially, in Q I, determined by the effect of
the previous year’s factors. From Q II 2010 onwards, the value of this index became positive,
while the rate of quarterly growth began to accelerate. By the end of 2010, the rate of growth
displayed by investments in fixed assets amounted to 106.0 %, which is by 2 p.p. higher than
the rate of GDP growth. However, when estimating the significance of that index, one should
take into consideration the low base provided by its level recorded in 2009, when the decline
of investments in fixed assets amounted to 16.2 % and was much more pronounced than in
the crisis year 1998. As a result, in 2009 the index of investments in fixed assets amounted to
88.8 %, and that of GDP —to 95.9 % of the 2008 level (Fig. 3).

Against the backdrop of a global crisis and the dwindling incomes of the national econ-
omy, from late 2008 onwards there occurred a change in the gross national savings to end
consumption ratio. As demonstrated by the results of the year 2009, the share of gross savings
in GDP fell to 24.3 %, which is comparable to the value of that index recorded in the crisis
year 1998. In 2010, the share of savings in GDP increased to 28.0 %, while remaining well
below the average level recorded in the period of 2004 — 2008 (33.4 %).
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Fig. 3. Changes in Dynamics of GDP and Investment in Fixed Assets
in 1998 — 2010, As % of the Previous Year

In face of the then existing situation on the market for capital and savings resources, the
share of investments in fixed assets in GDP in 2009 dropped 19.4 % by comparison with the
last decade’s historic high of its average value of 20.7 % (recorded in 2007 — 2008). How-
ever, in 2010 the share in GDP of investments in fixed assets climbed to 20.5 % due to the
strengthening trend towards savings’ transformation (7able 4).

Table 4
Shares in GDP of Gross Savings, Total Accumulation and Investments
in Fixed Assets in 1998 — 2010, as % of Result

1998 1999 2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010

Gross savings 238 319 387 342 308 314 326 332 338 339 333 243 280

Total accumulation 15.0 14.8 18.7 21.9 20.1 20.9 20.9 20.1 21.2 24.2 25.5 18.9 21.8
Including:

total accumulation 162 144 169 189 179 184 184 178 185 210 223 220 210
of fixed assets

Investments in 155 139 159 168 163 166 168 167 176 202 213 194 205

fixed assets

Source: Rosstat.

The dynamic growth of end consumption sustained by increasing real incomes of the popu-

lation was one of the main factors that determined the upward development of the Russian
economy over the period of 2000 — 2008. While households’ end consumption over that pe-
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riod increased 1.91 times, the population’s real incomes rose 2.23 times, real wages — 2.85
times, and the real size of allocated pensions — 2.22 times.

The 2009 crisis had a painful effect on the population’s living standards and resulted in a
deeper downfall relative to the previous period than that during the 1998 crisis. While the rate
of growth of the population’s real incomes in 2009 was at the level of 1.9 %, that of end con-
sumption dropped on 2008 by 5.4 %, including end consumption by households — by 8.9 %. It
should be noted that the changes occurring in the index of households’ consumption was sig-
nificantly influenced by the decline of real wages by 3.5 % by comparison with the 2008
level, while the growth rate of wages in nominal terms displayed its historic low since
1998 — 7.8 %.
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Fig. 4. Changes in End Consumption Costs in GDP by Component
in 1998-2010 and by Quarter in 2008-2010, as % of Relevant Period

In 2010, the main indices describing the population’s living standards acquired positive
values, but one should bear in mind when estimating those values the effect of the low base-
line provided by the previous year’s level. Judging by the results of the year 2010, the cost of
end consumption relative to the previous year’s level rose by 2.1 %, including that by house-
holds — by 2.7 %, but the corresponding values actually amounted to only 98.7 % and 97.8 %
of the 2008 index. The growth of real incomes of the population in 2010 amounted to 4.1 %
as compared to the previous year’s rate and to 6.4 % as compared to 2008 (over the period of
20042008 the average per annum growth rate was 13.4 %). The specific features of the for-
mation of the population’s incomes were determined by the accelerating growth of social
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benefits allocated within the framework of the government programs aimed at sustaining the
population’s living standards. Within the structure of the population’s incomes the share of
social benefits rose from 13.2 % in 2008 to 14.9 % in 2009 and to 18.0 % in 2010. The aver-
age size of allocated pensions over the period of 2009 — 2010 increased 1.78 times (in real
terms —1.5 times). Changes in the size of wages took a milder character. The growth of real
wages in 2010 by 4.2 %, however, made it possible to neutralize the negative trends of the
previous year and to achieve the 2008 level.

In 2010, retail turnover rose by 4.4 %, including that of foodstuffs — by 5.1 %, and that of
nonfood commodities — by 3.8 %.

The consumer price index in 2010 amounted to 108.8 %, thus remaining at the previous
year’s level. At the same time, the prices of foodstuffs rose to 112.9 % against 106.1 % in
2009, and those of nonfood commodities —to 105.0 % against 109.7 % (Fig. 4).

4.1.3. Changes in the Structure of GDP, by Source of Income

A dynamic growth of the population’s incomes represents one of the typical features of
economic growth in the Russian economy. The activity on the domestic market is sustained
by growth of real wages and is associated with redistribution of incomes from companies to
the population. The share of wages in GDP rose to 52.8 % in 2009 and to 50.2 % in 2010
against its mean index of 46.1 % recorded over the period of 2002 — 2008 (7Table 5).

Table 5
Structure of GDP Formation, by Source of Income
in 2008 — 2009, as % of Result, in Current Prices
2008 2009 2010
Per annum  Per annum Q Per annum Q
1 I 111 v | I I v

Gross domestic 100 100 100 100 100 100 100 100 100 100 100
product
Including:
Wages of hired 46.7 52.8 56.9 533 47.9 50.1 50.2 52.1 50.1 48.1 50.8
labor, including
hidden remuneration
and mixed incomes
Net taxes on produc- 19.2 16.7 143 15.6 17.4 17.8 18.1 17.5 18.4 17.0 19.1
tion and imports
Gross profit in the 34.1 30.5 28.8 31.1 34.7 32.1 31.7 30.4 31.5 349 30.1

economy and gross
mixed incomes

Source: Rosstat.

Within the structure of employed population the share of persons who were not working
under employment contracts constituted only 8 %; these are employers who employ labor
force at their own enterprises on a permanent basis; and self-employed persons. This phe-
nomenon determined the specificity of the formation of the structure of GDP incomes and the
population’s incomes. More than 66 % of the population’s incomes in 2010 was formed by
wages paid to the employed, while the share of incomes from entrepreneurial activity and
property was shrinking.

A typical feature of Russia’s national economy has become a high degree of differentiation
of mean wages by type of economic activity. In industry, the degree of differentiation of
wages is determined by an increasing gap between the levels of wages in the extracting and
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processing industries. In 2010, the amount of wages charges in nominal terms in the sector of
extraction of mineral resources was 1.8 times higher than the average level of wages across
the entire economy, including in the sector of fuel extraction by 2.2 times. Wages in the proc-
essing industries amounted to 90 % of the economy’s average and 45 % of the index recorded
in the extracting industries. The mean value of the index of charged wages was exceeded 2.3
times in the sectors associated with the production of petroleum products and transportation
of mineral fuel and energy resources, as well as in the financial sector. In the spheres of edu-
cation and public health care wages dropped to 66 — 76 % of the economy’s average. The spe-
cific forms of remuneration depending on types of economic activity had a significant influ-
ence on the structure of incomes and expenditures, on the population’s consumer demand, on
the type of employment and the distribution of labor resources across the economy.

The level and share of remuneration received by hired labor in the structure of GDP had a
dominating effect on the social parameters, including the labor market. In the crisis conditions
of 2009 the number of the employed in the economy dropped to 69.4 mln persons against 70.9
mln persons in 2008, resulting in a climb of the rate of total unemployment to 8.4 % against
6.4 %.

The year 2010 saw a continuation of the implementation of anti-crisis measures aimed at
supporting the labor market. A total of 39.5 bn Rb was allocated from the federal budget to
subsidies granted to the budgets of subjects of the Russian Federation so that they could lower
the level of tension on their labor markets within the framework of regional programs. In
2010, as compared to 2009, the number of employed in the economy rose by 0.4 min, thus
amounting to 69.8 mln persons. The level of unemployment, as demonstrated by the results of
the year 2010, dropped to 7.5 % against 8.4 % one year earlier, while the overall number of
unemployed (as estimated by the ILO methodology) amounted to 5.6 mln against 6.3 min in
2009. The number of unemployed who were officially registered with government employ-
ment agencies slid to 2.2 mln, while the level of registered unemployment became 2.5 %
against 3.0 % in early 2010. The improvement of the general situation in the national econ-
omy was associated with a stable downward trend displayed by the number of those employed
persons who worked part-time, were kept on leave or idle — their number decreased from
1.6 mln in January 2010 to 0.9 mIn in November 2010.

The tension coefficient (the number of unemployed persons registered with government
employment agencies per 100 vacancies) between January and November 2010 decreased
from 310.6 to 177.3 (Table 6).

Table 6
Dynamics of the Main Labor Market Indicators in 2009 — 2010
2009 Q 2010 Q
1 1 m___ v 1 1 v
1 2 3 4 5 6 7 8 9 10 11

Number of employed in national economy, 69.4 68.2 69.4 70.4 69.5 69.8 68.0 70.0 71.1 70.1
min

Number of unemployed, min 6.3 6.8 6.5 6.0 6.0 5.6 6.6 5.6 5.2 5.2
Level of unemployment, as % of economi- 8.4 9.1 8.6 7.8 8.0 8.8 8.8 7.4 6.8 6.9
cally active population

Number of unemployed, registered with 2.1 2.0 22 2.1 2.1 2.2 22 2.0 1.7 1.5
government employment service, min

Level of registered unemployment, as % of 2.8 2.6 2.8 2.7 2.7 25 3.0 2.7 22 2.1

economically active population

Average monthly wages of organizations’ 18,785 17,441 18,419 18,673 20,626 21,090 19,485 20,809 21,031 23,045
employees, in nominal terms, Rb
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Table 6 (continued)
1 2 3 4 5 6 7 8 9 10 11
as % of relevant period of previous year

Number of employed in national economy 97.8 97.7 97.1 97.9 98.7 100.6 99.6 101.0 101.0 100.9
Number of unemployed 131.1 1348 1521 1322 1120 89.1 96.3 86.7 87.2 85.2
Number of unemployed, registered with 148.0 126.5 1574 163.0 1532 90.0 114.2 91.1 81.0 74.9
government employment service, mln

Average monthly wages of organizations’ 108.5 112.8 108.0 105.7 108.1 111.3 1105 1124 111.6 1107
employees, in nominal terms

Average monthly wages in real terms 97.2 99.2 96.1 94.8 99.0 104.2 103.1  106.1 105.1 102.4

Source: Rosstat.

It is noteworthy that, while in the period of 2000 — 2008 changes in the demand for labor
were determined by a shift in employment towards the services sector, during the 2009 crisis
the most critical situation was observed in trade, as well as in industry and construction. In
recent years employment was on the decline in nearly all the branches of industry, with the
most rapid rates of decline in the processing industries. If in 2008 the number of employed in
the processing industries dropped on 2004 by 596 thousand, and in the extraction of mineral
resources sector — by 44 thousand, in 2009 the drop on the previous year in the average per
annum number of employed amounted to 806 thousand and 44 thousand respectively. The
formation of that trend occurred against the backdrop of a declining growth rate of labor pro-
ductivity (Table 7).

Table 7
Changes in Labor Productivity in the National Economy
of the Russian Federation, as % of Previous Year
2003 2004 2005 2006 2007 2008 2009
On the whole, across national economy 107.0 106.5 105.5 107.5 107.5 104.8 95.8
Including:

Agriculture, hunting and forestry 105.6 102.9 101.8 104.3 105.0 110.7 105.0
Fishery and fish-breeding 102.1 104.3 96.5 101.6 103.2 95.5 109.2
Extraction of mineral resources 109.2 107.3 106.3 103.3 103.1 101.0 107.5
Processing industries 108.8 109.8 106.0 108.5 108.4 102.6 96.1
Production and distribution of electric energy, 103.7 100.7 103.7 101.9 97.5 102.1 96.3
gas and water

Construction 105.3 106.8 105.9 115.8 112.8 109.1 91.4
Wholesale and retail trade 109.8 110.5 105.1 110.8 104.8 108.1 92.1
Hotels and restaurants 100.3 103.1 108.5 109.2 108.0 109.2 87.1
Transport and communications 107.5 108.7 102.1 110.7 107.5 106.5 100.1
Operations with immovable property, lease and re- 102.5 101.3 112.4 106.2 117.1 107.9 96.7
lated services

For reference: 110.9 110.6 112.6 113.3 117.2 111.5 96.5

real wages

Source: Rosstat.

The low effect of the use of production factors was one of the main caused of the decline
in the Russian economy’s competitive capacity. A negative influence on the qualitative indi-
ces of economic development was exerted by the considerable gap between the rate of labor
productivity and the level of remuneration in favor of the latter, which was visible across the
entire economy even in crisis conditions. However, opportunities for any further growth in the
level of remuneration became rather severely restricted as a result of a changed competitive
environment on the commodity markets due to the strengthening of the ruble and a similarly
increasing pressure of imports.
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A comparison between changes in the indices of the population’s employment rate, remu-
neration level and GDP has demonstrated that an accelerated growth of wages against a
slower growth of labor productivity increased the load on the economy and was reflected in
the results of financial activity.

Positive changes in the economy improved the financial status of businesses. As shown by
operative data, in January — September 2010 they achieved a positive aggregate financial re-
sult in the amount of 4,305.5 bn Rb, which is by 51.7 % higher than the same index for the
previous year. However, despite the presence of some positive trends, the pre-crisis rate of
return indices have not yet been achieved for the entire national economy. The rate of return
on sold commodities, products and work, as seen by the results of January — September 2010,
was 11.6 %. Production decline and other manifestations of the crisis had different inmplica-
tions depending on the type of activity, and so development in 2010 was uneven and had cer-
tain specificities. The most profitable type of activity in January — September 2010 remained
the extraction of mineral resources.

The favorable situation on the world market for energy carriers make it possible for the
companies operating in that sector to receive, in January — September 2010, an aggregate
positive financial result in the amount of 959.4 bn Rb, which is by 45 % higher than the same
index for the previous year. The financial situation of the businesses operating in the process-
ing industries also improved: as seen by the outcome of the period of January — September
2010, their aggregate financial result was 1,134.6 bn Rb, which is by 59.7 % higher than the
previous year’s level.

Due to instability of the business activity in the construction sector, the aggregate financial
result for January — September amounted to 49.7 bn Rb, or only 80.7 % of the value of the
same index for 2009.

Last year’s anomalous climatic situation had a negative effect on agricultural output and,
consequently, on the financial results achieved by the organizations operating in that sector.
The aggregate financial result for the period of January — September in agriculture amounted
to 54.9 bn Rb, which is by 12.5 % below the value of the same index for 2009. At the same
time, the losses incurred by agricultural organizations rose by 84 % on January — September
2009 (Table 8).

According to our decomposition ' of quarterly indices (Table 9, Fig. 5), in 2009 — 2010 the
rate of GDP growth increased on the average by 29 % due to changes in labor input, but the
contribution of that component during the period under consideration was shrinking (from
41.8 % in Q 12009 to 30.5 % in Q III 2010). A more substantial contribution to the rate of
GDP growth was made by changes in the volume of capital input in the process of production,
which on the average accounted for 54 % of growth.

By comparison with the previous years the first two quarters of 2009 were marked by cer-
tain shifts in the structure of GDP growth, namely a declining contribution of capital input
with a simultaneously increasing contribution of labor input. These structural changes re-
flected the way in which the crisis phenomena in the economy were influencing the behav-
ioral strategies of producers who, while adjusting to new economic conditions, tend to apply a
more flexible instrument — labor input management. Beginning from the second half-year
2009, there occurred a revival of the previously existing structure of output growth (typical of

' For more details concerning our methodology, see Faktory ekonomicheskogo rosta. Nauchnye trudy N 70.
[Factors of Economic Growth. Scientific Works No 70.] M. IET, 2003. www.iet.ru
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the pre-crisis period), which is characterized by a considerably larger contribution of capital
input than that of labor input.

Table 8
Rate of Return on Commodities, Products, Work, Services and Assets Sold
by Organizations, by Type of Economic Activity, in January — September
2008 — 2010, as %

For reference

Return on sold commodi-
January — September September

ties, produc.ts, work, ser- Return on assets 2010 to January — Sep- 2010 to
vices tember 2009 December
2009
rate of physical .
2008 2009 2010 2008 2009 2010  financial  volume price
. indices
result index
Total 15.8 11.2 11.6 6.8 3.8 5.1 152.6 104.8
Including: 15.0 11.4 12.2 4.5 2.9 2.5 90.7 89.3 108.3
agriculture, hunting and forestry
fishery and fish-breeding 10.7 259 25.0 4.8 13.0 12.5 121.5 90.0
extraction of mineral resources 36.2 313 32.8 14.6 8.5 10.4 145.0 104.2 101.8
processing industries 20.6 12.3 14.4 12.1 39 6.0 159.7 112.6 110.5
production and distribution of 3.6 7.3 6.9 0.6 29 3.6 140.7 105.1 113.6
electric energy, gas and water
construction 5.6 5.0 4.1 2.6 1.5 1.2 80.9 99.2 107.3
wholesale and retail trade; repair 11.3 7.0 8.3 7.0 3.6 5.7 169.9 104.4 106.2
of motor vehicles, motorcycles,
household appliances and personal
items
transport and communications 16.4 15.8 15.0 5.0 3.9 3.7 115.8 145.0

Source: Rosstat.

The main factor determining the dynamics in rate of output growth in 2009 was TFP (total
factor productivity), whose changes can on the average account for 73 % of the rate growth;
in 2010 the contribution of that component in the majority of periods was negative.

The negative changes in labor input resulting from the financial crisis first appeared in
late 2008 and then persisted in the dynamics of economic indices in 2009 — the year that saw
the shrinkage of both the number of employed and their working time. In 2010, the rate of
growth demonstrated by labor input was positive (0.8 % in Q I; 1.4 % in Q II; and 0.8 % in Q
I1T), but nevertheless it was far behind the rate of decline observed over the previous year, so
that the newly achieved level of labor reserves and the intensity of their use was lower than
the corresponding indices recorded in 2007 — 2008.

The structure of labor input in the period under consideration was uneven, which reflected
the economic instability on the labor market. In Q I 2009 the shrinkage of labor input was
largely determined by the shorter working hours, the contribution of that component to the
rate of GDP growth was nearly twice as high as the rate of output growth, which in its turn
was determined by the declining number of employed. In Q II the slowdown in the rate of
shrinkage of working hours was accompanied by a more rapid downslide in the number of
employed, so in that period the contribution of both these components of labor input was
practically the same. From Q III onwards the rate of decline demonstrated by labor reserves
and the intensity of their use became slower, but this process was more rapid with regard to
the latter component. As a result, in the second half-year 2009 the most significant component
of labor input that determined its contribution to the rate of GDP growth was the dynamics of
labor reserves. In the first two quarters of 2010, manipulating the length of working hours
once again became the main instrument of adapting the labor market to changes in the market
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situation: in Q I the shift of the rate of labor input growth towards positive values occurred
exclusively due to longer working hours against the backdrop of the continuing shrinkage of
the number of employed; in Q II, although the number of employed also began to increase,
the intensity of the use of labor reserves remained the dominant factor that was determining
the amount of input labor. In Q III, labor reserves were increasing at a somewhat higher rate
than the intensity of their use.

Table 9
Structure of the Rate of GDP Growth
(as Compared to the Same Period of Previous Year)'

QI2009 QII2009 QIIM2009 QIV2009 QI 2010 Q112010 m%‘fgter

Growth rate

GDP -93 -11.0 -8.6 -29 3.1 5.2 2.7
1. Factor inputs -49 —-42 —-42 1.0 5.0 5.0 5.7
I.1. Labor -39 -3.0 -19 -0.8 0.8 1.4 0.8
Employment -13 -1.5 -1.0 -0.7 -0.2 0.5 0.4
Working hours -2.6 -1.5 -09 -0.1 1.0 0.9 0.4
1.2. Capital -1.0 -12 -23 1.7 42 3.7 49
Fixed assets 1.4 1.5 1.6 1.5 1.5 1.5 1.7
Use of production capacities * -24 -2.7 -39 0.2 2.7 2.2 3.2
II. TFP -44 -6.8 -4.4 -39 -1.8 0.2 -3.0
as % of rate GDP growth rate
GDP 100.0 100.0 100.0 100.0 100.0 100.0 100.0
I. Factor inputs 52.6 383 49.0 -32.7 158.6 97.1 211.6
I.1. Labor 41.8 27.7 22.5 26.2 24.7 26.6 30.5
Employment 14.3 14.0 11.7 22.5 -6.5 9.3 16.0
Working hours 27.5 13.7 10.8 3.7 31.2 17.4 14.5
1.2. Capital 10.8 10.7 26.5 -59.0 133.9 70.4 181.0
Fixed assets —154 -13.7 —18.8 -51.6 46.4 29.0 61.4
Use of production capacities 26.1 243 453 -73 87.6 41.5 119.6
II. TFP 474 61.7 51.0 132.7 —58.6 2.9 -111.6

* The estimates of the changes of the use of production capacities across the national economy are based on the
data on the volume of the actually consumed electric energy.

Similarly to the situation with regard to labor cost, the manifestation of the crisis phenom-
ena in the economy was the presence, in the overall dynamics of the capital input index, of a
period during which the value of that index was on the decline. However, the duration of the
period itself was shorter: instead of late 2008, it began in Q I 2009, while the shift of the capi-
tal input growth rate towards positive values was observed as early as Q IV of the same year.

In the first half-year 2009, the contribution of capital input to the rate of GDP growth
amounted to almost one-third of that of labor input; in Q III, the contributions of these two
components became equal. In Q IV 2009, capital inputs remained the sole factor that had a
negative impact on the rate of GDP growth, i.e., it was the only index whose value was dem-
onstrating growth in face of shrinking output. In 2010, capital inputs were growing at an ac-
celerated rate as compared to GDP, which explains the dominant role of that component in the
structure of output growth.

! The deviation from the previously published results occurred due to changes in the data published by Rosstat.
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In 2009 — 2010, the main factor determining the character and direction of the changes dis-
played by capital inputs in the first three quarters of 2009 was the volatile intensity of the use
of industrial production capacities. The rate of growth in the intensity of the use of capital in-
puts demonstrated a decline in January — September 2009, which then gave way to an upward
trend from Q IV onwards. The mean quarterly growth rate over that period was 0.9 p.p. (in
accordance with linear trend — by 1.2 p.p.").

The rate of growth of capital reserves remained positive throughout the entire period under
consideration, although when broken up by quarter it demonstrated a slight decline — from 3.3
% in Q 12009 to 3.0 % in Q III 2010. In accordance with our estimation methodology,
changes in capital reserves are determined by the changing volume of investments in fixed
assets, whose the rate of growth remained negative until Q II 2010. At the same time, in spite
of the growth of investments observed in Q II and III 2010, their volume in real terms re-
mained not only below the 2008 level, but also below that of 2007. Thus, the declining
amount of funds allocated to renewal and restoration of fixed assets, with due regard for the
significant degree of their depreciation, resulted in a quarterly decline of the growth rate of
capital reserves by 0.05 p.p.

14.0
12.0
[JFinal Residual
10.0
8.0
6.0 [ Growth of Oil Prices
4.0
2.0 B Degree of use
of industrial production
00 capacities

2.0 M Fixes assets

-4.0

-6.0 Working time

-8.0

-10.0
BE Number of employed

-12.0

-14.0
12009 112009 IIL2009 IV 2009 12010 112010 I 2010

Fig. 5. By Factor Decomposition of GDP Growth (as Compared with the Same Period
of Previous Year), with Estimates of the Effect of Oil Prices

! Growth rate changes are estimated by linear trends in order to lower the dependence of the resulting estimates
on the specific choice of the first and last quarters of the period under consideration.

* In absence of quarterly statistics, the growth estimates of fixed assets are plotted on the assumption of con-
stancy of the coefficient of their withdrawal and a constant share of investments earmarked for their renewal. In
should be noted that the estimate obtained in this manner may be biased because it will not take into considera-
tion the time lag between the moment when investments are received and the moment of their actual implemen-
tation.
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The contribution of unexplained residual (total factor productivity) during the period under
consideration is rather controversial. In 2009, that component was the dominating factor,
which determined on the average 73 % of the rate of GDP decline. In Q I and III 2010, the
rate of TFP growth remained negative, thus being responsible for its negative (and suffi-
ciently significant) contribution to the rate of output growth; in Q II the contribution of TFP
was positive but no more than 3 %. In this connection, similarly to all the other components
considered earlier, the dynamics of total factor productivity demonstrates a downward trend
with regard to the rate of its decline, with a quarterly average of 0.2 p.p. (or 0.7 p.p. in accor-
dance with a linear trend). However, in contrast to the input of the main factors, this slow-
down in the rate of its decline is insufficient for achieving a positive TFP dynamics.

It should be noted that the meaning of TFP after a decomposition of the growth of value
indices (as represented by GDP) becomes somewhat different from the traditional understand-
ing of technology-related productivity. The estimation by TFP describes not only the changes
in the intensive (and primarily ‘technological’) components that are conducive to an increased
production performance, but also the exogenous shocks, the influence of other indices that are
excluded from the estimation of the input of the main factors, and the shifts determined by the
uneven character of output prices and capital input', among which a significant role (espe-
cially in the short term) is played by the changes related to the dynamics of world oil prices.

In accordance with our results,” changes in oil prices (with the exception of Q IV 2009)
largely determined the rate of growth of both TFP and GDP. On the average in the period un-
der consideration, changes in the price factor determined approximately 60 % of the rate of
output growth, whereas only about 42 % was determined by technology-related productivity
(final residual). Besides, after the prices on the world raw materials markets were taken as a
separate factor, the changes in the rate of the technology-related component’s growth became
different from TFP dynamics: the rate of final residual’s growth was positive or close to zero
only in January — September 2009, and then from Q IV the technology-related component
demonstrated a stable decline. On the whole, during that period the dynamics of final residual
was characterized by a slower rate of growth, on the average 1.1 p.p. per quarter (or 1.8 p.p.
in accordance with linear trend).

Thus, the changes in the rate of GDP growth that were observed in 2009 — 2010 were ac-
companied by a certain transformation in the structure of its determining factors. It was char-
acterized by a declining contribution of capital input, with a simultaneously increasing contri-
bution of labor input, while in 2009 the role of total factor productivity remained
predominant, and then in 2010 capital input once again began to play a dominant role against
the backdrop of negative contribution of TFP. In this connection, changes in the growth rates
of both labor input and capital input are determined in the main by fluctuations in the degree
of their use (the length of working hours and the intensity of the use of production capacities).

" A price-based estimate of productivity coincides with a ‘physical’ one if the economy is in conditions of a
long-term equilibrium and perfect competition. In other words, this coincidence takes place when all possible
exogenous chocks are taken into account in the current equilibrium of the system.

* The singling out of the conjecture component within TFP and the conduct of the further decomposition of the
growth rate of output are based on the presence of a statistically significant interrelation between the growth rate
of GDP and the growth rate of world oil prices, which is estimated with a regression analysis of annual data for
the 1999-2009 period. The resulting ‘final remainder’ purged of the influence of price fluctuations on world raw
materials markets is a more correct characteristic of technological productivity, i.e., the intensive component of
growth in output.
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The rates of growth displayed by nearly all the extensive components (with the exception
of fixed assets) were changing in a similar way: a negative rate of growth in 2009 followed by
a shift towards positive values in late 2009 — early 2010.

On the average, in 2009 — 2010 the contribution of productivity factors to GDP growth
amounted to approximately 18 % without oil prices (— 42 %), after the estimates of the contri-
bution of price fluctuations on international raw materials markets were excluded. In this con-
nection, it should be noted that in Q IV 2009 — 2010 the estimates of technology-related pro-
ductivity were demonstrating a negative rate of growth.

4.1.4. The Dynamics and Structure of Production, by Type
of Economic Activity

During the 2008 crisis, a decline in the rate of production was first recorded in the export-
oriented industries, and then it spread into the processing industries whose development had
been demonstrating a high rate of growth for a number of years. In Q IV 2008, for the first
time after the 1998 crisis, a negative rate of development was observed in industry. The crisis
in industry was marked by a rapid production decline in the processing industries. Until mid-
2009 the situation was determined by the influence of inertia and the factors that had emerged
during the acute phase of the financial crisis in 2008. The deepest slump in production with
regard to the main types of economic activity was recorded in the first half-year 2009, when it
amounted to only 13.9 % of the level recorded in the same period of the previous year. The
drop in industrial production in the first half-year 2009 amounted to 14.5 %, including 22.3 %
in the processing industries. Investments in fixed assets in that period dropped by 10.5 %, and
those in the consumer market shrank by 2.5 %. The unemployment indices at that time
reached their historic high — 8.8 % of the total number of employed.

From the second half-year 2009, in response to a revival of the external demand coupled
with the anti-crisis measures, the situation began to improve, and so the year’s results on the
whole demonstrated that industrial production dropped by 9 % of the previous year’s level,
including by 0.6 % in the extracting industries and by 15.2 % in the processing industries.
However, the situation was complicated by the persisting downward trends on the consumer
and investment markets. As seen by the results of the year 2009, retail turnover dropped by
4.5 %, and investments in fixed assets — by 16.2 %.

With the rebound in demand on the international and domestic markets for energy carriers,
the growing rate of extraction of mineral resources in Q IV 2009 once again triggered devel-
opment in the processing industries. Growth of industrial production in the first half-year
2010 amounted to 110.2 %, including by 105.8 % in the extracting industries and by 114.3 %
in the processing industries.

In Q II 2010 there occurred a slowdown in the rate of economic growth as a result of a
drop by 18.6 % on the same period of the previous year in the volume of agricultural produc-
tion. as well as a slower growth of exports. The industrial production index in Q IIT 2010
amounted to 106.3 %. However, in Q IV, alongside a sufficiently high growth rates displayed
by investments and the consumer market, the rate of growth in industry was recorded at the
level of 6.5 %, including 9.9 % in the processing industries (Fig. 6).
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Fig. 6. Changes in the Rate of Production Growth in Industry, by Type
of Economic Activity, in 2000 — 2010, as % of the Same Period of a Previous Year

The rate of development in the processing industries differs rather significantly depending
on the type of economic activity, with the strongest influence on the specificity of rehabilita-
tive growth being exerted by the ratio between the rates of production of capital and consumer
commodities. While the rates of production of foodstuffs, leather products and footwear, coke
and petroleum products, chemicals, and rubber and plastic products in 2010 rose above their
pre-crisis level, the production of machinery and equipment, means of transportation and met-
allurgical products were below their 2008 indices (Table 10).

In view of the sufficiently strong fluctuations of the rate of growth between different types
of activity across the processing industries, the plummeting rate of output in machine-building
became a dominnt factor that negatively influenced the level of business activity in related
industries (construction materials and other types of intermediate commodities). The slump in
the machine-building complex from Q IV 2008 onwards entered an acute phase, and the rate
of production there throughout the year 2009 was far below the average level production in
the processing industries.

In 2010, the rate of development in machine-building shifted towards positive values.
Thus, in particular, the measures undertaken by the government in order to support the motor-
car industry, including those designed to promote demand, resulted in a revival of domestic
production growth.
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Table 10
Production Indices, by Type of Activity, in the Processing Industries
in 2008 — 2010, as % of the Same Period of a Previous Year

2008 2009 QI QI QmI QIV 2010 QI QI QmI QIV

Processing industries 100.5 76.1 79.3 85.0 100 111.8 112.1 116.3 112.6 109.9
Production of foodstuffs, 101.9 99.4 97.5 97.5 97.8 103.9 105.4 103.8 106.4 105.4 105.9
including beverages and to-

bacco

Production of textiles and 94.6 83.8 79.1 78.0 82.6 95.9 112.1 110.2 115.6 111.4 111.3
garments

Production of leather, leather 99.7 99.9 85.8 97.3 104.5 112.3 118.7 126.3 120.0 111.4 118.4
products and footwear

Timber processing and timber ~ 99.9 79.3 71.7 74.7 79.8 92.4 111.4 111.1 112.6 111.4 110.5
products

Pulp and paper production, 100.3 85.7 78.1 82.9 86.3 96.5 105.9 106.7 109.3 106.7 97.8
publishing and printing

Production of coke and petro-  102.8 99.4 95.8 99.8 100.2 101.6 105.0 104.7 105.3 103.5 106.4
leum products

Chemical production 95.4 93.1 77.9 86.4 91.9 123.1 114.6 123.8 115.7 112.5 108.1
Production of rubber and 122.8 87.4 72.7 84.7 89.3 101.4 121.5 122.8 119.2 121.9 122.4
plastic products

Production of other non-metal ~ 72.5 72.5 63.5 66.6 75.0 85.1 110.7 104.9 114.2 109.1 113.2
mineral products

Metallurgy production and 97.8 85.3 70.0 75.2 86.3 114.4 112.4 118.8 119.6 107.3 104.8
production of finished metal

products

Production of machinery and 99.5 68.5 56.5 62.5 70.7 87.8 112.2 109.1 130.5 101.4 110.5
equipment

Production of electrical, elec- ~ 92.6 67.8 56.8 61.3 69.9 82.4 122.8 130.4 127.5 117.3 119.3
tronic and optical equipment

Production of means of trans-  100.4 62.8 61.0 59.2 56.7 74.3 132.2 113.3 141.2 138.1 1359
portation and transport

equipment

Other industries 98.3 79.3 67.3 70.7 82.7 98.5 117.7 130.7 1354 117.1 111.4

Source: Rosstat.

Over recent years, imports have continued to significantly influence the rate and character
of development in the machine-building sector. This phenomenon occurred due to the fact
that the very low competitive capacity of many types of machines and equipment by compari-
son with their imported foreign counterparts in terms of the price/quality criterion, as well as
lack of proper capacities for the production of state-of-the-art technologies imposed consider-
able restrictions on the market available for the domestic machine-building products. The in-
fluence of imports varies significantly between different sectors of the economy and com-
modities markets. Growth of imports on the market for investment-linked machine-building
products was one of the main factors that promoted investment projects, modernization of
production the implementation of technological innovations. At the same time, imports com-
petition became more acute, in particular in sectors like machine-tool manufacture, agricul-
tural machine-building, production of construction machines and the motor car industry.
These industries were characterized by low levels of investment activity, high rates of depre-
ciation of fixed assets, backward technologies; one of the promising areas of development
there was the transfer of foreign companies manufacturing facilities into Russia’s territory
(assembly plants). An accelerated output growth demonstrated by companies with the partici-
pation of foreign capital was altering the competitive environment and promoted the tradi-
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tional types of production. However, it were those types of production that proved to be the
most vulnerable ones in crisis conditions, because for many years no relevant steps had been
taken in order to promote the production of parts by domestic enterprises. Given the well-
developed network of inter-branch links in machine-building in general and in the motor-car
industry in particular, the plummeting output there had a very painful effect on related indus-
tries and the infrastructure, as well as the employment level.

The 2008 crisis hit hard the Russian motor industry: domestic producers were forced to
temporarily halt their conveyer belts and to cut their personnel. The dramatic drop in demand
negatively influenced production development (among other things, because of the unattrac-
tive terms of consumer credits, declining incomes of the population, and overproduction
which resulted in increased stock reserves, as well as difficulties experienced by domestic
companies when trying to attract credits for replenishing their current capital). The foreign
producers operating in the territory of Russia suffered from the instability of the currency ex-
change rate, because the bulk of spare parts (80 — 100 %) was being imported from the far
abroad. Thus, the once very promising Russian market for motor vehicles quite soon began to
resemble the stagnating European market, the only difference being that the number of pas-
senger cars per capita in the Russian Federation had never reached the indices typical of West
Europe. As a result of the crisis, in 2009 the production level in the Russian motor industry
dropped by 60 %, including a drop in the production of domestic brands by 36.7 % as com-
pared to the pre-crisis year 2008, in the production of foreign brands by 47.2 %, and in the
import of new cars by 39.7 %.

The roles of raised import duties and the ruble’s depreciation were roughly equal, in that
the expenditures of Russian sellers rose by nearly 50 % (ruble-denominated). As a result, im-
port of second-hand cars became unprofitable, because their price was higher than that of the
foreign-brand cars manufactured in Russia. In this connection, while total sales of imported
cars dropped by more than 3.7 times, the sales of new cars dropped 2.5 times, and those of
second-hand cars — more than 25 times. The leader in the decline of motor car sales became
the passenger car segment as a result of increased import duties.

The program of anti-crisis measures adopted by the Government of the Russian Federation
for 2009, including the measures designed to regulate customs tariffs, made it possible for
Russian car manufacturers to overcome the consequences of the economic crisis and to avoid
bankruptcies and production stoppages through increasing their market share and thus com-
pensating them for their losses resulting from the general drop in sales on the market. Besides,
it created additional incentives for the founding of strategic alliances between biggest Russian
and foreign producers.

In order to promote investments and the general financial rehabilitation of enterprises, gov-
ernment guarantees were granted to motor car manufacturers. The Open-end Joint-stock Com-
pany Avtovaz received financial support. Besides, companies’ debts were restructured and the
interest rates on credits attracted for the purposes of technological upgrading were subsidized.

In 2010, in addition to the previous decisions, the following measures were planned:

e continuation of the program for granting preferential credits to individuals willing to pur-
chase motor cars of the Russian make;

e prolongation of the mechanism for government purchases of motor cars from Russian
producers recognized as ‘sole suppliers’;

e launching of the program that envisages the purchase by individuals, with a discount of
50,000 Rb, of new Russian motor cars in return for old cars submitted by them for dis-
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posal; the funding allocated for the program amounts to 11.05 bn Rb; it is planned to util-
ize up to 200,000 cars in this manner;

e the decision concerning the continuation of subsidizing Russian motor car manufacturers
in order to compensate them in part for the payment of interest on credits attracted for the
purposes of technological upgrading.

The government anti-crisis measures stabilized the situation, and so motor car output
growth in 2010 was 1.7 times higher than the same index for 2009, including a twofold
growth of output of passenger cars, a 1.65 times increase in the output of freight motor vehi-
cles and a 1.26 increase in that of buses. Experts predict that the pre-crisis level of the motor
vehicle market will be once again achieved by 2013 —2014.

Nearly all the newly introduced measures had a positive effect on production and the situa-
tion on Russia’s motor vehicle markets, and also moderated the negative processes on the la-
bor market. While recognizing the significance and efficiency of the short-term anti-crisis
measures, it should be emphasized that the stability of development on the motor vehicle mar-
ket will depend on adequate solutions to the existing fundamental problems and on the im-
plementation of an equally adequate strategy for developing the motor car industry.

The current situation in the Russian motor industry is rather controversial. The rapid
growth of the domestic market in the period prior to 2008 sustained by the increasing incomes
of the population and expanding consumer crediting as well as by the strengthening of the na-
tional currency was accompanied by structural changes in demand, when the share of domes-
tic producers on the motor car market was shrinking alongside a simultaneous intensification
of competition inside certain price segments between the foreign-brand cars assembled in
Russian territory and imported new motor cars.

The government policy aimed at attracting foreign investments into the motor industry
benefited end consumers, but were still insufficient for ensuring a comprehensive develop-
ment and restructuring of the motor industry.

A significant impact on the dynamics of production was produced by the government pro-
gram ‘The Experiment Designed to Promote the Acquisition of New Means of Automobile
Transport in Return to Those Taken Out of Service and Submitted for Utilization’. The age
structure of the existing motor car fleet is quite disadvantageous. The mean age of a motor car
in Russia is 12 years, and vehicles aged less than 5 years constitute only 26 % of the car fleet,
whereas in Europe and the USA the mean age of a motor car is 8.5 years. The per annum rate
of withdrawal of old vehicles from the motor car fleet in Russia is 3 — 4 % against 6 — 7 % in
developed countries. It should be admitted that utilization of vehicles — given the current
changes in the situation on the domestic market, the rate of production and imports — will
have only a short-term effect that will soon disappear if such measures are not sustained by a
comprehensive strategy of long-term development of the motor car industry. It appears that
the age structure of the motor car fleet can be changed more efficiently by measures aimed at
promoting purchases of new vehicles, namely establishing a tax on motor cars depending on
their ecological class; subsidizing those consumers who buy vehicles of a higher ecological
class; increasing the cost of insurance for second-hand vehicles; introducing tougher require-
ments for mandatory technical checks, etc. A comparison of the domestic motor car industry
with foreign practices can serve as an illustration of Russia’s significant lag in terms of pro-
duction volume and investments in companies’ fixed assets, research and development, and
labor productivity. The funding earmarked by Russian motor car producers to research and
development does not exceed 1 % of their annual proceeds, whereas for the leading foreign
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manufacturers these expenditures amount to 4 — 5 % or more of their annual turnover. This

results in the development cycle of new car models in Russia being much longer that in the

case of the world production leaders, and so the rate of renewal is much lower in the case of
the former.

The loss of a significant market share has resulted not only from the low level of the do-
mestic motor car technologies, but also from insufficient investments in the development of
new platforms and models, from the limited number of models and options offered to the con-
sumers. Russian companies have invested in the development of their industry a share of their
proceeds that is 4 — 5 times less that that of their foreign competitors, which is the result of
the inefficiency of the financial mechanisms available to them, including those designed to
attract credits.

The insufficient competitive capacity of the domestic motor industry’s products is the out-
come of low investments in fixed assets. This phenomenon can be explained, on the one hand,
by the high cost and short terms of the available investment credits, which cannot be taken
full advantage of because of the low rate of return on production (traditionally between 6 and
8 %) and companies’ solvency levels; and on the other, by insufficient motivation for the
government to make investments in the motor car industry.

In order to achieve the long-term development goals for the motor car industry, substantial
capital investments will be necessary in the following key areas:

— creation of new production capacities for manufacturing motor cars, their parts and en-
gines, in order to satisfy the growing demand by domestic products;

— modernization and technological upgrading of the existing production capacities in order to
bring them up to a competitive level in terms of efficiency, productivity and product quality;

— research and development aimed at creating new platforms and models, the components
and equipment needed for the production of those models, as well as purchase of licenses
and adaptation of global platforms within the framework of collaboration with interna-
tional partners;

— financing of current capital needed for sustaining the forecasted growth of sales on the
Russian market.

* ok %

Our analysis of the main macroeconomic trends has led to the following conclusion. Al-
though in 2010 the Russian economy actually came out of the acute phase of the crisis, the
unstable dynamics of the main macroeconomic indices, the slow exit from the crisis of the
investment, financial and crediting sectors of the economy, and the complicated situation on
the labor market are still imposing a system of restrictions to development in the short-term
period.

The national economy continues to be dominated by the same factors that determined the
speed and depth of its decline during the crisis and the insufficiently rapid elimination of the
acute crisis phenomena: its dependence on changes in the world prices for Russia’s exported
raw materials; low domestic demand and a lax attitude of domestic producers towards making
interventions on the most promising markets for consumer, investment and intermediate
commodities; and a weak financial system.

The creation of necessary economic conditions for the economy’s transition from the anti-
crisis mode to rehabilitative growth implies implementing a system of measures aimed at
modernization of production capacities, enhancement of innovation activities, and improve-
ment of the quality of human capital.
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4.2. Russian Industrial Enterprises in 2010

The section was prepared based on the materials of the surveys among managers of indus-
trial enterprises, conducted by IEP in compliance with the European harmonized methodol-
ogy monthly, from September 1992 and cover the entire territory of the Russian Federation.
The panel is about 1100 companies, which employ more than 15 per cent of the total em-
ployment in the industry. The panel is biased towards large enterprises in each of the sub-
industries. Feedback on questionnaires is 65-70 per cent.

Industrial surveys (IS) among business leaders is a quick way to gather information about
the assessment of the situation in their enterprises and the expected (planned) changes in the
key performance indicators of the enterprise. IS is a relatively new tool of economic analysis.
The first survey was conducted by IFO Institute (Munich, Germany) in 1949. Soon afterwards
such polls have been held in Great Britain, France and Italy. Since 1962, the EU is making
efforts to harmonize (make comparable) the surveys in the countries of the continent.

There is a rather small number of questions in the IS questionnaire (no more than 15-20).
The questions are of qualitative, rather than quantitative nature. Simple design of questions
and answers allows the respondents to fill out the forms quickly and without involvement of
other employees or any documentation. It is essential that the respondent in each enterprise
should be the Manager of the top level, who has a complete Fig. of the situation at the enter-
prise and directly involved in the company management. In 2008 28 per cent of responses to
the IS questionnaires were received from the Directors of enterprises, 37 per cent - from the
Deputy Directors, 22 per cent - from the leaders of economic departments.

In analyzing the results of industrial surveys a specific derivative index is applied, known
as balance. Balance is calculated as the difference between the percentage of respondents
given the answer about their business standing as "increasing" (or "above regular" indicators)
and the percentage of respondents whose assessment was as a "declining" (or "below regu-
lar"). The resulting difference allows to sort the answers to each question by one number with
the sign "+" or "-*.

Balance is interpreted as the first derivative or the process rate. If the balance of answers to
the question about the expected price change is with the sign "+", it means that the average
prices in the near future will continue to grow (for example, there dominating the companies,
reported on an expected increase in their prices). The increase of the balance within a month
from +10 to +17 per cent means that average prices in the industry will grow more intensely
as the increased prevalence of companies, predicting growth. A negative balance means a de-
crease in average prices (more companies are going to lower their prices). Changing the bal-
ance from -5 per cent to -12 per cent is interpreted as plans of the intensity of prices lowering.

4.2.1. First Quarter: an Attempt to Recover from Crisis

In early 2010, Russian industry continued its recovery from the crisis. The dynamics of
sales and estimates of the demand allowed businesses to maintain output growth and demand
forecasts, backed up by the portfolio of orders, showed the formation of the most popular
hopes for recovery from the crisis.

In January 2010, the demand for industrial production for the first time during the current
crisis has ceased to decline: the share of reports on falling sales reached the level equal to the
reported growth. However, the improvement of the dynamics of demand in comparison with
quarter IV of 2009 was negligible and noticeable only to those that was close to zero. Here-
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with, the original data quite adequately reflected the nation-wide ten-day vacations, having
demonstrated the decrease, which is not cleaned from seasonal factors balance by 8 points
versus January level, recorded in 2002-2008. Thus, the January (2010) dynamics of the de-
mand proved to be quite comparable to the pre-crisis level.

This thesis is confirmed by the indicators of satisfaction of the total demand. The share of
normal ratings has increased immediately by 10 points and reached 42 per cent for the indus-
try in general, which was the maximum peak over the months preceding the crisis (see Fig. 7
at the end of this section). January 2010 was not such a disaster for the Russian industry, as
one might expect is projected November - December 2009.

In January 2010, industrial production, as estimated by businesses, continued (after clean-
ing from seasonal factors) its growth with the same intensity. Thus, the surveys recorded the
output growth over the past five months. The initial data (before treatment on the season)
showed, of course, in January the decline in production, but it was the same as happened in
January 2002-2008 and two point five times less than in January 2009. In other words, the
dynamics of output began to come back to normal after the level of demand.

Production plans of enterprises at the beginning of the year have been improved as com-
pared with the plans, registered in December, by 52 points at a time. Such a sharp rise in op-
timism has not been mentioned even once in the original surveys over 1992-2010. Clearance
from seasonal factors significantly adjusted growth of this indicator (up to 10 points), but the
result was still decent (it gave way to Crisis maximum only by 1 percentage point).

The growth of optimism in the plans of production output had quite certain grounds in the
industry. According to the companies, the new year of 2010 started with the active portfolio
extension. The orders scope for the quarter increased from 4.9 to 6.5 months and therefore,
reached the pre-crisis level (January 2006 — 6.7; in 2007 — 6.7; in 2008 - 7 months).

Pricing policies of enterprises in early 2010 was influenced by the growth in demand for
manufactured products and the traditional New Year upsurge in prices and tariffs. However,
both factors at this time, though not as strong as at the best of times, pushed up the actual
price dynamics and price plans of the manufacturers, although a modest crisis result of Janu-
ary 2009 was, of course, surpassed. In January 2010 a moderate decline of prices in Novem-
ber - December gave way to a more intensive growth. The January growth rate of the whole-
sale prices reached the maximum of the previous crisis months and had all the chances to
continue - pricing plans for businesses, too, have reached the crisis peak in January.

HR plans of enterprises suffered in January 2010 the most significant changes. Within the
month the balance of intentions has changed from sharply negative (reduction of employees)
(-25 points) to expressly positive (recruitment) (+7) and has become another crisis maximum
peak (see Fig. 8). Thus, the Russian industry for the first time during the current crisis has
declared of the desire to abandon the dismissals and start to hire employees.

Reduction in the number of employees and the positive dynamics of the main industry per-
formance indicators have helped the companies to recover the situation with the payroll. In
early 2010, the normal level of salaries of workers and engineering manpower went to the
Russian industry 49 per cent of enterprises (see Fig. 9). Before the crisis, this figure exceeded,
as a rule, 50 per cent and reached 60 per cent, while the share of enterprises with low wages
(below normal level) was then about 40 per cent. In January 2010, the latter indicator dropped
from the crisis peak of 59 per cent (in the II quarter of 2009) to 47 per cent.

In February the industries have again demonstrated the dynamics of sales and production,
similar to the pre-crisis level. The growth of demand rate (based on initial data) in February
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has improved significantly for the first time during the current crisis and ceased to be nega-
tive, i.e., the share of enterprises whose sales have increased, becoming equal to the shares of
the enterprises, decreasing the sales. But the removal of seasonality has reduced the optimism
of the data cleared from seasonal factors - in the industry there were only minimal for the cur-
rent crisis reduced demand for products, which, incidentally, also looked very good as com-
pared with what happened a year earlier.

In February, the share of normal estimates of demand fell by 9 points and rolled off to the
level of September - October 2009 This figure indicated the sharp swings since November
2009, which indicates the disorientation of producers, who do not seem to understand what is
happening with the economy and what sales volumes should be considered adequate to the
current economic situation.

Production growth rates in the Russian industry (after seasonal clearing) got stabilized at a
moderate increase in output. A baseline data, as well as data on demand, have demonstrated
quite traditional for 2003-2008 February upsurge. It seems that the dynamics of output in the
Russian industry was returning to the pre-crisis trend. Production plans of enterprises in Feb-
ruary, too, traditionally (like in pre-crisis period) have improved since the January jump-up in
optimism. As a result of the initial data for January - February 2010, the balance of the
planned changes in production rose by 68 points: from -25 in December to 43 in February (in
2008 the growth in the same period totaled to 48 points in 2007 - to 43 points and In 2006 —
by 51 points). Clearance of the seasonal factors has the New Year growth before stabilization
at the level of 21 points, which was the crisis maximum peak.

Idle capacities for the planned increase in production by industrial enterprises was suffi-
cient enough. In late 2009 - early 2010, the excessive capacity (in view of the anticipated
changes in demand) were available in 30 per cent of enterprises (see Fig. 10). Thus, it is not
just idle capacity, it's power capacity whose use is impossible even with quite optimistic fore-
casts of demand. The minimum level of security with such "square" was the capacity regis-
tered in early 2008 — up to the peak of the very strong heating of the Russian industry made -
and 11 per cent.

Another indicator of the possibility of rapid recovery of growth is the mentioning of the
lack of equipment by enterprises as an obstacle to growth in production output - from the be-
ginning of 2009 - averaged 10 per cent and was three times lower than the historical maxi-
mum (32 per cent), registered in mid-2007 (see Fig. 11).

The growth of prices at the beginning of the year in the industry remained at the highest in
the previous 18-month level. Businesses for the third time during the current crisis have
turned to price upsurging. The first attempt in March 2009 resulted in the balance of price
changes by 2 points, the second one ( in September 2009) — by 7 points, in February 2010 for
the second consecutive month the price growth was kept at 11 points. The pricing plans re-
flected the intention of businesses to continue, or at least to keep such price growth rate in
coming months.

In February 2010, the industries have recorded the most moderate rates of staff dismissal
since the beginning of the crisis assessments. Balance within the month has grown by 23
points and almost reached the zero level (no layoffs in general in the industry). In February,
recruitment of workers is resumed in the food, light and building industries. The balance for
plans of changes in employment for the first time during the current crisis has entered the
positive zone - the companies confirmed their intention to move from a reduction of workers
to their employment.
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Availability of credits in the industry has reached 64 per cent (see Fig. 12) in February
2010. Average minimum lending rate has decreased to 16.4 per cent per annum in rubles.
Banks continued to reduce the thresholds to access to their monetary resources. In the first
place — to the ferrous metallurgy entities (normal access was provided to 98 per cent of the
enterprises, the average minimum rate of 14.4 per cent per annum), to chemistry and petro-
chemistry enterprises (79 and 14.1 per cent), to food businesses (66 and 14.7 per cent) and
machine-building (61 and 13.7 per cent) sectors.

The share of bad credits in the industry has declined in early 2010 to 23 per cent (the share
of businesses with loans and not able to serve them). Crisis maximum of this index (49 per
cent) was registered in April 2009

The first quarter of 2010 was the best since the crisis began, but clearly worse in terms of
dynamics. Recovery from the crisis has slowed down. In March, the dynamics of demand has
shown only a stabilization of about zero, the fall in demand has deceased, while there was no
growth yet. As a result, two thirds of businesses were dissatisfied with sales of their products
and only one-third considered them normal. The most comfortable feeling in the first quarter
of 2010 was observed among the businesses of food industry (64 per cent of satisfaction),
chemistry and petroleum chemistry (55 per cent) and non-ferrous metallurgy (54 per cent).
Demand forecasts for the I quarter 2010 have stabilized, remaining the best since the crisis
beginning and comparable with the level of the first post-default years. Despite the lack of
sales, the businesses had not allowed the increase in surplus stocks of finished goods at their
warehouses. Balance of estimated reserves in general in the industry did not change and re-
mained at the crisis level (less the upsurge in November 2009) and at the level of reasonable
redundancy, typical for the pre-crisis years.

The intensity of output growth by the end of the first quarter of 2010 has reached the rate
of growth of +34 balance points, which was normal for the pre-crisis years. Purification from
seasonal factors has decreased the growth rate to +11 balance points, which was the best dur-
ing crisis and was already comparable to the pre-crisis value of this indicator. Plans of output,
as well as demand forecasts, have demonstrated the record in stability (before and after purifi-
cation from seasonal factors) in the first quarter of 2010. Growth of output in the second quar-
ter should have dominated in all sectors.

The growth of wholesale prices in Russian industry in the first quarter of 2010 remained
the highest in the current crisis in terms of intensity. In March all sectors increased the prices,
except for the construction industry, which has turned from the policy of reducing prices to
the stability thereof. The most intensive growth took place in March in chemical and petro-
chemical industries (+35 b.p.). However, in the second quarter industry was planning to slow
down the prices growth: the New Year inflation upsurge was over. The balance of anticipated
changes in prices within March has decreased by 6 points and returned to the level of No-
vember 2009. After that, the industry started "price attack" for four months, whereas the pre-
vious two ones lasted for two months each.

In March 2010 the industry for the first time during the current crisis has turned from lay-
offs to hiring employees. Such plans have appeared in January, survived in February, and fi-
nally were realized (see Fig. §). Layoffs continued only in metallurgy and timber industry,
while in the other industries the number of personnel was growing, particularly intensively in
food and light industries. Positive trend in employment growth gained in intensity during all
the I quarter.
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4.2.2. Second Quarter: a Pause

At the beginning of the II quarter the Russian industry demonstrated an adaptation to the
stagnation of I quarter 2010 .Growth rate in demand for industrial products got stabilized in
both, according to the initial data and purified from seasonal factors. But the dynamics of de-
mand within January - April was the best since mid-2008, when the global financial crisis has
only started in Russia. However, demand forecasts, which jumped up in January, started to
decline.

The assessments of finished products stocks have also stabilized since Decem-
ber 2009 - excessive stocks the industry has established the traditional for the pre-crisis
months (see Fig. 13). The majority and stable part of the enterprises (60-64 per cent) believed
their stocks were normal since September 2009. In the I quarter of 2010 the physical volume
of stocks of finished products continued to reduce. However, the rate of decline gradually re-
duced, but the plans for the II quarter reflected the intention of businesses to increase the in-
tensity of the stocks reduction.

In April, the change of the output rate has not undergone fundamental changes. Manufac-
turing continued its growth with a modest (by pre-crisis standards) intensity, which according
to the businesses estimates, has not changed since September 2009, when the producers did
not recon on special demand growth. In April, output plans have undergone the strongest
negative adjustments in January 2009. A small but steady growth in production in April re-
sulted in industrial capacity utilization to 66 per cent (see Fig. /4). With such intensity the
equipment was used prior to the crisis in 2005. Herewith, the crisis minimum indicator was
recorded in January 2009 and amounted to 53 per cent.

Estimates of excessive capacity have confirmed the positive dynamics of their utilization.
In the II quarter of 2010 the share of companies with excessive capacity has decreased to 24
per cent, which also corresponds to the level of 2005. In January 2009 43 per cent of re-
sponses "more than enough" have been obtained. Absolute pre-crisis minimum (January and
April 2008) of this indicator was 11 per cent.

The businesses continued to regard the insufficient demand for their production as the
main obstacle to the growth of output. In the II quarter of 2010, it was mentioned by 53 per
cent of manufacturers (the crisis maximum of the I Quarter 2009 was 67 per cent). In the sec-
ond place was the lack of funds, which was mentioned in the list of barriers by 45 per cent of
the companies. Decrease of this hindering effect during the crisis quarters was only 5 points -
that is, there were no significant changes here. The third place was taken by the main problem
of the Russian industry, i.e., the lack of staff! It was mentioned by 26 per cent of enterprises,
the crisis minimum a year earlier amounted to 14 per cent. In the fourth place there were non-
payments of customers and competing imports. Mentioning of non-payment has reduced dur-
ing the crisis from 41 to 22 per cent, mentioning of imports has increased from 13 to 21 per
cent. Vagueness of the current economic situation made it difficult to take decisions only to
20 per cent of the directors of industrial enterprises. A year ago, this factor was considered a
hindrance by 45 per cent of IEP (among which 90 per cent were enterprise directors, their
deputies and heads of economic units). Thus, the management of enterprises was clearly bet-
ter informed of the situation.

In April 2010, Russian industries continued to increase the number of their employees.
Growth rate remained unchanged as compared with March level, when for the first time dur-
ing the crisis recruitment exceeded the dismissal level. Staffing plans of the enterprises in
April have not changed — for the fourth month in the industries intentions to increase the staff
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were dominating. As a result, by the II quarter of 2010, industries got rid of the excess of em-
ployees in view of anticipated changes in demand: the share of "more than enough" estimates
caught up with the share "insufficient" estimates; the balance was zero (see Figure 15). The
crisis maximum of this balance has been registered in the I quarter of 2009 and made 26
points, the absolute minimum during the pre-crisis period (-20 points) was recorded in the I
quarter 2008 At the level of individual industries a shortage of employees was noted: the an-
swers "insufficient" became dominant in the light industry and construction industry.

Easy access to credits for the industries continued to grow: in April, the normal access to
borrowed funds already had 61 per cent of the enterprises. However, within four months in
2010 this indicator increased only by 7 points, whereas in the IV quarter of 2009 it has grown
by 14 percentage points. Lending recovery for the Russian industries has definitely slowed
down. Average minimum interest rate on ruble loans offered by the banks was decreased in
April for the industry in general to 15.7 per cent per annum.

The ability of businesses to serve the existing loans continued to increase. In April 2010,
already 78 per cent of the holders of loans thought so, while in February there were 72 per
cent of them. Crisis minimum of this indicator (50 per cent) occurred in April 2009. Mini-
mum financial solvency in terms of credit in the II quarter of 2010 were: mechanical engi-
neering (recognized by 24 per cent of businesses with loans), construction industry (also 24
per cent) and LESPROM (22 per cent). The highest self-esteem of solvency has been regis-
tered in the metallurgy: only 2 per cent of the industry have acknowledged their failure to ser-
vice loans .

In May, the weak positive trend in demand for industrial production remained. The rate of
sales growth has improved (after cleaning from seasonal factors) for further 2 points and has
become more positive - sales began to grow more steadily . Since the beginning of the year,
the indicator upgraded by 10 points — insufficient to overcome the crisis, but it is important
that the growth is sustained, as in the IV quarter of 2009 the rate of changes in demand has
stabilized at a negative level (i.e., the sales level was still declining). In May, the demand es-
timates were still positive (sales growth continued), but clearly less than at the beginning of
the year.

In May 2010, the satisfaction in demand has increased to 58 per cent for the first time dur-
ing this crisis having exceeded the share of responses "below normal" and has reached the
pre-crisis level (September 2008). The gap from the crisis bottom (19 per cent, April 2009)
has already reached 39 points. The highest satisfaction with sales volumes was registered in
August 2007 and amounted to 72 per cent. Formally the difference between that absolute
maximum made 14 points. The sharp increase in sales satisfaction in the previous months (23
points in March - May) at the background of a very slight change in their growth rate (by 6
points over the same three months) demonstrates, that the industries in the II quarter finally
came to terms with the sluggish recovery from crisis and had little hope for restoration of for-
mer high growth in demand and output.

However, the normal level of demand for businesses before the crisis and that in 2010 are
not the same, which is demonstrated by production capacity utilization. On average in 2007,
the demand was considered normal if 77 per cent of capacities were utilized, and in the II
quarter of 2010 that level reached 72 per cent. In 2001 production capacity utilization with
normal volumes of sales was 62 per cent.

The growth rate of output in May has increased (after cleaning of seasonal factors) to 15
points and as a result has reached the maximum of the previous crisis months and the level of
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the average indictor of the first half of 2008. In I quarter of 2010 the growth was 10 points, in
the IV quarter 2009 - 9 points. Planned output growth have also reached the crisis maximum.
In May 2010 they caught up with the plans of August 2008

In May, prices of enterprises continued to increase. The rate of their change since the be-
ginning of the year were within the range of 9 + 13 points, which definitely indicated the con-
fidence of producers in their market power (see Fig. /6). Within the twelve months out of
twenty months preceding the crisis, companies have been forced to reduce prices.

At the end of the II quarter low demand for industrial products has become a matter of con-
cern to enterprises, forcing them to amend prices and HR policies, but has not prevented the
growth of output and control over stocks of finished products.

In June, the growth in demand for industrial products was sustained, but the rate of its
growth has remained very low, little different from zero. Therefore, in the middle of the year
there was only a pause in falling sales. The total growth of demand for industrial products has
not yet begun. The situation of "neither growth nor decline" was recorded in October 2009
surveys, when the difference in changes of demand for the first time during the current crisis
was close to zero. As a result, for the third consecutive quarter there was no substantial pro-
gress in the dynamics of sales in the industries.

This uncertainty provoked nervousness in the enterprises assessment of the current sales.
Before July 2009 the share of "normal” assessments for about 8 months remained at the bot-
tom of the crisis (satisfaction was at the stable level of 23 per cent), and then went up to the
next level of 35 per cent. Then the uncertainty in the industries became to vary: the satisfac-
tion jumped from 33 to 54 per cent at near-zero growth in demand (see Fig. 7). Producers
seemed to be trying to figure out, what is happening in the economy and what volumes of
demand are adequate to the situation. As the result, in the II quarter of 2010 the enterprises of
ferrous metallurgy (74 per cent were satisfied with the sales), chemical and petrochemical en-
terprises (71 per cent),and food industry (64 per cent) were able better to adapt to the indus-
trial demand dynamics.

Dynamics of stocks of finished goods assessments in the first half of 2010 had a steady
positive trend, demonstrating a good management of supplies in this crisis. Only within six
months (from November 2008 to April 2009) industries had the highest excessive reserves at
their warehouses. In May 2009 the balance of assessments has returned to the level of 2004-
2005, and from December 2009, it was declining gradually to the indicators of 2006-2007.
The problem of stocks of finished goods, so acute in the Russian industries in the 90 years of
the twentieth century, was the most easily solvable in this crisis.

According to the surveys, output growth in June reached the next crisis record and was
closer to the values of this index began in 2008 (see Fig. /7). Therefore, the industries in Sep-
tember 2009 have demonstrated quite good and stable production growth in the time of crisis.
Output plans in the first half of 2010 maintained high and relatively steady optimism.

In June the companies had again decided to use price leverage to promote sales of their
products and suspended the growth of wholesale prices, which was in effect from the begin-
ning of the year. Monthly rate of price growth has declined from the crisis peak to almost zero
(see Fig. 16). There was no such a significant pricing adjustment since December 2008. And
the price plans of enterprises since March stabilized at the level of actual growth rate of Janu-
ary - May, indicating that the June adjustment was unplanned and demonstrating the desire to
restore the growth of prices in the coming months.
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In June, industries have continued recruitment, which began in March. The growth rate of
employment within all those months was low, but stable. Businesses were accurate in labor
market policies, selecting, apparently, the most skilled workers. Nevertheless, their forecasts
for the next six months fell down to a minimum. According to the estimates, in 2010 the com-
panies were more focused in planning its staffing policies on the forecasts of demand , rather
than on the output plans. In 2009 the situation was reverse. In 2005-2007 hiring of employees
was also dependant on the demand.

The ability of businesses to pay the loans was in the middle of 2010 81 per cent (among
those who had credits), but remained virtually unchanged for two months. The worst indicator
(monitoring began, unfortunately, only in March 2009) was recorded in April 2009. After-
wards only 50 per cent of the companies, who took loans, recognized their ability to pay its
debts. Other 50 per cent critically assessed their ability as insufficient. This distribution of
ratings in responses to such a delicate and painful issue demonstrates, in our opinion, the reli-
able answers of enterprises. The highest inability of businesses to service their loans was re-
corded in April - June 2010 in construction materials industry. It was noted by 26 per cent of
businesses with loans. In second place was mechanical engineering - 22 per cent, in the third
place - LESPROM (18 per cent). Only steel mills were confident in their credit ability for 100
per cent.

4.2.3. Third quarter: there is no more optimism

The lack of positive trends in the sales dynamics has misleaded the businesses, started to
affect the forecasts and to restrain output growth at the beginning of the second half of the
year.

The intensity of demand growth in July did not experienced significant changes and re-
mained almost at the zero level: there was neither particular growth, nor significant reduction
of sales in the industry. Similar dynamics of sales was recorded in the surveys in February
2010. The similar Fig. was observed at the baseline data (before cleaning from seasonal fac-
tors), although in this case the absolute levels were somewhat higher. But the conclusion was
the same: no changes in the dynamics of demand for industrial products were observed in the
first half of the year.

This situation has forced the companies to change their estimates of demand again. As a
result, in July they were improved by 13 points (in June, deteriorating by 17 points was
noted), and got increased again - the share of answers "below normal" again proved to be in
the minority. This indicator was highly volatile from the beginning of 2010, which indicated
the absence of estimates of the current situation. Confusion in the state industrial statistics re-
sulted in further aggravating of the situation. The lack of positive trends in demand has
brought pressure on optimistic forecasts of businesses. In July, the expected changes in de-
mand were the most pessimistic since the beginning of 2010.

In July, the surplus stocks of finished goods were expired in the industries in general —i.e.,
the share of responses "below normal" caught up with the share of replies "above normal". A
similar situation was quite rare for post-default period: companies still prefer to have a small
surplus of finished goods inventory to meet unexpected orders. In mid-2010 the share of re-
plies "above normal" has fallen to historic minimum, while the share of responses "normal"
has reached the historic maximum (see Fig. /8). This was the result of intense reduction of
volumes (not to be confused with estimates!) of stocks in the II quarter. In the III quarter the
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industries planned, despite the forecasts of Ministry of Economic Development, to continue to
reduce their stocks, and most intensively in 2010.

Low demand has begun to hinder the growth of production in the Russian industry. In the
IIT quarter it was mentioned as an obstacle to growth in output, which increased by 9 points
and reached 61 per cent. In the second place remained a lack of operating assets, but the
prevalence of this interference was reduced to 30 per cent, which was an absolute (!) mini-
mum within total monitored period since 1993 .The Fig. is complemented with 5 per cent
share of responses on the lack of credits, which was recorded in the surveys of two consecu-
tive quarters. In the third place there was the lack of personnel (a quarter of enterprises suf-
fered from this factor over the past two quarters) indicated not so much about the current is-
sues of industry, but demonstrated the high readiness of enterprises to respond on increased
demand and that the businesses remember the staffing problems of pre-crisis years.

After five months of stable and relatively high (in terms of crisis indicators) increase of
selling prices, in June - July the businesses attempted to activate demand for their products
due to more moderate increase in prices. If in January - May 2010 prices were rising at the
rate of 11 balance points, in June — July that rate fell down to 4 b.p. However, such an ad-
justment of price policy was not scheduled. This is reflected in the price plans of enterprises,
who have maintained a high anticipated rate of price growth up to July.

HR policy of enterprises in the middle of 2010 was influenced by two opposing trends. On
the one hand, the lack of growth in demand forced the companies to be cautious in hiring em-
ployees. On the other hand, the lack of growth in demand from month to month increases the
probability of its recovery in the next month. The latter increased the industries readiness for
the post-crisis breakthrough and urged them to accumulate resources for it (even more so -
reserves), and in the first place - the most deficient ones. And in the pre-crisis years it was the
personnel. As a result, at the beginning of the III quarter the businesses returned to the same
(as in March - May) rates of increase of the number of employees (see Fig. 8).

Assessments of the current number of employees have confirmed the preparation of the
businesses to increase production. In the III quarter due to anticipated changes in demand, the
staff shortage in the industries has increased. For the first time the shortage (i.e., prevalence of
"less than adequate" estimates) was recorded in the surveys of the II quarter of 2010 . Mean-
while, there was no deficit in production capacity, typical for post-crisis output growth. The
balance of capacity ratings was positive, i.e., responses of "more than enough" were dominat-
ing. In the III quarter capacity prevalence has even increased as compared with the II quarter
of 2010, when hopes for an early exit from the crisis were stronger.

The struggle for deficient personnel forced the businesses to increase wages. In the III
quarter of 2010, a normal (though, according to business leaders) salary level was achieved in
56 per cent of the plants (see Fig. 9). In the pre-crisis 2007, that indicator rose to 60 per cent,
and during the crisis in 2009 it fell down to 37 per cent. In mid-2010 the estimates of the ratio
of wages of employees has reached the pre-crisis level. It should be noted, that this is the es-
timated, rather than the absolute range of salaries.

In August, the Russian industries maintained the same rate of growth of output, prices,
employment, but the deterioration in estimates of demand, sales, production planning and re-
cruitment, prudent inventory management policy were demonstrating the growing uncertainty
of enterprises.

Decreased demand growth in August did not surpass the zero level, which was sustained
since February 2010, i.e., the businesses did not register demand growth for seven months
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and got used to this situation. The latter urged businesses to make more realistic assessment
of sales - in August 63 per cent of businesses estimated their sales volumes as normal (growth
in comparison with July by 13 points). However, estimates of sales index remained the most
volatile in 2010. Demand forecasts in August also demonstrated negative dynamics. Both, the
original, and cleared from seasonal factors estimates indicated willingness of the industries to
zero growth in demand in autumn 2010, whereas in the I quarter of the year the businesses
expected sales growth at the rate of +10 ... +13 balance points. Therefore, the optimism of the
beginning of the year gradually diminished. In August, for the second consecutive month, the
businesses reported an absence of surplus stocks of finished products in the warehouses in the
industries in general. The balance of assessments stopped in the negative zone, indicating that
the growing prevalence estimates of "below standards" over assessments "above normal" and
the uncertainty in demand growth.

Output growth in August, according to the businesses, survived and did not change as
compared with previous months in 2010. However, in the autumn months the companies
planned to move to a less intensive output growth. Estimated production growth decreased to
the annual minimum, according to both, the initial and cleared from the seasonal factors indi-
cators.

In August, the industries continued to hold their prices growth at one of the lowest level in
2010, and in general have not yet succumbed to inflationary fever of abnormally hot July -
August. But the food industry, which to increase prices in May - July, in August has reported
on the most intensive growth in 2010.

In August the industries returned to the former (+ Spoints, as in March - May ),rate of em-
ployees’ recruitment. Therefore, the businesses continued the recruitment, even in the absence
of growth in demand and with a deterioration of forecasts for output and sales. But in the next
few months these positive processes were expected to stop. Plans to change employment rate
in September - October have been reduced to the annual minimum and reached zero - the in-
dustries planned to stop recruitment.

Availability of credits after stabilization in May - July at 65 per cent in August has in-
creased to 69 per cent - the banking system has again lowered the requirements to the bor-
rowers from the industries (see Fig. 12). In August, it has involved mainly machine building
plants, whose access to credits has increased from 64 to 71 per cent. The banks and food busi-
nesses were in the same position. But the metallurgy still remained at the first place (78 per
cent). The light industry is treated by the banks in the worst manner. Average minimum inter-
est rate for ruble credits offered by the banks in August has decreased to 13.5 per cent per an-
num, with a normal (for the businesses) availability of credits, it was 12.5 per cent.

The ability to service existing credits in the industries has stabilized at 80 per cent (of the
number of businesses with loans) from April 2010. During this period 16-19 per cent of the
enterprises recognized their failure to meet liabilities to the banks. Therefore, the prevalence
of bad loans (of borrowers) in the industries in general has become stable. The greatest credit
risks were registered in the construction industry (31 per cent of enterprises), in light (29 per
cent) and wood processing (25 per cent) industries .

Final assessments of enterprises of their real (not reporting - for tax) financial and eco-
nomic standing has stabilized in the II and III quarters of 2010 (see Fig. 19). The overwhelm-
ing majority (69 per cent) of producers estimated their position as satisfactory; herewith the
share of such assessments did not change during four quarters and has become very close to
the middle values of this index in the pre-crisis 2007, when it made 73 per cent. Therefore,
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the industries have definitely overcome the crisis in financial terms. In the second place by
prevalence were the businesses, estimating their financial and economic standing as "bad".
They have stabilized too and averaged 21 per cent (10 per cent before the crisis). In the worst
quarters of the crisis the share of these estimates increased to 36 per cent. The share of esti-
mates "good" in the II and III quarters of 2010 has reached the crisis maximum of 9 per cent,
but was too far from the average indices of 2007 (17 per cent).

In September, there were no significant positive changes in the dynamics of majority of in-
dicators in the industries. Herewith the assessments of stocks of finished goods and recruit-
ment policies have shown a growing uncertainty of the businesses in the future.

In September, there were no actual changes of demand for industrial products. Therefore,
the stagnation of sales (growth rate does not exceed the range -3 ...+ 3 points) remained in the
Russian industries since the beginning of the year. Prospects for growth in demand for prod-
ucts also improved in September as compared with August and also has not undergone sig-
nificant changes against previous months of 2010. Businesses still have not seen tangible op-
portunities to increase sales of their products. Herewith , satisfaction with the current sales in
September has decreased by 6 points, which was a modest change after the growth
by 16 points within the previous two months (see Fig. 7). The industries, therefore, still re-
main in some hesitation about volumes of demand, which are adequate to the current eco-
nomic situation.

The dynamics of assessment of stocks of finished products more and more clearly indi-
cated, that the confidence of the businesses in the fast sales growth was getting less month by
month in 2010. The share of responses "below normal" has reached in September 2010 the
seven-years (!) maximum. Meanwhile, the share of responses "above normal" has reached the
absolute (1992-2010 years!) minimum. As a result, the balance has decreased to 10 points af-
ter -2 and -3 points within the preceding months. It means, that the prevalence of estimates of
"below normal" has become even greater in the industries. Such a low value of the balance of
estimates for the reserves has not been observed in the Russian industries since 2000, when
the businesses believed in the sustainability of the post-default growth and have moved from
policy of minimized stocks to maintaining their abundance. In the III quarter there was ob-
served a reverse trend in the situation development. However, there was no objective limita-
tions for replenishment of the warehouses in the industries, some capacities were idle, there
was no problem with staffing, credits became cheaper, sales volumes were low. However, the
businesses need excessive stocks for quick execution of the new (unplanned) orders. There-
fore, the reduction of warehouse stocks in 2010 was a deliberate policy of the Russian pro-
ducers, who were losing confidence in the appearance of new customers and in soon transfer
from stagnation to a noticeable increase in demand.

In general, until September the industries with extreme caution reacted to the inflationary
boom, generated by the anomalous heat. The balance of the prices growth varied from +6 to
+8 points (see Fig. 16).The reaction of food companies was, of course, the most expressed.
While in June — July the share of reports on unchanged prices in the industries amounted to
92-95 per cent, in September it dropped to 62 per cent, whereas the share of reports on price
growth has increased from 2 to 38 per cent. But plans to change the prices indicated the desire
of the businesses to recover this inflationary impulse in future. In September, pricing inten-
tions have not changed and remained within the indices of the preceding seven months. The
exception was, of course, in the food industry, which had an intention to retain high actual
rate of prices growth of September in October and November.
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In August - September industries have nearly stopped the recruitment of personnel. The
growth rate of the number of workers decreased to +3 points after + 8 points in July and +5
points in March - May. The businesses in spring and summer of 2010 began to create a re-
serve of skilled personnel in anticipation of a possible increase in demand, but the extended
recovery from the crisis has forced them to suspend the process. Meanwhile, within recent
months of the year, the industries planned to resume the dismissals.

The decreasing tendency of the businesses to improve productivity has become was one of
the results of activation of recruiting policy in the II and IIT quarters of 2010. The index, cal-
culated on the basis of changes in the plans for changes in the output staffing number, has de-
clined to 25 per cent, whereas in the I quarter its value made 36 per cent. Those indicators can
be interpreted as the share of industrial enterprises, which are ready to increase output faster
than the number of employees.

In Autumn the banks continued to expand opportunities of industries crediting, but only at
the expense of reducing the proposed interest rates on loans to enterprises. In September, this
indicator decreased generally in the industries up to 13.2 per cent per annum in rubles against
13.7 per cent in August. The lowest rates were offered to large (over 1000 people. employees)
businesses — 11.2 per cent; to small and medium businesses, in the best case, at the rate of
15.7 per cent per annum (see Fig. 20).

4.2.4. Fourth Quarter: What is Going on in the Russian Industry?

In October there were no significant changes in the dynamics of demand. The balance of
that indicator has remained between -3 ...+ 3 points. Within nine consecutive months the sales
growth rate differed little from zero - the stagnation of demand was sustained. Due to this cir-
cumstance, businesses have been forced to assess their scope of sales less critically. In
August - September the satisfaction of demand in the Russian industries averaged 58 per
cent, which became the crisis record. Demand forecasts in October remained at September's
level - at the best level of the preceding nine months. The industries have maintained some
hope for growth in demand, but the New Year holidays will reduce the optimism of these
forecasts.

The stocks of finished products in the Russian industries continued to decline. In October
the share of answers "below normal" increased to 22 per cent, resulting in the maximum level
from May of 2001 (see Fig. 18). Then, in early 2001, the Russian industries have finally be-
lieved in the sustainability of post-default (and importantly - non-barter) growth in demand
and have moved from policy of minimized stocks to their abundance. In the second half of
2010, the belief in the imminent restoration of the pre-crisis growth, by contrast, began to de-
cline. It forced more and more companies to minimize their inventories of finished products
against the regular levels. As a result of growth in the share of estimates "below normal" and
reducing share of estimates "above normal", the balance (i.e., the difference) between them
has declined in October to -12 points and has reached the 10-years minimum. Negative bal-
ances were recorded in all industrial sectors, indicating a widespread uncertainty of busi-
nesses in the early industrial growth.

Dynamics of production in October, according to the businesses’ estimates, has not under-
gone fundamental changes as well. The balance remained between+11 ... +16 points, which
was sustained over eight months. Production plans of enterprises remained at the level of the
crisis maximum peak. The industry has not finally parted with the hope for significant indus-
trial growth recovery.
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Low demand remained the main obstacle to the output growth, but its mentioning has con-
siderably reduced during both, after the crisis peak in January 2009 (69 per cent), and after
the III quarter of 2010 (55 per cent). In late 2010 in only 43 per cent of businesses the demand
prevented increase of the output. The lack of working capital has reached the historic mini-
mum in hindering the effect of the Russian industries output in the III quarter of 2010, when,
perhaps, a modest faith in output growth has matched with the provision of its own resources
and the increasing availability of bank access. In the IV quarter the frequency of this factor
mentioning has increased by 5 points.

The lack of staff has undergone the strongest changes during the current crisis. Before the
crisis (in the III quarter of 2008) a half of the Russian industry suffered from the lack of staff.
Afterwards, in the II and III quarters of 2009, the frequency of rate of that obstacle mention-
ing has increased up to 14 per cent, and to the IV quarter of 2010 it rose up to 32 per cent.
Therefore, the businesses have faced the staff deficient already at the stage of stagnation. The
combination of the lack of personnel with the dynamics of employment (termination of re-
cruitment and the intention to reduce the personnel) indicates the structural problems in the
labor market and the growing prudence in personnel policies of enterprises.

Defaults of payments, which were the main fear at the beginning of the crisis, have re-
duced their negative impact on the Russian industries. In late 2010, their impact has fallen to
17 per cent after 41 per cent at the peak of the crisis. The imports, on the contrary, have
gradually, but still very slowly recovered the impact on domestic producers. At the peak of
the current crisis the restraining influence of import fell down to 13 per cent after 31 per cent
in the mid-2008 (absolute maximum of all period under review). Within seven crisis quarters
of 2010 the imports have already managed to win back 10 points and in the IV quarter of
2010 had interfered with 23 per cent of the businesses. We would like to note, that the default
and ruble devaluation in 1998 there was a decline of negative impact of imports on the Rus-
sian industries by 3 per cent (in the III quarter of 1999 there was an absolute minimum).

Pricing policies of the businesses have undergone significant changes in October. First, the
industries have demonstrated the most significant growth in prices during the current crisis.
After saving a relatively modest price growth in June - September at the rate of 8.4 points,
the balance growth in October has reached 13 points. Secondly, the price forecasts of the
businesses have also increased significantly in October after the seven months of gradual
slowdown.

The lack of positive changes in the dynamics of demand and output has forced the busi-
nesses to stop recruitment. In October the rate the of employment growth in the industries has
definitely lost its positive indicators, but have not yet turned negative: recruitment has appar-
ently ceased, but substantial layoffs have not started yet. However, the plans of enterprises
indicated a high probability of the sustained negative trends in the dynamics of employment.
The balance of the expected changes in the number of employees as a result of the seven-
month decline has become definitely negative, became negative and the worst in 2010 (see
Fig. §8).

In November, the surveys have registered positive signals from Russia's industries, while
maintaining a number of negative factors. The growth in demand and output continued , the
forecasts of these indicators remained at the peak of the crisis. Changes in the estimates of
stocks of finished products have demonstrated the readiness of the businesses to the larger
increase in demand. Anyway, the acceleration of price growth rates and expectations of inten-
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sive growth of costs (most likely due to increased insurance deductions) should have a nega-
tive impact on sales. The dynamics in the availability of credit has been reduced.

The source (not cleared from the seasonal factors) data on the dynamics in demand have
again showed zero growth in November. This situation with the sales persisted in the indus-
tries since August. However, after clearance from seasonal and calendar factors, the growth
rate of sales has acquired a positive value: the demand grew, with growth in October and No-
vember 2010 - the maximum for the current crisis. A similar situation was observed with the
sales forecasts. On the eve of the New Year holidays, the businesses expected to reduce sales
of their products, it becomes commonplace for producers and consumers. But the removal of
seasonal factors has demonstrates the retention of the highest level of optimism in the fore-
casts of demand in the industries during the crisis. Positive dynamics of actual sales and fore-
casts have stabilized by estimates of satisfaction in the demand. After the August upsurge up
to 62 per cent, the volatility in the share of normal estimates sales have gradually faded and
were fixed at 58 per cent (see Fig. 7).

In November, the businesses have refused to minimize the stocks of finished goods and
once again moved to the sustainability of a reasonable surplus. During the preceding five
months the share of estimates "below normal" was slowly, but steadily growing up due to re-
duced share of responses "above normal". As a result, the balance of estimated reserves has
become negative and has declined to the ten-year minimum. The industries was clearly loos-
ing the belief in fast recovery of the growth in demand and have minimized their accumula-
tion of storage, prepared for quickly satisfaction of the orders for new buyers. Such a policy
of inventory of finished goods control in the businesses was usual in the 90 years of the twen-
tieth century. It has reached the highest peak after August of 1998, when the growing de-
mand and a lack of faith in the stability of post-crisis recovery of the industries have brought
the balance of reserves estimates to the record of -25 ...- 21 points in the second half of 1999.

In November, the balance of reserves estimates became zero after 11 points in October.
Continuation of this trend in the next few months will mean that the industry has found faith
in a speedy recovery. Although we cannot exclude that the growth of surplus stocks has been
associated with the rejection of a moderate pricing policy and a transition (possibly forced) to
a more intensive increase in the price.

Production capacity utilization rate indicates a growing intensity of the use of machinery
and equipment in the industries. In the IV quarter of 2010, this index has increased to 68 per
cent and reached the level of the end of 2005. However, since the II quarter of 2010 the load
has increased by only 3 percentage points (see Fig. /4).

The assessment of overcapacity also did not change within this period. The .excess of
equipment remained in the industries at the level of 13 points. In this case, 71 per cent of
businesses had a normal, according to them, provision with the capacity for a possible in-
crease in demand for their products. The latter index has returned to the pre-crisis level.

In November the rate of price growth has increased by several points and has reached the
peak of the crisis - selling prices of businesses did not grow up so intensively since August
2008. After a relatively moderate price growth in June — September; from October the indus-
tries demonstrated their record growth. As judged by the forecasts, the companies were will-
ing to increase prices, most likely, at the expense their sales volumes. Indeed, the sales growth
rates were still very low and did not give industries sufficient grounds for demonstration of
their market power. Moreover, comparison of changes in demand and prices has demon-
strated, that in November the outpacing increase in prices against demand growth was regis-
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tered in the industries already at 29 per cent of the businesses, whereas within the preceding
(except for the first, the most inflationary) months of 2010, this ratio of changes in demand
versus prices was noted only at18-22 per cent of the enterprises.

Since the traditional New Year's upsurge of prices and tariffs was to come only in January
2011, we have to assume, that the industry was preparing for growth rate of insurance contri-
butions (former UST). According to a special survey of IEP, conducted in May 2010, in-
creased selling prices would be the most common reaction of businesses on this tax innova-
tion. 70 per cent of respondents planned to behave this way . And it seems, that in November
the companies have already started preemptive increase in prices, reducing the effectiveness
of counter-inflationary policy of the authorities. The second most common response to the
growth of the insurance payments should be reduced profits of the businesses, the third one -
reduced social deductions for personnel.

Intensification of the actual increase in prices and the intention to maintain it was sup-
ported by the forecasts on excessive growth. In November in the Russian industry there was
recorded the highest increase of overhead excessive costs over the past seven years. The bal-
ance of this index has increased within the quarter by 26 points and has reached +50 (see (See
Fig. 21).

In November, the industry in general did not aggravate the situation in the Russian labor
market at the expense of staff reduction. The rate of change of the index has not decreased, as
it could be expected, according the October forecasts, to distinctly negative values. It re-
mained in the zero zone, which showed the hold-on in employment, but did not mean the be-
ginning of significant layoffs. The businesses seemed not to be able to define their staffing
policies. Uncertainty was increased by the lack of positive dynamics in sales. If in the II quar-
ter of 2010, industry got rid of (as a result of layoffs, and the growth of expectations for
growth in demand) from the surplus labor resources, in the III quarter it clearly noted a lack
of personnel, in the IV quarter this positive trend for the period of crisis has been broken. The
lack of personnel has decreased by 7 points or almost disappeared. Plans to change the num-
ber of employees reached the annual minimum in November. Reductions were planned in all
sectors, except for timber industry. The most intensive - in the construction industry and me-
chanical engineering.

By the end of the year, the situation in the Russian industry was influenced by contradic-
tory trends. On the one hand, data on the dynamics of demand and output, cleared from sea-
sonal factors, has shown the achievement of the next crisis records. The situation with em-
ployment has not deteriorated (as it was expected). On the other hand, reduction of staff was
still in the plans. The growth of availability of credits has stopped.

Initial data on the dynamics of demand in December have not changed: the rate of the
growth rate remained at the zero level. Therefore, in the industries in general, nearly within
entire second half of the year the share of reported sales growth was equal to the reports on
their shares decline. Anyway, in December, 2010, formal methods of clearing from seasonal
factors have demonstrated an increase in demand growth. As a result, it has reached a crisis
peak and the level of their pre-crisis indicators.

In December evident improvement of the demand dynamics has not affected the estimates
of its volumes. Satisfaction of demand remained at the level of the preceding months (see
Fig. 7). Therefore, it was not too bad, because within the II and III quarters the percentage of
normal estimates of demand has been subjected to strong fluctuations, indicating the uncer-
tainty of the businesses in which the volumes of sales could be considered adequate to current
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economic conditions. At the end of the year the situation has become probably more under-
standable for the businesses.

Clear improvement of the dynamics of demand in December did not affect the estimates of
its scope. Satisfaction of demand remained at the level of previous months (see Fig. 7). This,
however, is not too bad, because in the II and III quarters the percentage of normal estimates
of demand has been subject to strong fluctuations, indicating that the uncertainty of enter-
prises in which the sales take adequate current economic situation. At the end of the year the
situation seems to be become more understandable for companies.

Despite the fact, that in the second half of the year the output growth, according to the ini-
tial responses of the businesses were demonstrating surprising stability, remaining since May
in the range between +13 ...+ 20 points (while excluding October and November, there is a
unique range between +18 ... +20), after cleaning from seasonal factors has revived such a
monotonous Fig.. As a result, in December, the highest rates of output growth during the cur-
rent crisis have been received .

Since the beginning of the latter quarter, the industry has fundamentally changed its pric-
ing policy and switched to steady increase in sales prices. If in the III quarter the balance of
price changes made 6 points, in the IV quarter of this index was released by an average of 17
points. The leader in intensity of prices growth within the preceding three months of the year
was not the food industry, but the light and chemical industries.

In December the price plans of the businesses have also significantly changed. The indus-
tries, like in the pre-crisis time, planned a significant increase in their prices within the first
months of the new year (see Fig. 16), even, perhaps, to the detriment of sales. But it seems,
that the increase in the tax burden did not leave any other choice to the businesses. Such a
sharp revision of the price plans has not been observed in the Russian industries since Sep-
tember, 1998.

By the end of the year, despite the clear intention of the preceding moths to reduce staff,
the industries have kept in general the number of employees at the same level — there was no
significant recruitments or layoffs. In December, the level of pessimism in plans has de-
ceased. If in November it has reached the year (2010) maximum of 5 points, (i.e., extensive
dismissals were expected), in December balance of plans improved by 5 points, although it
remained negative: the industries still expects to reduce staff. In the IV quarter of 2010 the
estimates (not absolute indictors!) of salaries of workers and specialists have reached the pre-
crisis level. 59 per cent of business leaders considered the level their employees’ wages nor-
mal, and 36 per cent considered it below normal (see Fig. 9). A similar ratio was observed in
2007 and in early 2008. At the peak of crisis the assessments were reverse: only 37 per cent of
the managers recognized salaries as normal, 59 per cent .of leaders considered it "below nor-
mal".

By the end of 2010, the growth of credit availability has stopped. The share of normal as-
sessments of this indicator in the second half of the year has stabilized at 66 per cent. There-
fore, the banks have stopped mitigating the credit conditions of the real sector in view of con-
tinuing uncertainty. Stabilization of the interest rate, offered by the banks in general for
industries at the level of 13 per cent for ruble credits, confirms this conclusion. Herewith, for
small and medium-sized businesses the rate has been frozen at 15.0-15.5 per cent, for large
businesses it has been maintained at the level of 11-12 per cent per annum.
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4.3. Investments in the Real Sector
of the Economy

4.3.1. Domestic internal investments
in fixed assets

As the domestic economic situation improved in 2010, some gradual changes to the better
were also occurring in the investment sector. The first half-year 2009 saw the peak of the in-
vestment crisis, and then from Q III onwards there emerged a trend towards a slowdown in
the rate of decline in the investment sphere which was due, among other things, to the im-
proving financial situation of businesses. In 2009 the volume of the investment activity had
plummeted — while GDP dropped by 7.9 %, investments fell by 16.2 %; however, in Q II - IV
2010 the dynamics of investments became positive, and its rate outstripped that of GDP
growth. On the whole, over the year 2010 the rate of growth of investments in fixed assets
was 6.0 %, while GDP rose only 4.0 % on the previous year (Fig. 22). The dynamics of in-
vestments in fixed assets differed rather significantly between big and small-sized enterprises.
The 2008 crisis in its initial phase resulted in some critically low investment activity indices
displayed specifically by small-sized enterprises; in 2009, however, it was the investment ac-
tivity in the small business segment that served as a factor that was playing down the scale of
decline in the volume of investments across the entire economy. The government financial
support granted to small and medium-sized businesses in 2010 was one of the established pri-
orities. In 2010, the overall volume of budget allocations received by way of government
support by small and medium-sized businesses amounted to 17.97 bn Rb. The main emphasis
in the government program for supporting entrepreneurial activity was placed on the devel-
opment of innovation-oriented small-sized enterprises and organizations, as well as those ori-
ented towards modernization of their production facilities. Another direction of support pro-
vided to small and medium-sized businesses was the anti-crisis program of crediting through
Vneshekonombank. Over the year 2010, investments in fixed assets in the small business
segment rose by 8.0 % (in 2009 they dropped by 13.5 %), while their share in the total vol-
ume of investments across the national economy increased to 32.1 % against 27.2 % in the
previous year. It should be noted that growth of investments in fixed assets made by big en-
terprises in 2010 amounted to 5.1 %. While in 2009 the volume of big enterprises’ investment
activity dropped by 17.5 % on the previous year, the volume of investments in fixed assets in
2010 amounted to 86.7 % of the 2008 index.
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A typical feature of 2009 — 2010 was a decline in the total gross floor space of dwellings
put in operation. The decline of that index began in Q II 2009, and amounted to 6.5 % by the
year’s results. In 2010 it dropped on 2009 by 3.0 % and amounted to 58 mln square meters.
The situation in 2010 was negatively influenced by the rapid decline in the number of new
housing construction projects that had occurred in 2008 — 2009. Besides, the situation with
regard to financing allocated to housing construction was also deteriorating. In 2009 the fund-
ing received to cover share construction dropped by 74.3 bn Rb, including the population’s
investments — by 32.0 bn Rb on 2008.

In 2010, the share of investments in housing construction in the overall structure of in-
vestments in fixed assets across the economy shrank to 1.9 % against 2.6 % and 3.3 % in
2009 and 2008 respectively. While the volume of investments in housing construction in 2010
dwindled, that year, in contrast to 2009, saw an increase in both the volume and share of the
population’s investments in the total amount of financial assets invested in share housing con-
struction, while the investments made by organizations declined. In 2010, the population’s
investments in share housing construction amounted to 69.6 bn Rb and thus by 10.3 bn ex-
ceeded the previous year’s index, while the volume of investments made by organizations
dropped by 21.9 bn Rb. In this connection it is noteworthy that in 2010 the overall index of
gross floor space of dwellings put into operation as a result of investments made by the popu-
lation (which included both their own and borrowed funds) amounted to 25.3 mln square me-
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ters, which is by 3.2 mln square meters below the previous year’s level, while the same index
with regard to investments made by organizations rose by 1.5 mln square meters.
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Source: Rosstat.

Fig. 23. Funding Received for Share Construction
in 2007 — 2010, bn Rb

Given the existing dynamics of investments and volume of work in the construction sector,
the expenditures on housing construction in 2010 amounted to 372.3 bn Rb alongside a per-
sisting downward trend displayed by their share in the structure of investments in fixed assets.
Simultaneously with a growing volume of industrial construction, the share of spending on
the construction of buildings was also increasing, while the share of spending on the acquisi-
tion of machinery and equipment became stabilized (7able 11). It should be noted that, in face
of an instable rate of domestic production of capital commodities, investments in the acquisi-
tion of imported machinery, equipment, and means of transportation (less those made by
small-sized businesses and the indices of informal activity) amounted to 378.9 bn Rb in 2010,
or to 18.0 % of the total volume of investments in machinery, equipment, and means of trans-
portation (against 371.8 bn Rb, or 20.7 %, in 2009).

The trend towards a reduction, in absolute terms, in the volume of budget funding allo-
cated to investments in fixed assets which was visible in 2008 - 2009, came to a halt in 2010,
but the decline in the share of investments made by the Federation’s subjects continued (7a-
ble 12). In 2010, budget funded investments in fixed assets amounted to 1,242.7 bn Rb, or by
1.9 bn more than in the previous year. In this connection, the volume of federal budget re-
sources allocated to investments rose by 19.2 bn Rb on 2009 and thus amounted to 642.1 bn
Rb which, in fact, compensated for the losses resulting from the cuts made by subjects of the
Russian Federation in their own budget funding allocated to investments.
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Table 11
Structure of Investments in Fixed Assets, by Type of Fixed Assets,
in 2008 — 2010 (Less Small-sized Businesses and Informal Activity), % of Total

Bn Rb % of total

2008 2009 2010 2008 2009 2010
Investments in fixed assets — total 6,272.1 5,769.8 6,413.7 100 100 100
including:
in dwellings 467.2 343.5 372.3 7.5 6.6 5.8
in buildings (except dwellings) and struc- 3,286.8 3,221.2 3,495.8 52.4 53.8 54.5
tures
in machinery, equipment, means of transpor- 2,071.3 1,798.2 2,109.6 33.0 322 32.9
tation
other 446.8 406.9 436.0 7.1 7.4 6.8

Source: Rosstat.

Table 12
Structure of Investments in Fixed Assets, by Source of Financing,
as % of Total (Less Small-sized Businesses and Informal Activity)
Including
2008 2009 2010 January -
QI 1st half-year September
Investments in fixed assets — total 100 100 100 100 100 100
including by source of financing:
companies’ own funds 39.5 37.1 41.2 45.1 44.9 43.0
of these:
profits 18.5 14.8 14.7 15.0 16.3 16.0
attracted funds 60.5 62.9 58.8 54.9 55.1 57.0
of these:
banks’ credits 11.8 10.3 8.7 9.5 9.2 9.1
including those provided by foreign banks 3.0 32 2.0 32 2.8 2.7
borrowed funds from other organizations 6.2 7.4 5.6 6.4 6.6 6.6
budget resources: 20.9 21.9 19.4 12.9 15.5 17.4
federal budget 8.0 11.5 10.0 5.5 7.6 8.5
budgets of subjects of Russian Federation 11.3 9.2 8.2 6.6 7.1 7.8
Other 21.2 23.0 24.8 259 23.4 23.6
Of these: funding received as share in construction 3.5 2.6 1.9 2.0 22 2.0
including population’s funds 1.9 1.3 1.1 1.0 11 1.1
Share in total volume of investments in fixed assets 43 43 3.8 5.8 53 4.8

received from abroad

Source: Rosstat.

The government’s demand for the products and services of Russian enterprises was sus-
tained through the implementation of the planned investment projects in the fields of transpor-
tation, telecommunications, etc. being materialized within the framework of the Federal Tar-
geted Investment Program (FTIP), federal target programs (FTP), and the big infrastructure
projects launched by the RF Investment Fund. It should be noted that expenditures within the
framework of federal target programs were either preserved at the previously planned level or
insignificantly reduced.

In accordance with the list of construction sites and objects to be used for federal govern-
ment needs as of 1 January 2011 confirmed by Regulation of the RF Government, of 30 De-
cember 2009, No 2130-r and included in the Federal Targeted Investment Program for 2010,
it was planned that government investments should be allotted to 2,039 construction sites and
objects. It was planned that, in the year 2010, 1,036 objects would be put into operation. Only
254 of these objects were put into full-scale operation in January — December 2010, while 31
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of them were put into partial operation. Besides these, 5 objects planned to be put into opera-
tion in later years were put into full-scale operation, and 25 such objects were put into partial
operation.

With all the changes taken into account, the federal budget funding earmarked for the con-
struction of objects and the implementation of the measures included in the FTIP amounted to
651.5 bn Rb, including 321.9 bn Rb to finance the investment-related costs of the FTIP (49.4
% of the total volume of the FTIP) and 231.9 bn Rb to finance the other expenses of the FTIP
(35.6 %), and also 97.7 bn Rb to finance the special work included in the state defense order
(15.0 %).

In comparison with 2009, the total growth of the sum of federal budget funding allocated
for these purposes amounted to 50.2 bn Rb, including a 23.0 bn Rb increase in the financing
of the investment-related costs of the FTIP and a 34.1 bn Rb increase in the financing of the
other expenses included in the Program.

According to Rosstat, the budget means that were allocated in 2010 to the FTIP construc-
tion sites and objects (apart from the special work included in the state defense order) super-
vised by the RF Federal State Statistics Service amounted to 380.3 bn Rb, or to 71.3 % of the
per annum limit (7able 13). In 2010, 1,341 objects were fully funded, and another 435 objects
were 51.0 to 99.0 percent technically complete. The per annum limit of government capital
investments in the transport, agro-industrial and special complexes was funded to a much
higher extent (94.2 %, 77.9 %, and 79.1 %, respectively) than the limit of investments in con-
struction sites and objects to be used for government needs. The social complex received 54.2
% of the budget funds earmarked for that item. In 2010, the customers purposefully spent
344.1 bn Rb in government capital investments or 62.9 % of the per annum limit of funds en-
visaged for their construction.

Table 13
Objects Included in the Federal Targeted Investment Program and the Volume
of Government Capital Investments in January — October 2010 (Apart
from the Construction Sites and Objects Included in the State Defense Order)

Put into operation in Limit of government

Number of objects as January —October capital investments

of 2010 2010 for 2010 Use of
Funded invest-
Including from fed- ments
those from all
i eral budget
planned into full- into In;:‘;?;ng in 231§ sources of
Total for put- scale partial Total funding,
A . . federal
tingin  operation operation 2010
. budget
operation
in 2010
Units Bn Rb
Total 2,039 1,036 259 56 547.7 531.3 380.3 3441
including:
transport complex 415 230 59 16 201.1 195.7 184.3 160.2
agro-industrial complex 198 89 42 12 7.0 6.8 53 5.4
special complex 277 122 32 4 30.6 28.2 223 21.0
social complex 1,073 561 122 24 289.6 286.7 1553 142.3
other objects 76 34 4 - 19.4 13.9 13.1 15.1

Source: Rosstat.

From a territorial point of view, the use of the established limit of the funds envisaged for
financing the construction sites and objects included in the FTIP was above the Russian aver-
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age in the North-Western, Urals, Siberian, Volga and Far Eastern Federal Districts. The use of
budget investments was far below the national average in the Central Federal District.

Table 14
The Use of Funds at Construction Sites and Objects to be Used for Federal
Government Needs, by Federal District, in 2010

Actually used funds from all sources

Limit of allocations .Limit of government of financing
from all sources, investments for year,

bn Rb bn Rb bn Rb As percentage of

per annum limit
Russian Federation 547.5 531.3 344.2 62.9
Central Federal District 252.6 250.1 101.7 40.2
North-Western Federal District 64.2 63.9 64.9 101.2
Southern Federal District 72.0 70.8 44.1 61.2
North Caucasus Federal District 11.1 10.9 7.9 70.6
Volga Federal District 28.6 26.9 23.4 82.0
Urals Federal District 5.1 4.7 4.6 89.7
Siberian Federal District 21.7 21.0 20.5 94.4
Far Eastern Federal District 92.5 83.0 77.1 83.3

Source: Rosstat.

The slow recovery of both the domestic market and the incomes of the economy contrib-
uted to the preservation of the trend toward investment programs being financed with compa-
nies’ own resources. In 2010, their own resources used for investment purposes amounted to
2,644.7 bn Rb against 2,092.0 bn Rb in the previous year, while their share increased from
37.1 % to 41.2 %. The structure of the attracted resources used for financing investments in
fixed assets demonstrated an intensification of the trend toward curbing the participation of
banking and borrowed capital. In 2010, out of a total of 2,769.0 bn Rb of attracted funds,
banks’ credits amounted to 559,2 bn Rb, or 14.8 % (against 18.4 % in 2008).

In 2009, the reduction in absolute terms of the volume of banks’ credits granted for the
purpose of making investments was determined entirely by the shrinking scale of activity of
Russian banks. The increased amount of credits attracted from foreign banks and active bor-
rowing of funds from other organizations were the factors that helped to prevent any further
deepening of the crisis on the investment market. In 2010, the situation changed for the better:
after the banking sector had adapted to the new realities and the business activity revived,
growth of crediting granted by domestic banks fully compensated for the diminishing volume
of credits provided by foreign banks (Fig. 24).

As a result, the share of investments in fixed assets received from abroad in the total vol-
ume of investments in fixed assets made in 2010 dropped to 3.8 % against 4.3 % in the previ-
ous year. A significant influence on the volume of investments was exerted by changes in the
structure and dynamics of foreign investments. Although, as seen by the results of the year
2010 reported by Rosstat, the amount of foreign investments received by the Russian econ-
omy reached 114.7 bn USD, and thus rose by 40.1 % on 2009, the share of direct investments
in the structure of received investments declined to 12.1 % against 19.4 % a year earlier. Di-
rect foreign investments in 2009 dropped by 13.2 % on the previous year.
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Fig. 24. Dynamics of Funding Attracted for Financing Investment in Fixed Assets
in 2007 — 2010, in bn Rb

The situation was aggravated by an increase in net capital outflow. According to the pre-
liminary estimated published by the RF CB, in 2010 net export of private capital amounted to
38.3 bn USD (Table 15).

Table 15
Net Capital Import/Export by the Private Sector, According to Balance
of Payments Data, bn USD

Net capital im- Including:
port/export by private

net capital import/export by non-

sector, total net capital import/export by banks financial enterprises & households

2007 824 45.8 36.6
2008 -132.8 -56.9 -75.8
QI -23.7 -99 -13.7
QI 40.7 22.1 18.6
QI -19.3 —135 -5.8
QlIv —130.5 —355.6 —74.9
2009 -56.9 -30.4 —26.6
QI -35.0 -6.9 -28.1
QI 34 -59 9.2

QI -33.8 -275 -6.3
QIvV 8.5 10.0 - 14
2010 (estimate) -383 11.4 —49.7
QI —14.7 0.8 —155
QI 2.8 6.8 —4.0
QI -3.7 10.0 -13.7
QIV —22.7 -6.2 —16.5

Source: CB of Russia.
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Given the general trend toward the weakening of investment activity, the role of institu-
tional investors underwent certain changes in 2009 and 2010. As the share of investments in
state property continued to decline, the share of investments in private property rose in 2010
by 3.0 pp and 7.7 pp on 2009 and 2008 respectively. Apparently, private domestic businesses
focused on preserving their positions on the domestic and foreign markets, all the more so be-
cause the development of this trend was taking place against the background of a decline in
both the volume and the share of investments made by enterprises under foreign or joint own-
ership (between Russian and foreign partners) in the total volume of investments (7able 16).

Table 16
Structure of Investments in Fixed Assets, by Type of Ownership, in 2008 - 2010,
as a Percentage of the Total (Less Small-sized Businesses and Informal Activity
and Investments Unobservable by Direct Statistical Methods)

2008 2009 2010

Investments in fixed assets 100 100 100
Including by type of ownership:

Russian 79.4 80.8 83.9
state 23.3 24.9 23.5
federal 13.3 15.4 152
subjects of Russian Federation 9.9 9.4 8.1
private 37.5 422 452
mixed Russian 12.8 8.8 9.9
ownership of state corporations - 1.3
foreign 9.6 8.9 6.2
joint ownership between Russian and foreign partners 11.0 10.3 9.9

Source: Rosstat.

In 2010, the structural shifts in investments in fixed assets were determined by the increas-
ing share of industry in the total volume of investments in fixed assets (less small-sized busi-
nesses) — to 45.1 % against 43.2 % in 2009 and 40.9 % in 2008. In this connection, one could
observe a rather noticeable differentiation by type of economic activity in the growth rate of
that index. In the extracting industries the volume of investments in fixed assets rose in 2010
by 8.9 %, in the processing industries — by 3.3 %, and in the sector of production and distribu-
tion of electric energy, gas u water — by 24.1 %. For the majority of types of economic activ-
ity, the levels of investments remained far below their pre-crisis indices (Table 17).

With regard to the processing industries, the noteworthy phenomena are the rise, on 2009,
in the volumes of investments in the production of coke and petroleum products by 31.5 %, in
the production of metal products by 35 %, and in the production of cellulose by 23.7 %. The
specific feature of 2010 was an upsurge of the investment activity in the production of textiles
and leather as a result of an altered customs regime for importing relevant equipment and raw
materials.

A low investment demand for capital commodities and construction materials coupled with
a low load on the existing production capacities resulted in a drop, on 2009, in investments in
metallurgical production by 11.2 %. As a consequence, in 2010 the volume of investments in
this sector amounted to 63.3 % of its pre-crisis level in 2008. A difficult situation also persists
with regard to the production of construction materials, where investments dropped by 31.5 %
over the period of 2008 — 2010.

The specific feature of the investment activity in 2010 was the reestablished positive
growth rate of investments in the machine-building complex. The rise on 2009, as demon-
strated by investments in the production of machinery and equipment, was 17.8 %; the same
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index for the production of electrical, electronic and optical equipment amounted to 1.7 %,
and that for the production of means of transportation — to 4.4 %. At the same time, our analy-
sis of the dynamics and structure of investments points to a lower share of investments in ma-
chine-building — 2.4 % of the total volume of investments across the entire economy and 5.3
% of investments in industry. The revival of the investment activity in the machine-building
complex occurs at a much slower rate that in the other sectors. As seen by the results of 2010,
the volumes of investments in the machine-building complex with regard to some specific
types of economic activity were at the level of 68 — 82 % of their 2008 indices.

One positive factor was the rise, by 8.1 % on 2008, of the volume of investmens in the de-
velopment of transport in 2009 — 2010. However, it should be noted that the dominant influ-
ence on the character of investments, by type of transport activity, was exerted by the increas-
ing investments in the development of pipeline transport — by 1.67 times as compared to the
2008 level, while investments in the development of railway transport over the same period
dropped by 8 %. The changes in the dynamics and structure of investments in transport re-
quire further careful observation, given the fact that in 2010, in terms of the national econ-
omy’s openness to international trade, Russia ranked 48™ on the availability and quality of
transport infrastructure, 33" on the quality of railway infrastructure, 82" on the quality of
aquatic ports, 87" on the quality of airports, and 111" (near the bottom of the list) on the
quality of motor road infrastructure.

Table 17
The Volume and Dynamics of Investments in Fixed Assets in 2008 — 2010, by Type
of Economic Activity (Less Small-sized Businesses and Informal Activity)

2008 2009 2010 2008 2009 2010
bn Rb as % of previous year
Total 6,272.1 5,769.8 6,413.7 105.6 82.5 105.1
of these: 243.0 192.6 190.9 95.7 75.2 88.9
agriculture, hunting and forestry
extraction of mineral resources 1,040.9 967.8 1,109.8 103.9 88.3 108.9
including: 950 893.5 1021.5 104.8 89.1 108.7
extraction of fuel-and-energy mineral resources
processing industries 1,034.0 881.9 993.7 107.8 78.2 103.3
Production and distribution of electric energy, 558.2 585.6 786.3 111.3 99.8 124.1
gas and water
construction 91.7 162.7 194.1 91.7 66.1 117.3
wholesale and retail trade; repairs 168.7 138.4 158.4 95.6 75.7 108.9
transport and communications 1,628.0 1,624.6 1,696.1 112.4 99.1 109.0
including communications 257.4 180.6 207.3 95.1 66.6 108.6
financial activity 74.7 74.6 77.2 95.6 99.4 107.1
Operations with immovables, lease, services 733.8 558.2 658.3 100.9 70.8 92.8
of these: research and development 31.9 48.9 62.8 101.9 131.9 114.4
state administration and military security; mandatory 128.2 133.0 120.5 109.7 89.5 87.0
social security
education 162.9 117.4 142.9 96.9 78.7 113.7
health care and social services 188.0 145.7 161.3 116.0 82.1 105.6
other communal, social and personal services 128.8 168.6 185.8 127.9 85.1 102.8

Source: Rosstat.

The problems associated with this country’s exit from the investment crisis in 2010 had
originated mostly from the extremely difficult basic conditions of the previous year. The
changes occurring in the structure of investments in fixed assets in 2009 were determined by
the rapid decline of the scale of business activity in the sectors of construction, operations
with immovables, trade and communications. While there existed a general downward trend
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in the volume of investments in industry, that process was influenced in particular by the drop
in investments in the processingee industries by 20.6 % on 2008. Besides, the situation was
further complicated by the decline in the volume of investments in agriculture — by nearly 30
% on 2007 over the period of 2008 — 2009. The year 2010 saw a continuing downward trend
in the volume of construction work. Growth of both investments and the volume of work in
the construction sector occurred in Q IV 2010. On the whole, in 2010 the volume of invest-
ments in fixed assets remained 11 % below the pre-crisis level registered in 2008.

As demonstrated by a sample study (conducted by Rosstat) of the investment activity dem-
onstrated by organizations operating in the sector of extraction of mineral resources, in the
processing industries, and in the production and distribution of electric energy, gas and water,
the main purpose of investing in fixed assets in 2010, just as in the previous years, was the
replacement of deteriorated technologies and equipment. Investments aimed at performance
improvement (automation and mechanization of the current production process, implementa-
tion of new production technologies, improved cost-effectiveness of production, and energy
saving) were made by 32 — 46 % of all organizations; 32 % of organizations were aiming at
increasing their production capacities without changing their product assortment; and 29 %,
in addition, were aiming at expanding their product assortment.

The bulk of investments in fixed assets in 2010 was earmarked for purchases of new ma-
chinery and equipment. Among the organizations included in this study, the share of machin-
ery and equipment aged under 10 years was 37 %; over 10 and up to 20 years — 40 %; over 20
and up to 30 years — 14 %. In the organizations operating in the spheres of production of
means of transportation and equipment, chemical production, production of electrical, elec-
tronic and optical equipment, machinery, metallurgical products, cellulose, pulp, paper, and
cardboard, the mean age of machinery and equipment was greater than that for the total num-
ber of organizations observed in this study.

The share of means of transportation aged under 10 years was 51 %, of those aged over 10
and up to 20 years — 33%. This index was above the mean value displayed by the organiza-
tions operating in the production of means of transportation and equipment, and in metallur-
gical and chemical production.

Table 18
Distribution of Organization by the Estimated Age of Their Fixed Assets in 2010,
as % of the Total Number of Organizations

Buildings Structures Mach} nery Means .
and equipmente of transportation

Under 3 years 2 2 4 5

Over 3 and up to 5 years 3 5 11 14
Over 5 and up to 10 years 5 7 22 32
Over 10 and up to 15 years 6 8 26 20
Over 15 and up to 20 years 9 12 14 13
Over 20 and up to 30 years 25 24 14 4
Over 30 years 38 27 5 1

Mean age (years) 26 21 14 9

Source: Rosstat.

The withdrawal from operation of machines, equipment and means of transportation in
2010 due to their long service life and high rate of wear and tear was pointed to by 68 % of
the organizations’ directors, while 10 % pointed out as the cause of their withdrawal the low
economic efficiency of their use.
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The study has shown that new domestically produced machinery and equipment were ac-
quired by 88 % of all organizations, imported products — by 35 % of organizations; domestic
equipment on the secondary market was bought by 22 % of organizations, imported equip-
ment — by 7 % of organizations. In the main, they purchased computer technologies, industrial
complex and assembly lines, some separate technological units and means of transportation.

Shortage of their own financial means was the principal factor that suppressed, in 2010, the
investment activity of organizations operating in the sector of extraction of mineral resources,
in the processing industries, and in the production and distribution of electric energy, gas and
water.

Table 19
Distribution of Organizations by the Estimated Factors Restricting Investment Activity,
as % of Total Number of Organizations

2000 2009 2010

Insufficient demand for products 10 29 19
Lack of their own financial resources 41 66 67
High interest on commercial credits 47 36 31
Complicated mechanism for getting credits needed for implementation of 39 19 15
investment projects

Investment risks 35 23 23
Unsatisfactory technological base 18 7

Low rate of return on investments in fixed assets 8 10 11
Dubious economic situation in the country 49 48 32
Imperfect normative legal base for regulating investment processes 36 10 10

4.3.2. Foreign Investments

Most of the year 2010 is characterized by a drop in foreign investors’ activities in the Rus-
sian Federation. In the investment sphere, crisis phenomena which were explicitly evident in
2009 kept prevailing in January-September 2010, while the influx of foreign investments in
Russia decreased dramatically. In January-September 2010, the volume of foreign invest-
ments in the Russian economy fell by 13.2% as compared to that in the same period of
2009 and, by 46.0% as against the maximum level registered in January-September 2007. Due
to substantial growth in foreign investments in the 4™ quarter (a 150% increase as compared
to the 4™ quarter of 2009), the aggregate growth of 40.1% in foreign investments in the Rus-
sian economy as against the 2009 figure was registered (Fig. 25). At the same time, the out-
flow of the earlier invested capital continued. If in the 1** quarter of 2010 and the 4™ quarter
of 2010 the volume of the withdrawn funds (foreign investors’ income which was transferred
abroad as well as interest payments on loans and loan repayments) was equal to the volume of
foreign investments into the country in the same period, in the 2™ quarter of 2010 and the 3"
quarter of 2010 it exceeded the latter by 12.1% and 22.7%, respectively. Furthermore, in 2010
Russian investments abroad exceeded the volume of foreign investments into the Russian
economy. Such trends were typical of the first half of 2010 where such an excess in the 1%
quarter of 2010 and the 2" quarter of 2010 amounted to 72.6% and 64.9%, respectively. In
the 3™ quarter of 2010 and in the 4™ quarter of 2010, Russian investments abroad amounted to
28.0% and 60.0% of the volume of foreign investments in Russia in the same periods, respec-
tively. It remains to be seen if the above factor is the trend’s turning point.
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The source: Rosstat.

Fig. 25. The level of the influx of foreign investments into the Russian economy
in the 2004-2010 period. (% of the GDP)

In 2010, international rating agencies left Russia’s sovereign rating unchanged at the level
below the pre-crisis one. At the same time, in December 2009 having registered some im-
provements in the Russian economy S&P, an international rating agency, raised Russia’s rat-
ing forecast from the negative one to the stable one and preserved the rating at the “BBB” in-
vestment level. In September 2010, having confirmed the current rating level the Fitch
Agency upgraded the rating forecast to the positive one. According to Fitch, “the Russian
economy is recovering after being seriously affected by the global financial crisis. Such a
change of the forecast to the positive one reflects Fitch confidence that a switchover to a more
flexible foreign exchange policy, substantial repayment of the foreign debt of the private sec-
tor, stabilization of the banking sector and growth in foreign exchange reserves should con-
tribute to a decrease in the number of factors behind the country’s financial vulnerability”.

According to Moody's, another rating agency the Russia’s rating remains at the level of
“Baal”, while the rating forecast is “stable” (in the 2008—-2009 period, unlike S&P and Fitch
Moody's did not downgrade Russia’s rating, but cut only the rating forecast).

In 2010, foreign investments amounted to 140.1% and 105.8% as against the 2009 figure
and the 2008 figure, respectively or USD 114.7 billion. (Table. 20).

In 2010, the largest growth in absolute indices (by USD 34.7 billion) was registered with
the segment of other investments which were made on a return basis. Direct investments de-
creased by USD 2.1 billion. Such a drop took place due to a decrease in values of the follow-
ing two components: contributions to the charter capital and loans from foreign co-owners of
business entities. In 2010, the former fell by 3.7% to USD 7.7 billion, while the latter, by
28.4% to USD 4.6 billion. Thus, the unit weight of loans received from foreign co-owners in
the structure of direct investments in the Russian Federation decreased from 40.5% in 2009 to
33.4% in 2010, while the share of contributions to the charter capital grew from 50.3% to
55.8%.
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Table 20
The volume and structure of foreign investments in the non-financial sector
of the Russian economy'

In million USD. % of the previous year
Total Direct Portfolio Other Total Direct Portfolio Other
2006 55109 13 678 3182 38249 102.7 104.6 700.0 95.3
2007 120 941 27797 4194 88 950 219.5 203.2 131.8 232.6
2008 103 769 27027 1415 75327 85.8 97.2 33.7 84.7
2009 81927 15 906 882 65139 79.0 58.9 62.3 86.5
2010 114 746 13 810 1076 99 860 140.1 86.8 121.9 153.3

The source: Rosstat.

According to the UNCTAD World Investment Report 2010 which was published in July
2010, as regards the volume of direct foreign investments in 2009 Russia is rated 6™ in the
world (it was rated 5™ in 2008, 9™ in 2007, 10™ in 2006 and 15" in 2005). As in the previous
year, among the developing countries Russia is rated 2™ after China. According to the above
report, in 2009 Russia accounted for 3.5% of the global foreign investments (4.1% in 2008)
and, for 8.2% of the direct foreign investments in developing countries (11.9% in 2008).
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The source: UNCTAD World Investment Report 2010, July 22, 2010

Fig. 26. Changes in the influx of direct foreign investments
in the 2007-2009 period.

According to UNCTAD report, decrease in the aggregate volume of the global direct for-
eign investments was registered from 2008 (Fig. 26). According to preliminary estimates, in
2010 the aggregate volume of the direct foreign investments is virtually at the 2009 level,
while in 2011 and 2012 it is expected to amount to USD 1.3—1.5 trillion and USD 1.6-2 tril-
lion, respectively. (Fig. 27).

' Direct investments are investments in tangible assets and acquisition of a controlling interest or an interest
which gives the investor the right to participate in management, while portfolio investments are investments in
securities in order to receive income only; other investments are investments which are made on a return basis
(loans of international financial institutions, trade loans and other).
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Fig. 27. The global influx of direct foreign investments,
billion USD.

As regards the segment of portfolio investments into the Russian economy in 2010, a
21.9% growth was registered as compared to that in 2009. At the same time, a decrease in the
unit weight of investments in equities and shares from 42.9% in 2009 to 32.0% (against
95.5% of the volume of portfolio investments in 2007 and 79.6% in 2008) was observed.

In 2010, other investments grew by 53.3% as compared to the 2009 figure. The share of
trade loans in the structure of other investments went down from 21.4% in 2009 to 17.6% in
2010 (against 21.5% in 2008). As regards the periods the investments were attracted for, the
share of loans with a term of over six months fell to 38.0% as compared to 67.9% in 2009
(68.1% in 2008). The unit weight of loans with a term of less than six months increased up to
41.3% (against 10.1% in 2009 and 8.8% in 2008).

So, as compared to 2009 the structure of foreign investments into the Russian economy did
not change much in 2010 (Fig. 28).
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Fig. 28. The structure of foreign investments in the Russian economy
in the 19962010 period.

In 2010, priorities of foreign investors by the type of business changed dramatically; a con-
centration of foreign investments in industry and the financial sector was registered. In 2010,
foreign investments in industry and the financial sector increased by 44.2% and 1,330%, re-
spectively, as compared to 2009.

In 2010, investors took less interest in trade, transport and communications. In 2010, for-
eign investments in trade decreased by 41.2%, while those in transport and communications,
by 52.4%.

Breakdown of foreign investments into the Russian economy by the type of business is
shown in Table 21.

Table 21
Breakdown of foreign investments into the Russian economy
by the type of business in the 2008-2010 period

Change, % of the previous

In million USD year % of the total

2008 2009 2010 2008 2009 2010 2008 2009 2010
Industry 49704 32980 47558 99.1 66.4 144.2 47.9 40.3 41.4
Transport and communications 4 861 13 749 6576 72.5 282.8 47.8 4.7 16.8 57
Wholesale and retail trade; repair of 23905 22792 13334 50.5 95.3 58.5 23.0 27.8 11.6
motor vehicles, motor bikes, household
appliances and personal items
Transactions with real property, rental 15378 7937 7 341 182.8 51.6 92.5 14.8 9.7 6.4
and other services
Financial business 4977 2 658 37913 111.8 534 1426.3 4.8 32 33.0
Other industries 4944 1811 2024 126.7 36.6 111.8 4.8 2.2 1.8

The source: Rosstat.

In 2010, in the structure of foreign investments in industry leaders of growth are manufac-
turing industries; as compared to 2009 investments in them grew by 49.2% (in 2009 a de-
crease amounted to 34.5%) (Fig. 29). Foreign investments in production of fuel and energy
mineral resources increased by 43.2% (in 2009 a drop amounted to 16.0%).

In manufacturing industry, investments in production of gas carbon and petroleum prod-
ucts increased by 150%, while those in iron and steel industry, by 69.7%, thus amounting to
USD 13.2 billion and USD 7.6 billion, respectively (in 2009 the growth in investments into
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production of gas carbon and petroleum products amounted to 63.7%, while investments in
iron and steel industry fell by 68.8%). In 2010, foreign investments in chemical production
increased by 41.3% to USD 2.2 billion as compared to 2009 (in 2009 a 37.6% drop in invest-
ments in that industry was registered).
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The source: Rosstat.

Fig. 29. The breakdown of foreign investments in industry in the 2006-2010 period, %

In 2010, both direct investments and portfolio investments in industry decreased by 7.9%
and 41.6%, respectively, as compared to 2009 (in 2009 they fell by 44.1% and 41.2%, re-
spectively). As compared to 2009, other investments in industry grew by 62.0% (in 2009 a
drop of 29.5% was registered). Thus, the unit weight of all other investments in industry grew
from 75.6% in 2009 to 84.9% in 2010, while in the same period the share of the direct in-
vestments and that of portfolio investments fell from 22.4% and 2.0% to 14.3% and 0.8%,
respectively.

Changes in the structure of foreign investments by the type of economic activities in indus-
try were registered. In production of primary products, direct investments kept falling and de-
creased by 35.9% to USD 2.0 billion. As a result, in 2010 the share of such investments in the
aggregate investments in that industry fell to 14.7% (against 30.7% in 2009 and 40.2% in
2008). The share of other investments in production of primary products (in 2010 other in-
vestments grew by 70% to USD 11.8 billion) increased up to 85.0% (against 65.8% in 2009
and 59.0% in 2008).

In 2010, in manufacturing industry other investments accounted for a larger part of in-
vestments, too. As compared to 2009, such investments increased by 60% and amounted to
85.4% of all the investments in manufacturing industry in 2010 (against 80.6% in 2009). In
2010, direct foreign investments in manufacturing industry increased by 13.3%, while the unit
weight of direct investments in manufacturing industry fell to 14.0% (against 18.5% in 2009).

As regards the geographic structure of foreign investments into the Russian economy in
2010, changes have taken place in the list of states which are the main exporters of the capital
to the Russian Federation. In 2010, the largest volume of investments, that is, USD
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40.8 billion (35.5% of the total volume of foreign investments into the Russian economy in
the above period) was received from Britain and USD 10.7 billion worth of investments, from
the Netherlands. In 2010, the top three leaders as regards investments in the Russian Federa-
tion included Germany as well, which country invested USD 10.4 billion in to the Russian
economy.

In 2010, investments from Britain showed the highest growth of 530% as compared to that
in 2009, while investments from Ireland increased by 240%. Investments from Germany and
France rose by 41.7% and 48.6%, respectively. However, investments from Luxemburg,
China, Japan and the Netherlands decreased by 54.2%, 21.8%, 63.3% and 8.1%, respectively.
Differences in the dynamics of investments have resulted in changes in the geographic struc-
ture of foreign investments into the Russian economy (Fig. 30).

2010 23,7
2009 29,6
2008 26,7
2007 241
2006 29,1
O;/o 1(;% 20‘% 3(;% 46% 50“’/0 66% 76% 8(;% 96% 100%
BECyprus OThe Netherlands ELuxemburg OGermany EThe UK OChina B The USA OFrance OOther countries

The Source: Rosstat. The data on investments from the USA in the 2009—2010 period and those from China in
the 2006—2008 period is unavailable.

Fig. 30. The geographic structure of foreign investments into the Russian Economy
in the 2006-2010 period, %

As of the end of December 2010, the accumulated foreign capital (without monetary regu-
lation authorities, commercial banks and savings banks taken into account) including RUR
investments calculated into US dollars amounted to USD 300.1 billion, which figure is 11.9%
higher than the respective value as of the beginning of the year. From the beginning of the
year, direct accumulated investments grew by 6.6% (Table 22).

In 2010, Cyprus, the Netherlands, Luxemburg, China and Germany account for a larger
portion of the total volume of the accumulated foreign investments. The total share of the
above countries amounted to 64.4% (against 66.3% in 2009). At the same time, the share of
the above five leaders in the segment of other investments increased to 64.8% (against 62.9%
in 2009), while in the segments of direct investments and the portfolio investments it is esti-
mated to amount to 67.1% and 21.9%, respectively (against 69.0% and 85.1% in 2009).
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Table 22
The accumulated foreign investments by the investor-country
Accumulated as of January 1, 2011, million USD.
Total Direct investments Portfolio investments Other investments

Ireland 11488 568 4 10916
Germany 27 825 9254 11 18 560
Japan 9022 824 2 8196

Britain 21578 3501 4481 13 596
Cyprus 61961 44 737 1732 15492
The Netherlands 40 383 22401 8 17974
Luxemburg 35167 661 203 34303
China 27 940 942 0.1 26 998
Other countries 64 742 33311 2479 28 952
Total 300 106 116 199 8920 174 987

The source: Rosstat.

Other investments prevail in the structure of foreign investments accumulated as of the end
of December 2010. They accounted for 58.3%. A similar index as regards direct foreign in-
vestments amounted to 38.7%.

Considering the above, it may be concluded that the situation with investments in Russia
started to improve by the end of 2010. Discernable growth in the volume of the accumulated
foreign capital was registered. At the same time, a drop in the influx of the direct foreign in-
vestments in the Russian economy is a negative factor. Growth in foreign investments took
place due to the segment of other investments which are made on a return basis. Thanks to
lower interest raters and capital injection in the economy of countries which are the main in-
vestors in the Russian Federation, foreign businessmen took greater interest in the financial
business in Russia.

In 20010, growth in profits of corporations was observed which factor according to
UNCTAD *“along with improvements of the situation on the stock markets will create a basis
for financing direct foreign investments”. Interest of global investors in developing countries
is constantly growing. “In particular, Brazil, the Russian Federation, India and China (BRIC
countries) have good prospects of attracting direct foreign investments. In developing coun-
tries and countries with transition economy, apart from the most labor-intensive segments of
the chain of creation of value, foreign investments will also be made far and wide into activi-
ties with a greater technological component™'. Thus, with taking into account the registered
growth in the foreign investments in the 4 quarter of 2010 a renewal of investments flows to
the Russian economy may be expected in 2011.

Taking into account a considerable growth in prices on energy carriers late in 2009 and
early in 2011, a substantial volume of investments into the fuel and energy complex can be
expected. In addition to the above, both the ongoing liberalization of the legislation regulating
foreign investments and measures aimed at making long-term projects more attractive may
motivate foreign investors to make investments in other sectors of the Russian economy as
well.

"' UNCTAD World Investment Report 2010.
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4.4. Oil-and-Gas Sector

The oil-and-gas sector has continued being the cornerstone to Russia’s economy and as
such it plays a pivotal role in forming the state budget revenue and the nation’s balance of
trade. In 2010, it was the situation in the global oil market, the one in the European gas mar-
ket, and an objective deterioration of conditions of oil and gas production, decline in output at
“old” fields and a considerably greater costs of development of new ones, particularly in the
undeveloped regions with no infrastructure therein, that exerted the greatest influence on the
national oil-and-gas sector’s advancement.

4.4.1. The Dynamic of World Oil and Gas Prices

The recovery of the global economy in the aftermath of the financial and economic crisis
had a determining impact on the situation on the global oil market in 2010. In 2008, on the
eve of the global crisis, the world oil prices had hit an extremely high level. In July 2008, the
average monthly oil prices overshot USD 130/bbl., thus hitting their historical peak, both in
nominal and real terms. The main factors propelling the price rise were: an increased demand
for oil fueled by high growth rates of the global economy, China, India and other Asian
economies’ ones in particular, the OPEC’s conservative policy in respect to its members’ oil
output, and low oil production rates outside OPEC. A serious factor that contributed to the oil
price boom became a sizeable influx of speculative capital onto commodity exchange mar-
kets. In the last months of 2008, the deceleration of the global economic growth rates, decline
in demand for oil in developed economies and the capital outflow from the commodity ex-
change markets sent global oil prices nosedive to USD 40/bbl in December 2008, ie more
than thrice vis-a-vis their July 2008 figures (7ables 23, 26). In the conditions of a drastic
downfall in world oil prices in the 2™ half 2008, in an attempt to maintain oil prices, OPEC
made a number of decisions on contracting its members’ output. However, in the conditions
of decline in demand for oil in the developed countries as a consequence of the already started
recession those measures had no visible effect on the market. In December 2008, OPEC ruled
to cut the daily oil output by 4.2 mIn.bbl vs. the September 2008 level, effective as of 1 Janu-
ary 20009.

In 2009, the contraction in oil demand in developed countries, which was caused by the fi-
nancial and economic crisis (7able 24) was compensated by soaring demand on the part of
emerging economies, China in the first place, and by the OPEC countries slashing their oil
output, and some other oil producing nations (Norway, UK, and Mexico) followed the move.
Over the last months of the year, the dynamic of oil prices found itself under a positive impact
of renewed economic growth in the leading industrially developed nations. As a result, the
world oil prices climbed from USD 40/bbl in the late-2008 up to USD 74-75/bbl in Q4 2009.
In the circumstances, at its 2009 conferences OPEC ruled to retain its members’ quotas,
which had been set onl January 2009, unchanged.

In 2010, a steady economic growth in Asia, China in the first place, as well as a renewed
economic growth in the OECD nations, primarily in the US, fueled a considerable rise in the
global demand for oil (7Table 25). Those factors were complemented by a relatively severe
weather in the Northern hemisphere in Q4 2010. Propelled by the growing global demand, the
OPEC production was on the upsurge, albeit at a gradual pace. It was Nigeria and Saudi Ara-
bia that should take the bulk of credit for the rising OPEC’s output. Overall, the 2010 OPEC’s
oil output was greater than the 2009 figures, but substantially lower than the 2008 ones. Nor-
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way and UK saw their oil production at the fields in the North Sea continue to decline. Driven
by the aforementioned factors, in the last months of 2010 the world oil prices left the range of
USD 70-80/bbl., wherein they were over most part of the year and hit USD 90/bbl in Decem-
ber 2010. (Tables 26, Fig. 31). In 2010, Russia’s Urals was traded on the global (European)
market at the level of USD 78/3/bbl. on the average, or up by 28.4% vs. the previous year’s

level.
Table 23
World Prices of Oil in Nominal Terms in 2000-2010., as USD/bbl.
2000 2005 2006 2007 2008
Price of Brent, UK 28.5 54.4 65.2 72.5 97.7
Price of Urals, Russia 26.6 50.8 61.2 69.4 94.5
Price of the OPEC oil basket 27.6 50.6 61.1 69.1 94.1
Table 23 (cont’d)
2009 2009 2009 2009
01 Q2 Q3 04 2009
Price of Brent, UK 45.0 59.1 68.4 75.0 61.9
Price of Urals, Russia 437 58.1 68.0 74.3 61.0
Price of the OPEC oil basket 42.9 58.5 67.7 74.3 60.9
Table 23 (cont’d)
2010 2010 2010 2010
Q1 Q2 Q3 Q4 2010
Price of Brent, UK 76.7 78.7 76.4 86.8 79.6
Price of Urals, Russia 75.3 76.9 75.6 85.2 78.3
Source: IMF, OECD/IEA, OPEC.
Table 24
Global Oil Consumption in 2008-2009, as % to the Respective Period of the Prior Year
2009 2009 2009 2009
2008 01 Q2 3 04 2009
The world, total -0.6 -3.2 -2.5 -0.6 0.9 -1.3
OECD nations -3.6 -5.2 -6.1 -3.6 2.9 -4.5
Including:
North America -5.2 -5.4 -6.1 -1.3 -1.6 -3.6
Europe -0.6 -2.9 -5.7 -7.1 -6.7 -5.6
APR -4.0 -8.5 -7.2 -3.5 0.5 -4.8
Non-OECD countries 33 -0.6 1.9 3.0 5.8 2.5
Including:
Asia (less Middle-East and ex-USSR countries ) 1.7 -0.8 4.8 6.7 12.5 5.8
Source: OECD/IEA.
Table 25
Global Oil Consumption in 2010, as % to the Respective Period of the Prior Year
2010 2010 2010 2010
01 Q2 Q3 04 2010
The world, total 2.3 33 3.8 3.5 32
OECD nations -1.1 1.6 3.6 1.7 1.5
Including:
North America 0.6 3.6 4.1 2.1 2.6
Europe -4.9 -1.1 2.2 1.8 -0.5
APR 0.9 0.6 4.8 0.4 1.6
Non-OECD countries 6.5 52 4.0 5.5 53
Including:
Asia (less Middle-East and ex-USSR countries ) 9.9 6.5 3.8 6.9 6.7

Source: OECD/IEA.
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Table 26
Global Prices of Oil in 2010, as USD/bbl
> > - 5 . 5 5
s : % =T z & = & ® 2 £ £
E 2 S Z = 2 2 = = > 2 ]
= 2 < 2 = 3 g
Price of Brent, UK 762 736 789 849 752 749 756 772 778 827 853  Ol4

Price of Urals, Russia 76.1 72.9 76.9 82.6 73.8 74.4 73.9 75.5 77.3
Source: OECD/IEA, OPEC.
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Source: The RF Ministry of Economic Development.

Fig. 31. Price of Urals in 2008-2010, USD/bbl.

Prices for natural gas on the global market are determined, as a rule, on the basis of prices
of energy sources alternative to gas (chiefly AOD/diesel fuel, and fuel oil), which depend on
world prices of oil. That is why the world prices for natural gas follow oil prices, but with a
certain lag. On the European market, following the oil prices, the ones of the Russian gas
likewise hit their peak value in 2008 and declined in 2009 (Table. 27).

In 2010, the gas prices were on the upsurge; however, in contrast to oil prices, if averaged
over the year, they were below the 2009 figures. This can be ascribed to the impact of two
factors. First, the lag between oil and gas prices determined the latter ones passing the price
nadir at a moment of time later than that for oil prices. While the minimum quarterly prices
for oil were noted in Q1 2009, those of gas — in Q3 2009 r (Table. 28). Second, the change of
the situation on the European gas market — namely, a considerable rise in offer of gas, a size-
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able growth in LNG supplies in tandem with a lower level of spot prices for gas vis-a-vis
prices quoted in long-term contracts drove the 2010 Russian gas prices down.

In 2009-2010, the spot gas prices on the European market were lower than the ones of the
Russian pipeline gas supplied under long-term contracts (7able 29). Behind the phenomenon
were a growing offer of gas, primarily by Norway and Qatar, decline in demand for gas in the
conditions of the recession, and a more flexible pricing policy with regard to LNG (contract
prices of pipeline gas are determined on the basis of prices of substitute fuels over previous
periods, which is why they react to the market situation with a certain lag).

The EU policy on diversification of sources of energy supplies, creation the European
RLNG infrastructure, and lower LNG prices in 2009-2010 have entailed a certain decline in
the proportion of the Russian gas on the European gas market. According to the East Euro-
pean Gas Analysis, Russia’s share in gas imports from outside the EU to the European coun-
tries that hold membership 1 OECD plunged from 39% in 2008 to 33% in the first half 2010,
while Norway’s share soared from 23 to 27%, and that of Qatar— from 2 up to 8%.

Table 27
World Prices for Oil and Natural Gas in 2002-2010, as USD/bbl.

2002 2003 2004 2005 2006 2007 2008 2009 2010

The average world oil price, 24.95 28.89 37.76 534 64.3 71.1 97.0 61.8 79.0
USD/bbl
The prices of Russian gas on 96.0 125.5 135.2 2129 295.7 293.1 473.0 318.8 296.0
the European market, USD/
Thos. c. m.
Source: IMF.
Table 28
Prices for Oil and Natural Gas on the European Market in 2009-2010,
USD/bbl
2009 2009 2009 2009 2010 2010 2010 2010
Q1 Q2 Q3 Q4 Q1 Q2 Q3 Q4

The price of Brent, USD/bbl. 45.0 59.1 68.4 75.0 76.7 78.7 76.4 86.8
The prices of Russian gas on 503.5 309.6 229.8 232.2 273.2 291.4 306.5 313.0

the European market,
USD/Thos. c. m.

Source: IMF.
Table 29
Contract Prices of Pipeline Gas and Spot Prices of LNG in 2010
> & - 5 = 5 5
Z = = % 2 ) 2 2
= £ £ & & £ £ & : £ 3§ =&
s 5§ £ < = 5 > 2 2 3 z 3
= = @ e z =
The average price of Russian pipe- 273 273 273 301 283 290 305 309 306 311 314 314

line gas in Europe, USD/

USD/Thos. ¢. m.

Spot prices of LNG in Germany, 230 214 182 194 222 237 270 255 268 287 295 360
USD/Thos. c. m.

Source: OAO «Gasprom», IMF.
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4.4.2. Dynamic and Structure of Production in the Oil-and-Gas Sector

The rise in oil output in Russia in the early 2000s was propelled by extending opportunities
for oil export, thanks to the creation of the Baltic pipeline system and the use of railroad
transport in particular, as well as by intensification of development of existing fields and the
oil companies’ greater opportunities due to the price rise for oil. Later, though, the oil produc-
tion growth rates plunged substantially. While in 2002-2004 the annual oil production in-
crease rate was 8.9—-11%, the 20062007 figures made up just 2,1%, and the year of 2008, for
the first time over recent years, saw oil production decline. That was a clear sign of exhaus-
tion of reserves to boost the nation’s oil output at the expense of intensification of develop-
ment of operating fields, which testifies to the need for more pro-active measures on develop-
ing new oil areas.

The growth in oil production renewed in 2009, though the increase rate was relatively low
(1.2% vs. the prior year). In 2010, the increase rate accounted for 2.1% thus matching the
2005-2007 figures (Tables. 30, 31). The dynamic of oil output found itself driven by place-
ment in operation of several new large oil fields in the north of Russia’s European part and in
Eastern Siberia as well as by enactment of a number of amendments to the Tax Code of RF
aimed at lowering the tax burden on the oil sector, encouraging a more intense development
of existing fields and developing new production areas.

Table 30
Oil Production and Refining in Russian Federation in 2000-2010

2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010

Production of oil, in- 3232 348.1 379.6 4214 458.8 470.0 480.5 491.3 488.5 4942 505.1
cluding gas condensate,

min. tn.

Primary oil refining, 173 179 185 190 195 208 220 229.0 236.3 236.0 249.3
min. tn.

The share of oil refining 53.5 51.4 48.7 45.1 42.5 443 45.8 46.6 48.4 47.8 49.4
in its production, %

Refining depth of petro- 71 71 70 70 71 71.6 71.9 71.7 72.0 71.9 71.2
leum feedstock, %

Source: the Federal State Statistics Service, the RF Ministry of Energy.

Oil processing has recently grown at a pace greater than its extraction, which can be as-
cribed chiefly to an accelerated growth in export of oil products, which was encouraged by
export duties on oil products being lower than the ones levied on crude oil. Between 2005 and
2010 (except for 2009) the annual growth rates of primary oil refining accounted for 3.2—
6.2% vis-a-vis the annual oil output growth rates that made up 1.2-2.2% (except for the 2008
figures). As a result, the proportion of refined oil in oil output surged from 42.5% in 2004 to
49.4% in 2010. That, however, was still way behind the 2000-2001 figures: at the time, more
than a half of extracted oil was supplied to refineries. Meanwhile, the processing depth has
practically remained unchanged over the past decade and accounted just for 71.2% in 2010,
which basically quadrates with the 2000 figure (for reference: the respective rate in the lead-
ing developed economies accounts for 90-95%). Efficacy of oil refining and quality of Rus-
sian oil products still substantially fall short of matching international standards.
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Table 31
Production of Oil, Petroleum Derivatives and Natural Gas in 2000-2010,
as % to the Prior Year

2000 2001 2002 2003 2004
Oil, including gas condensate 106.0 107.7 109.0 111.0 108.9
Primary oil processing 102.7 103.2 103.3 102.7 102.6
Petrol 103.6 100.6 104.9 101.2 103.8
Diesel fuel 104.9 102.0 104.7 102.0 102.7
Black oil fuel 98.3 104.2 107.1 100.3 97.8
Natural gas 98.5 99.2 101.9 103.4 101.6
Table 31(cont’d)
2005 2006 2007 2008 2009 2010
Oil, including gas condensate 102.2 102.1 102.1 99.3 101.2 102.1
Primary oil processing 106.2 105.7 103.8 103.2 99.6 105.5
Petrol 104.8 107.4 102.1 101.8 100.5 100.5
Diesel fuel 108.5 107.0 103.4 104.1 97.7 104.2
Black oil fuel 105.8 104.5 105.2 101.9 100.8 108.5
Natural gas 100.5 102.4 99.2 101.7 87.9 111.4

Source: the Federal State Statistics Service.

Atop the 2010 list of biggest oil producers in Russia were oil companies Rosneft, LUKOIL,
THK-BP, Surgutneftegas, and Gazprom. Their aggregate share in the nation’s total oil output
accounted for nearly 75%. Meanwhile, medium-sized oil companies’ (Tatneft, Slavneft,
Bashneft, and Russneft) share made up 14.2%. Companies operating under PSAs produced
another 2.9% of Russian oil, while the share of other oil producers (100-plus small oil extract-
ing organizations) was 7.6% (Table 32). The proportion of state-run (belonging to the federal
government) companies in the country’s total oil output amounted to 30.8%. To put this in
perspective, back in 2003, before their taking over private oil companies’ assets, Rosneft and
Gazprom combined produced only 7.3% of Russian crude.

Table 32
Oil Produced by Various Oil Companies in 2008-2010

Oil output in Share in total Oil output in Share in total Oil output in Share in total

2008, output, 2009, output, 2010, output,
min. tn. % min. tn. % min. tn. %

Russia, total 488.5 100.0 494.2 100.0 505.1 100.0
Rosneft 113.8 233 116.3 235 112.4 22.3
LUKOIL 90.2 18.5 922 18.7 90.1 17.8
THK-BP 68.8 14.1 70.2 14.2 71.7 14.2
Surgutneftegaz 61.7 12.6 59.6 12.1 59.5 11.8
Gazprom +
Gazprom neft 43.4 8.9 419 8.5 433 8.6

Including:

Gazprom 12.7 2.6 12.0 2.4 13.5 2.7

Gazprom neft 30.7 6.3 29.9 6.1 29.8 5.9
Tatneft 26.1 53 26.1 5.3 26.1 5.2
Slavneft 19.6 4.0 18.9 3.8 18.4 3.6
Bashneft 11.7 2.4 12.2 2.5 14.1 2.8
Russneft 14.2 29 12.7 2.6 13.0 2.6
NOVATEK 2.7 0.6 33 0.7 3.8 0.8
PSA operators 12.0 2.5 14.8 3.0 14.4 2.9
Other producers 24.1 4.9 26.0 53 38.2 7.6
Public companies, com-
bined:
Rosneft + Gazprom + 157.2 322 158.2 32,0 155.7 30.8

Gazprom neft

Source: the RF Ministry of Energy, author’s calculations.
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Gazprom traditionally preponderated the gas production area. Meanwhile, as the decline in
the national natural gas output can be chiefly ascribed to Gazprom’s poorer performance, the
company’s share in 2009-2010 slid slightly (to 77.2%) vis-a-vis an increasing specific weight
of other producers, including oil companies, NOVATEK, PSA operators, and other producers.
The 2010 share of public (state-owned) corporations in the nation’s gas output accounted for
79.8% (Table 33).

Table 33
Structure of Natural Gas Production in 2008-2010

Gas outputin  Sharein total Gas outputin  Sharein total Gas outputin  Share in total

2008, output, 2009, output, 2010, output,
bln. m. % bln. m. % bln. m. %
Russia, total 664.9 100.0 596.4 100.0 665.5 100.0
Gazprom + 553.1 83.2 466.6 78.2 513.9 77.2
Gazprom neft

Including:

Gazprom 550.9 82.9 462.3 71.5 509.0 76.5
Oil companies 54.8 8.2 63.5 10.6 66.6 10.0
NOVATEK 30.8 4.6 32.8 5.5 37.8 5.7
PSA operators 8.5 1.3 18.3 3.1 23.3 3.5
Other producers 17.6 2.6 152 2.5 23.9 3.6

Public companies, combined:
Rosneft + Gazprom + Gaz-
prom neft 566.1 85.1 484.0 81.2 531.2 79.8

Source: the RF Ministry of Energy, author’s calculations

The recently noted decline in the oil output growth rate should be ascribed to the objective
deterioration of operating conditions in the first place. A considerable fraction of oil fields in
Russia has entered the decollement stage, while new fields mostly display worse mining and
geological conditions and geographic parameters, and their development requires greater
capital, operating and transportation costs.

A drastic fall in gas production in 2009 (by 12.1% on a year-on-year basis) resulted from
the drop in the domestic and external demand caused by the recession and a compulsory con-
traction of gas supplies to Europe in early 2009 because of the “gas conflict” with Ukraine. In
2010, Russia’s gas output caught up with its 2008 figures, but export of gas still was far be-
low the pre-crisis level.

4.4.3. Dynamic and Structure of Export of Oil and Gas

The 2010 aggregate net export of oil and oil products was on the rise against the backdrop
of growth in oil production and is estimated to hit 376.6 mlin. tn.. This is the historic peak for
Russia’s oil sector. (Tables 34, 35). The specific weight of net export of oil and oil products
in oil production accounted for 74.6%. That said, Russia has substantially cut oil supplies to
Belarus, as the counterparts could not agree on levying the export duty on the supplies (be-
tween January and November 2010 Russian oil supplies to Belarus plunged by nearly 41% on
a year-on-year basis). In 2010, oil export accounted for 49.6% of the nation’s oil output. The
proportion of export in black oil fuel hit 90.9% between January and November 2010, and
that in diesel fuel — 59.4%. The 2010 export of petrol plummeted 34.2%, while the share of
export of petrol in the respective output slid to 8.5% (for reference: the 1999 figure was 7.2%,
the 2005 one — 18.5, in 2008 — 12.5, and in 2009 — 12.6%)).

Meanwhile, the year of 2010 saw a notable rise in import of oil products (up 2.4 times on a
year-on-year basis) and growth in the share of import in satisfying the domestic demand. The
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share of import in petrol resources soared from 0.6% in 2009 to 1.4% in 2010 (for reference:
in the 1% half 1998 the respective figure was 8.7%, in 2008— 0.7%). The 2010 indices for die-
sel fuel and black oil fuel stood at 0.8 u 1.1%, respectively.

Table 34
Export of Oil, Oil Products and Natural Gas from Russia in Natural Equivalent
in 2002-2010,as % on a Year-onYear Basis

2002 2003 2004 2005 2006 2007 2008 2009 2010%
Oil, total 1139 117.8 115.0 98.4 98.0 104.0 94.0 101.8 101.2
Including:
Non-CIS countries 109.9 118.9 116.3 99.1 98.0 104.8 92.6 102.9 107.4
CIS countries 137.3 112.4 108.3 94.9 98.0 99.4 102.6 95.4 65.2
Oil products, total 118.5 103.6 105.5 117.9 106.3 108.0 105.0 105.3 105.0
Including:
Non-CIS countries 119.1 102.6 104.9 119.1 104.5 107.6 102.0 107.1 108.4
CIS countries 102.8 1323 117.9 94.6 148.8 115.3 152.2 86.8 61.5
Gas, total 102.4 102.0 105.5 103.7 97.6 94.6 101.8 86.2 106.1

* Estimated.
Source: the Federal State Statistics Service

After a sizeable (by 13.8%) contraction of oil exports in 2009 caused by the fall in export
gas supplies to Europe, the next year Russian gas export surged thanks to an increase in sup-
plies to the CIS countries. However, Russian gas export has not yet hit the pre-crisis level.
Meanwhile, the specific weight of net export in gas production plummeted from 28.2% in
2008 to 25.6% in 2010.

Table 35
Correlation between Production, Consumption and Export of Oil
and Natural Gas in 2000-2010

2000 2005 2006 2007 2008 2009 2010*
Oil, mln. tn.
Production 3232 470.0 480.5 491.3 488.5 4942 505.1
Export, total 144.5 252.5 248.4 258.4 243.1 2474 250.4
Export to non-CIS countries 127.6 214.4 211.2 2213 204.9 210.9 226.6
Export to CIS countries 16.9 38.0 37.3 37.1 38.2 36.5 23.8
Net export 138.7 250.1 246.1 255.7 240.6 245.6 248.6
Domestic consumption 123.0 123.1 131.2 124.1 130.4 125.3 128.5
Net export as % to production 42.9 53.2 51.2 52.0 493 49.7 49.2
Oil products, mln. tn.
Export, total 61.9 97.0 103.5 111.8 117.9 124.4 130.6
Export to non-CIS countries 58.4 93.1 97.7 105.1 107.6 115.4 125.1
Export to CIS countries 35 39 5.8 6.7 10.3 9.0 55
Net export 61.5 96.8 103.2 111.5 117.5 123.3 128.0
Oil and oil products, min. tn.
Net export of oil and oil products 200.2 346.9 349.3 367.2 358.1 368.9 376.6
Net export of oil and oil products, 61.9 73.8 72.7 74.7 73.3 74.6 74.6
as% to oil production
Natural gas, bln. c.m.
Production 584.2 636.0 656.2 654.1 664.9 596.4 665.5
Export, total 193.8 207.3 202.8 191.9 195.4 168.4 178.7
Export to non-CIS countries 133.8 159.8 161.8 154.4 158.4 120.5 108.6
Export to CIS countries 60.0 475 41.0 375 37.0 47.9 70.1
Net export 189.7 199.6 195.3 184.5 187.5 160.1 170.4
Domestic consumption 394.5 436.4 460.9 469.6 477.4 436.3 495.1
Net export as % to production 32.5 314 29.8 28.2 28.2 26.8 25.6

* Estimated.
Source: the Federal State Statistics Service, the RF Ministry of Energy, the Federal Customs Service, author’s
calculations.
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With some growth in the proportion of oil products, the structure of Russia’s oil export
was still dominated by export of crude, which in 2010 accounted for 66.0% of the aggregate
export of oil and oil products. The bulk of the export of oil products was formed by black fuel
oil, which Europeans use for further processing, and by diesel fuel. The bulk of energy re-
sources (in 2010 — as much as 90% of oil, 96% of oil products and 61% of gas) was exported
to outside the CIS.

Analysis of the dynamic of Russia’s oil export over a long period of time evidences an in-
crease therein of the share of oil products, whose specific weight grew from 18.2% in 1990 to
34.0 % in 2010 r. (Table 36). With a drastic decline in the domestic consumption (our calcu-
lations show it plunged from 269.9 mln. tn. in 1990 to 128.5 mln. tn. in 2010), the specific
weight of net export of oil and oil products in oil output increased from 47.7 to 74.6% over
the period in question.

Table 36
Net Export of Oil Products in 2002—-2010
2002 2003 2004 2005 2006 2007 2008 2009 2010%
Net export of oil products, 74.8 78.2 81.4 96.8 103.2 111.5 117.5 123.3 128.0
min. tn.
Share of oil products in net ex- 29.2 26.8 243 279 29.5 304 32.8 334 34.0

port of oil and oil products, %

* Estimated.
Source: the Federal State Statistics Service, the Federal Customs Service, author’s calculations.

The above data evidence a substantial intensification of the oil sector’s export orientation
against the pre-reform period. That said, it should be noticed that the process in question is
associated not only with increase in absolute export volumes, but with a sizeable contraction
in the domestic consumption of oil due to the market transformation of Russia’s economy, as
well. In the period prior to the financial and economic crisis of 2008-2009 the pace of eco-
nomic growth was high, while the volume of domestic consumption remained fairly stable.
This evidences a certain decline in oil intensity rate of Russia’s GDP.

The oil price boom in 2008 sent the oil sector’s proceeds upswing substantially (Fig. 32,
33). That year, aggregate proceeds from export of oil and main kinds of oil products (petrol,
diesel fuel and black fuel oil) accounted for USD 228.9 bln., which was a record-breaking
amount ever posted over the whole post-reform period. (7Tables 37, 38). It can be noted for
reference that the minimum level of oil export proceeds (USD 14 bln.) was recorded in the
conditions of the 1998 price downfall. The fall in oil prices in 2009 likewise resulted in a sub-
stantial contraction of export revenues, while the subsequent price rise in 2010 made export
proceeds bounce upwards substantially. Between January and November 2010 the aggregate
proceeds from export of oil and oil products hit USD 173.6 bln.

Table 37
Export Proceeds from Oil and Oil Products in 20002010, as USD Bin.
2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 (1?32&)

Export gains from oil and ~ 34.9 334 38.7 51.1 74.6 1124 140.0 1649 2289 1412 173.6
main oil products

Source: calculated on the basis of the Federal State Statistics Service’s data.
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Table 38
Proceeds from Export of Qil and Qil Products in 2008-2010, as USD Bln.

2008 2008 2008 2008 2009 2009 2009 2009 2010 2010 2010

Q1 Q2 Q3 Q4 Q1 Q2 Q3 Q4 Q1 Q2 Q3
Export gains from oil 53.2 64.4 68.9 424 25.6 30.6 39.2 45.8 452 47.9 46.2
and main oil products

Source: calculated on the basis of the Federal State Statistics Service’s data.

Affected by increasing world prices for oil and gas, the proportion of fuel-and-energy
commodities in Russian’s exports in 2008 hit 68.6%, including crude — 34.4% (Table 39). In
2009, the share of these commodities in the nation’s export dropped slightly, but remained

high nonetheless. In 2010, the proportion of fuel-and-energy commodities in Russia’s exports
accounted for 67.5%, including crude — 34.0%.

Table 39
Value and Specific Weight of Export of Fuel-and-Energy Commodities in 2005-2010
2005 2008 2009 2010
USD bln. %* USD bln. %* USD bin. %* USD bln. %*
Fuel-and-energy commodities,
total 154.7 64.1 321.1 68.6 201.1 66.7 267.7 67.5
Including:
oil 83.8 34.7 161.2 34.4 100.6 333 134.6 34.0
Natural gas 314 13.0 69.1 14.8 42.0 13.9 47.6 12.0

* As % of the total volume of Russian exports.
Source: the Federal State Statistics Service.
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Fig. 32. Average Export Prices of Oil and Black Fuel Oil in 2000-2010, USD/ton
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Source: calculated on the basis of the Federal State Statistics Service’s data.

Fig. 33. Export of Oil and Oil Products in Natural and Value Equivalent
in 2000-2010, Mln. T/, USD Min.

4.4.4. Price Dynamic for Energy Commodities on the Domestic Market

Propelled by rising oil prices in 2008, the domestic prices of oil and oil products in Russia
likewise were on the upsurge. In the summer of 2008, the prices for oil, petrol, diesel fuel and
black oil fuel hit their absolute peaks over the post-reform period. In July 2008, the average
domestic price of oil (producer price) in USD equivalent hit USD 410.2/ton, while the one of
petrol — USD 810.3/ton. Between September and December 2008, and in the early 2009, the
plummeting world oil prices and depreciating Ruble sent domestic prices of oil and oil prod-
ucts in USD equivalent nosedive. In 2009, the domestic price of oil and oil products in USD
equivalent notably bounced upwards as a result of rising world oil prices and eventually over-
run the 2008 figures. (Table 40, Fig. 34, 35). In 2010, the world prices of oil and light oil
products continued climbing up and fueling a further increase in the domestic prices of oil and
light oil products in USD equivalent.

Table 40
Domestic Prices of Oil, Oil Products and Natural Gas in USD equivalent
in 2000-2010 (Average Producer Prices, as USD/ton)

2000 2005 2006 2007 2008 2008
December December December December July December
0Oil 54.9 167.2 168.4 288.2 410.2 114.9
Petrol 199.3 318.2 416.5 581.2 810.3 305.1
Diesel fuel 185.0 417.0 426.1 692.5 902.8 346.5
Black oil fuel 79.7 142.7 148.8 276.5 392.8 125.0
Gas, USD/ c.m. 3.1 11.5 14.4 17.6 23.8 18.1
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Table 40 (continued)
2009 2009 2009 2009 2009
January March June September December
Oil 62.2 122.9 194.7 225.9 219.3
Petrol 2443 318.8 481.5 593.2 457.4
Diesel fuel 306.2 343.1 382.1 388.2 394.8
Black oil fuel 107.2 145.9 210.8 265.8 250.8
Gas, USD/ c.m. 13.5 14.5 22.0 22.4 16.9
Table 40 (continued)
2010 2010 2010 2010 2010
January March June September December
Oil 196.5 216.3 196.7 211.2 248.2
Petrol 483.0 507.3 529.2 544.0 547.9
Diesel fuel 429.5 4313 406.7 423.8 536.1
Black oil fuel 1953 229.0 236.3 246.2 246.3
Gas, USD/ c.m. 17.7 18.7 18.7 23.5 20.5
Source: calculated on the basis of the Federal State Statistics Service’s data.

Meanwhile, domestic oil prices in Russia still are substantially lower than the world ones.
Behind the gap are such objective conditions as the existence of an export customs duty and
additional transportation costs. Against such a backdrop government regulators kept keeping
a watchful eye on domestic gas prices. It is envisaged to transit, within coming years, to a
stage-by-stage increase of domestic gas prices to a level securing the same profitability rate
from its sales in Russia as the one ensured by overseas sales. If the move is successful, the
gap between domestic and world prices should narrow, with the domestic prices of gas still
being lower than the world ones (given the export duty and transportation costs), nonetheless.
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Source: calculated on the basis of the Federal State Statistics Service’s data.

Fig. 34. Average Producer Prices of Oil and Gas in USD Equivalent in 2000-2010, USD/Ton,
USD/Thos.c.m.
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Fig. 35. Average Producer Prices of Petrol and Black Fuel Oil in USD Equivalent
in 2000-2010, USD/Ton

4.4.5. Tax Regulation of the Oil-and Gas Sector

Since 2009 amendments were made to the Tax Code of RF. They are aimed at alleviation
of the tax burden on the oil-and-gas sector, encouragement of a more intense development of
deposits in operation and development of new oil fields in underdeveloped regions and at the
continental shelf. Specifically, in the formula calculating the Rp ratio that reflects the world
oil prices and is applied to the basic mineral tax rate on produced oil, the exempted price
minimum was increased from USD 9/bbl. to 15/bbl. (Table 41), which resulted in a substan-
tial decrease of the effective mineral tax rate on extracted oil. As well, the requirement to use
the direct method of accounting the volume of oil output at a specific mining allotment was
abolished to ensure the decreased ratio is applied to the mineral tax rate (Kb) employed at oil
fields with a high reserves depletion rate. That allowed the benefit in question to cover all the
worked-out deposits, which stimulates extension of their operational deadlines and gives
boost to an additional oil production.

To give a fillip to development of new oil-and-gas provinces for new oil deposits located
in Eastern Siberia, in Nenetsky Autonomous Okrug, in Yamal peninsula (Yamalo-Nenetsky
Autonomous Okrug), at the continental shelf of the Russian Federation north of the Arctic
Circle, as well as in the Sea of Azov and Caspian Sea, the Government has granted tax holi-
days in regard to the mineral tax. Specifically, corporations developing new oil deposits of the
Eastern-Siberian oil-and-gas province within the borders of the Republic of Sakha (Yakutiya),
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Irkutsk oblast and Krasnoyarsk krai now can enjoy zero rate of the mineral tax until they hit
the accumulated volume of oil production of 25 mln. tn. at a given mining allotment, provided
they meet the 10-year reserves development deadline, or for 10 years for an E&P license and
15 years — for a complex E&P and production license effective since the date of its public reg-
istration. (Table 42).

Table 41
The Mineral Tax Rate on Oil Extraction in 2005-2010
2005 2006 2007 2008 2009 2010
The basic mineral tax rate levied on
oil extraction, Rb/ton 419 419 419 419 419 419
The ration characterizing the world
oil prices dynamic (Rp) (P-9) x R/261 (P-15) x R/261
Reserves depletion ratio of a mining )
allotment (Kb) 3,8—3,5xN/V

Note: P — the price level for Urals in USD/bbl equivalent averaged over the tax period; R - set by the CBR
USD-to-Rb. exchange rate value averaged over the tax period; N — cumulative oil production at a mining allot-
ment; V —initial recoverable reserves of categories A, B, C1 u C2 at a mining allotment.

Source: the Tax Code of RF, Federal Act of 22.07.2008 Ne 158-FZ, Federal Act of of 27.07.2006 Ne 151-FZ,
Federal Act of 07.05.2004 Ne 33-FZ.

To additionally encourage development of oil deposits in Eastern-Siberian oil-and-gas
province since 1 December 2009 the RF Government set zero oil export duty rate effective
through 1 July 2010. The Government subsequently transited to apply lowered export duty
rates to the East Siberian oil and since December 2010 extended the effect of the leverage to
cover deposits located in Caspian Sea.

Table 42
Regions of Application and tax Holidays Parameters of the Mineral
Tax on Oil Extraction

Accumulated volume

of oil production at a E&P license validity E&P license validity Date as of which the

Region .. . . benefit became
mining allotment, period, years period, years .
effective
min. tn.
1. Republic of Sakha (Yakutia), 25 10 15 01.01.2007
Irkutsk oblast, Krasnoyarsk krai
2. Continental shelf north of the 35 10 15 01.01.2009
Arctic Circle
3. Nenetsky AO, Yamal penin- 15 7 12 01.01.2009
sula
4. Sea of Azov Caspian Sea 10 7 12 01.01.2009

Source: the Tax Code of RF.

In 2010, the RF Government produced a string of new proposals (amendments to Part 2 of
the Tax Code of RF) on modifications in taxation of the oil-and-gas sector consequently
adopted by the Federal Assembly of RF and promulgated since 2011. The amendments pro-
vide for some increase in the mineral tax rate in regard to oil and a substantial increase of the
mineral tax rate on natural gas. The basic mineral tax rate on oil will be subject to indexation
with account of the projected inflation rate in 2012-2013, that is, they will be raised up to
Rb.446 /ton in 2012 and further up to Rb. 470/ ton in 2013. The mineral tax rate on gas will
be raised way more substantially. It has remained unchanged since 2006, while since then
wholesale gas prices have risen 2.12 time. As a consequence, the mineral tax rate on gas slid
considerably both in real and nominal terms (as percentage of its price).
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At this juncture we believe a logical move would be to have the mineral tax rate on gas
production indexed according with the price rise for gas in the domestic market. The Gov-
ernment, however, tried a more conservative approach: since 1 January 2011 the rate of the
tax in question is to be indexed 1.61 times, which de facto quadrates with the inflation accu-
mulated over 2007-2010. The gas mineral tax rate is to be further increased in 2012-2013 to
catch up with the projected inflation rate. As a result, since 1 January 2013 the mineral tax
rate on gas production will make up Rb. 265 /Thos. c.m. (Table. 43).

Table 43
Mineral Tax Rates on Oil and Natural Gas Production in 2010-2013
2010 2011 2012 2013
Mineral tax rate on oil, Rb/ton 419 419 446 470
Mineral tax rate on gas, Rb/Thos. c.m. 147 237 251 265

Source: the Tax Code of RF

In order to encourage development of small oil deposits, in 2010 the Government prepared
amendments to Art. 342 Part Two of the Tax Code of RF on introducing to the mineral tax
rate of oil production a special decreasing coefficient that characterizes the amount of field
reserves at a given mining allotment, aka Cr. It is suggested to calculate this coefficient by a
special formula and apply to mining allotments with initial recoverable oil resources up to 5
mln. tn. and a field depletion rate up to 0.05.

The procedure of calculation of the mineral tax on oil extraction currently does not provide
for any correlation between taxation differentiation with the volume of oil reserves at a given
mining allotment. As a result, development of small oil deposits with the volume of recover-
able resources under 5 mln. tn., as a rule, proves inappropriate from the economic perspective,
as specific capital and operational costs remain high. That said, the government list of mining
resources comprises some 1,000 oil deposits, which can be classified into the group of small
ones, with recoverable resources under 5 mln. tn. and the depletion rate under 5%, whose ag-
gregate reserves account of 1 bln. tn. of oil.

Once applied, Cr should create conditions for development of new small oil fields, which
would not be developed otherwise. That should allow extraction of additional oil reserves
concentrated therein. The RF Government’s calculations show that the use of Cr should result
in a 10.2 min. tn. of extra oil production at such fields in the first year of application of the
benefit and 214 min. tn over the first 10 years.

In the frame of implementation of the policy on encouragement of new regions of oil pro-
duction, the RF Government coined proposals on employing already effective in a number of
regions tax break regime in regard to the mineral tax to new oil fields located in Yamalo-
Nenetsky Autonomous Okrug, north of the 65° of northern longitude. It is proposed to apply
to mining allotments in that region (except for those located in Yamal peninsula) zero rate of
the mineral tax until they hit the accumulated volume of oil production of 25 min. tn. at a
given mining allotment, provided they meet the 10-year reserves development deadline, or for
10 years for an E&P license and 15 years — for a complex E&P and production license effec-
tive since the date of its public registration.

If passed, the bill should establish much-needed economic conditions of development of
the local deposits, which otherwise would appear unprofitable under the general taxation re-
gime, because of the need to secure huge volumes of capital investments in infrastructure, as
dictated by the local deposits’ geographic and geological peculiarities.
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A differentiated alleviation of the tax burden for certain regions whose specificity lies in
increased development costs, appears justifiable in the frame of the present tax law, as it al-
lows a necessary rate of return on investment in development of new deposits. That said,
while being a simple mechanism from the perspective of tax administration, the tax break re-
gime seems fairly imperfect. The problem is, it implies a uniform averaged approach to all
deposits located in a given region (continental shelf), with no account whatsoever of signifi-
cant differences in costs of development of each of them.

Plus, as far as relatively small-sized deposits are concerned, during the period of tax holi-
days, the oil production at them, under a normal pace of development, will be substantially
below the set margin, so tax holidays generate incentives to expedite their development to ex-
empt from taxation a maximum volume of produced oil. Hence, a possible drop in public
revenues and a fall in the ultimate recovery efficiency rate.

Taxation of additional income, or super profit, seems a more perfect form of taxation.
Whereas all geological and geographical characteristics of a given deposit are ultimately re-
flected in the income from its development, such an approach secures an automatic differen-
tiation of the tax burden, depending on concrete conditions of oil extraction. It also enables
one to factor into both the producer’s gross income and costs of oil extraction at a concrete
deposit.

In the case of highly efficient projects, taxing super profits ensures a progressive with-
drawal of the resource rent in favor of the government coupled with improvement of condi-
tions of implementation of low efficient projects. If employed, such a regime allows creation
of necessary conditions for development of new deposits that require greater capital, opera-
tional and transportation costs.

4.5. Russian agrifood sector in 2010: performance and trends

4.5.1. General outline of agricultural performance in 2010

One of the priority targets of Russia’s social and economic policies is the development of
national agrifood sector. In the beginning of 2010 the RF President approved the Doctrine of
Food Security worked out in the framework of the Strategy of National Security of the Rus-
sian Federation till 2020 (enacted by the RF President Decree No. 537 of May 12, 2009). For
the first time the Doctrine treats food security not as the self-sufficiency in domestically pro-
duced agricultural products but the way it is defined by international institutions — as “the
provision of the country’s population with safe agricultural products, fishery and other prod-
ucts from aqua bioresources (hereinafter referred to as fishery products) and foodstuffs”. Do-
mestic production is regarded as a guarantee of population’s access to safe food products. The
concept of “food security” as “the covering of demand by domestic production of agri-
cultural products” has transformed into the concept of “food independence of the Russian
Federation” — “sustainable domestic production of food products in quantities not below the
set thresholds of its share in commodity resources of respective products on the domestic
market”. For the first time the document contains such notions as “indicators and criteria of
food security”, “economic availability of food products”, “physical availability of food prod-
ucts”, the systematization of risks and threats to the RF food security. Besides, the guidelines
of state economic policies in the field of ensuring Russia’s food security are formulated'.

" http://www .kremlin.ru/acts/6752
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Food security is treated as “the country’s economic performance when food independence of
the Russian Federation is ensured, each citizen is guaranteed physical and economic availabil-
ity of food products corresponding to requirements of the Russian Federation’s law on techni-
cal regulation and in quantities not below the rational norms of consumption of food products
necessary for active and healthy way of life”.

Despite the application of standard international terms, the Doctrine of Food Security in its
part addressing guidelines of state economic policies for ensuring food security of the Russian
Federation in the field of producing agricultural and fishery products, raw materials and food-
stuffs envisages measures formulated similarly to the ones typical for times of centrally
planned economy. Thus, efforts should focus on the following directions: improvement of soil
fertility and yields, enlargement of areas planted in farm crops by cultivating non-used arable
lands, reconstruction and construction of meliorative systems; accelerated development of
livestock production; expanded and more intensive use of aqua biological resources and new
technologies of their industrial production, etc. So, the declared task is not to support and en-
courage the increase of farm output and the sustainability of rural economy but to improve, to
reconstruct, etc. The exception are market-oriented definitions of some measures such as the
perfection of market regulation mechanisms and elimination of price distortions on the mar-
kets of agricultural and fishery products and farm inputs. But the experience of recent years
shows that it’s the current practice of market regulation that is obviously not efficient enough
for supporting economic sustainability of agricultural development. The proposed indicators
of food security are also questionable. For instance, among them there are disposable house-
hold incomes, nutritive value, consumption of basic products, availability of sites for retailing
and catering, etc. Although these indicators have a certain impact on food security, they are
not the evidence of its attainment. It’s not clear what should be the value of an indicator (for
instance, the availability of sites for retailing and catering per 1000 persons) to mean that the
food security of Russia is strengthening. So, in order to be informative these indicators should
be tied to food security criteria with set values. But one specifies other indicators as the crite-
ria, i.e. indicators of domestic output’s share in commodity resources. Meantime, there are no
indicators describing the access of population to foodstuffs (e.g. the share of population un-
able to buy or secure consumption of certain quantities or caloric value of food). Despite the
use of modern terminology commonly accepted in the world, the document sticks to tradi-
tional Russian ideology as regards indicators, criteria and methods of improving agricultural
production. This relates not only to the definition of food security (the attainment of threshold
levels of self-sufficiency in basic products) but also to the formulation of state economic pol-
icy’s guidelines in the field of producing agricultural and fishery products, raw materials and
foodstuffs.

The key factor determining agricultural performance in 2010 was natural conditions. A
very hot summer' has blown up plans for increasing production and yields as well as for im-
proving the economic availability of food products for population. The heat and the conse-
quent fires affected agricultural performance in 43 regions of the Russian Federation:

" The head of Roshydromet Alexander Frolov says that such an abnormally hot weather has not been observed
on the territory of Russia for at least a thousand years and is an absolutely unique event
(http://www.pogoda.ru.net/news/5184). The head of RF Hydrometcenter Roman Vilfand notes that according to
paleoclimatic research data there has not been such a summer on the territory of Russia for over one or probably
for even five thousand years (http://www.ami-tass.ru/article/68230.html).
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— farm crops perished on 13 million 300 thousand hectares, i.e. 30% of areas planted in
these regions (17% of the total areas planted and 30% of the total grain acreage in the
Russian Federation);

— 25 thousand farms suffered from drought, mainly in Volga and Central federal districts.
The reported direct loss of farm producers exceeds 41 billion rubles'. It’s clear that the

amount is largely underestimated. Such a hypothesis can be advanced if one compares the

value of loss with data on the share of perished farm crops in more than half of RF regions.

The loss is reported to amount to only 41 billion rubles while the total agricultural output in

10 months of 2010 equals 2032.3 billion rubles?, i.e. the loss is as small as 2% of the output in

current prices. Meantime, crops perished on 13.3 million hectares out of 74.8 million hectares

of planted acreage (Rosstat data)’, i.e. on 18% thereof. This means that farm producers may
count on compensation of only a minor part of their damage and the result will be a further
weakening of agricultural sector in the future.
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Fig. 36. Index of agricultural production

Index of agricultural production as percent of the previous year fell down to 88.1% (Fig.
36). This decrease was due to smaller crop production — its index plunged to 74.6%. Live-
stock production was still unaffected and by the end of 2010 even showed growth by 2.6% as
compared with the previous year. However, this increase is the smallest in the five recent
years. If examined by types of farm producers, the general production decline down to 88.5%-
88.6% was observed in corporate and household farms. Agricultural output of individual pri-
vate farms fell more dramatically — down to 82.5%. This is due to the sectoral structure of ag-
ricultural production therein. Production of grain and industrial crops as well as pig and poul-
try production is concentrated in corporate farms. Household farms also focus on livestock

' The report of RF Minister of Agriculture E.B.Skrynnik in the Council of Federation on October 27, 2010.
WWW. MCX.IU.

? Rosstat, http://www.gks.ru/bgd/regl/b10_01/IssWWW.exe/Stg/d10/2-1-4-1.htm

* Rosstat, 2010.
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production and on growing of potatoes and vegetables. Individual private farms produce
mainly grain and industrial crops. Because of the small share of livestock production therein,
it could not help to slow down the decline driven by the crop sector.
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Fig. 37. Indices of crop and livestock production by types of farm producers

In 2010 the biggest decreases as compared with 2009 were observed in the production of
grains (by 37.3%), potatoes (32.1%), flax fiber (31.3%), sugar beets (25.5%), sunflower seeds
(16.5%) and vegetables (9.4%). The data on sowing of winter crops in autumn of 2010 sug-
gest potential decline of grain production in Russia in 2011 versus relatively good 2009': ac-
cording to Rosstat the acreage sown in winter crops by November 1 was almost 21% below
the previous year indicator — 10.5 million hectares®.

Earlier the decrease of livestock inventories whose dynamics till 1998 were dramatic was
halted and a clear upward trend shaped in some sub-sectors (breeding of poultry, pigs and
sheep till 2009). From 2009 to 2010 the number of animals reduced but this reduction was
insignificant (Fig. 38): from 0.5% for pigs to 3.1% for cattle. However, the drop of grain out-
put by over one third and the rise of prices for it pre-condition a sharp decrease of livestock
inventories and as a result — a growth of meat production in the short run. The data on feed
stocks for winter season of 2010/2011 support this suggestion: by November 1, 2010 their
size amounted to 1000 kg of feed units per conventional animal unit in only 33% of the RF
regions. In 2009 such stocks were accumulated in 58% of the RF regions. By the beginning of
January 2011 the availability of feeds in corporate farms was 25.2% below the 2009 level.
Taking into account that the share of fodder grain (except for corn) in the structure of grain
production reduced, the situation with feed supply raises concern. The ban of export of wheat
will entail larger offering of expensive food grain for feeding purposes. But it won’t help to
solve the problem of livestock producers since they are constrained by solvent consumer de-
mand and the use of such grain for feeding is not cost-effective.

12009 was chosen as the basis for comparison since 2010 was the year with abnormally bad climatic conditions.
% At the same time the RF Ministry of Agriculture reported this acreage to be 14 million hectares and promised
to increase the area under winter crops up to 15.5 million hectares. The report of RF Minister of Agriculture
E.B.Skrynnik in the Council of Federation on October 27, 2010.
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Fig. 38. Livestock inventories in all types of farms, thousand head

Until recently only the population of poultry was primarily concentrated in corporate
farms; at present the bigger part of cattle and pigs is also kept there. Household farms still ac-
count for slightly over one half (51.4%) of sheep and goat inventories, for 46.8% of cattle and
for about one third (32.7%) of pig population. However, corporate farms intensely increase
stocks of not only pigs (by 4.1%) and poultry (by 5.6%) but also of sheep and goats (by over
6% per annum). A small reduction of cow number in all types of farms (by 2.3% as compared
with 2009) goes in line with rising of their productivity — the average annual production of
milk per cow grew by over 110 kg up to 3910 kg per head. It’s well above the indicators of
early 1990s (1.4 fold higher as compared with 1990) but still remains dramatically lower than
in developed countries of the world'. However, the growth of average milk yields has not re-
sulted in bigger milk output — it reduced by 2.1% down to 31.9 million tons. The current
trends in livestock and poultry inventories entailed larger sales of meat (by 5.2% - up to 10.5
million tons) and eggs (by 2.9% - up to 40.6 billion pieces) in 2010.

The drop of crop production influenced prices received by farm producers. They didn’t
grow much by the end of the year. By November 1, 2010 the index of prices for crop products
received by corporate farms was 109.5% while that for livestock products — only 104.1%.

Taking into account that by November 1, 2010 consumer prices rose by over 9% as com-
pared with December 2009, there are grounds to suggest that incomes of farm producers were
re-distributed to the benefit of other links of the food chain. The Rosstat data support this sug-
gestion as well: the indicator of current liquidity in corporate farms equaled 169.1% (while in
the country at large — 178.8% given the recommended value of 200%), the availability of own
circulating assets — minus 36% (minus 17.9% and plus 10% respectively), the equity-assets
ratio — 35.2% (minus 46% and plus 50% respectively). So, the indicators of financial sustain-
ability of corporate farms are below the averages for economy at large and far below the rec-

' In 2006 average milk production per cow in Canada reached 7.6 tons, in the US — 9.1 tons, in Mexico — 6.4
tons, in Finland — 7.5 tons, in Germany — 6.4 tons, in China — 3.0 tons (http://statinfo.biz/Geomap.aspx? re-
gion=world&act=6243&lang=1).
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ommended levels. Although last year the share of profitable corporate farms increased up to
68.2% (versus 66.6% in 2009), the total amount of their profit reduced by 9.3% while the
amount of loss grew by almost 55%. Financial performance of individual private farms is not
monitored. But the sharp reduction of the their output as compared with 2009 — by almost one
fourth — gives grounds tor suggesting that this type of farm producers faced serious financial
problems.

The drop of farm producers’ incomes in 2010 and unfavorable price situation in 2009 pre-
cluded them from repaying credits due in these years. Banks restructured the debts. By the
end of October 2010 the amount of extended credits was 4.4 billion rubles'. Meantime the
total amount of overdue bank credits and loans reaches 7 billion rublesz, 1.e. about 37% of all
overdue credits have not been restructured and their holders can be subjected to debt recovery
by means of enforcement and bankruptcy proceedings. This is an evidence of aggravating in-
stability in agricultural sector of the economy.

One should also note that as compared with 2009 the amount of investments in the farm
sector in 2010 reduced insignificantly — by less than 3%. The reduction was due to smaller domes-
tic investments while foreign investments in 2010 grew by 6.7% up to 2.24 billion dollars.

4.5.2. Situation on selected agricultural and food markets

Grain market

Grain crops were the most affected by the abnormal heat and drought in summer 2010.
Their output dropped to the lowest level beginning from 1999 — down to 60.3 million tons
(Fig. 39). The gross output of wheat fell by 20 million tons — down to 41.6 million tons, that
of barley — more than two fold (down to 8.35 million tons).
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Fig. 39. Grain production in Russia in 2005-2010

' The report of RF Minister of agriculture E.B.Skrynnik in the Council of Federation on October 27, 2010.
2 Rosstat, as of November 1, 2010.
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The most difficult situation was observed on the market of fodder grain since outputs of
feed wheat, barley and corn fell at the same time. The shortage of fodder grain was compen-
sated by larger use of food wheat for feeding purposes and as a result by the end of 2010 the
difference between prices for fodder and food grain started to shrink. The basic trend on the
Russian grain market this year was the strengthening of prices for all grain crops beginning
from August. Prices for barley and corn displayed the highest growth rates (Fig. 5).
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Fig. 40. Average offer prices for grain crops in 2008-2010 (VAT included, EXW)

In the Central Black Soil and Volga areas the output of grain fell dramatically (Fig. 41). As
a result the supply of the whole Russian grain market depended on three Southern (Krasnodar,
Stavropol and Rostov) and four Siberian regions (Altay, Novosibirsk, Omsk and Kras-
noyarsk).
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Fig. 41. Grain output in basic producing federal districts in 2009-2010
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Concerned about the potential shortage of grain on the domestic market and the specula-
tive growth of prices, the Russian government imposed a temporary ban on export of wheat,
meslin, barley, rye, corn and wheat or wheat-rye flour from the 15" of August till the end of
the year'. The restriction of Russian grain export had an immediate effect on the world market
where grain balance was tight as it was — world prices for wheat started to escalate. From July
to December 2010 prices for wheat (soft, France, f.0.b.) surged from 190 to 330 USD per ton,
prices for corn (USA, f.0.b.) — from 170 to 250 USD per ton”.

The imposition of embargo first of all affected producers in export-oriented regions in the
South of Russia where grain crop was not bad. Producers in the Southern and North-
Caucasian federal districts had to re-orient their deliveries from the foreign to domestic mar-
ket. But when the embargo came into effect, grain sales in the South actually stopped. There
was poor demand for Southern grain taking into account the cost of delivering it to drought-
afflicted regions. As a result the purchase prices for wheat from the country’s South automati-
cally fell by the amount of transportation costs. But the price to be paid by drought-aftlicted
regions didn’t suit Southern producers.

The Siberian regions that also became suppliers of grain to drought-afflicted arecas were
less affected. This is due to the fact that logistical costs of delivering grain from these regions
to the European part of the country are comparable to those of delivering it to ports. So, due
to logistical factors the supply of grain from the Southern regions was less competitive than
that from the Siberian regions. In order to improve the market situation the government low-
ered tariffs for transporting the Siberian and Southern grain to other regions of the country.
From September 1 till December 31, 2010 the tariff for deliveries from Siberia to the dis-
tances above 1,100 km was reduced from 50 to 30% of the standard one and for deliveries
from the South — from 100 to 50% of the standard one for the distances above 300 km. As a
result for most regions-consumers the railway tariffs for grain from the North Caucasus fell
more than those for grain from Siberia. The lowering of tariffs supported growth of prices for
grain in the North Caucasus and somewhat pulled down prices in the Central Russia.

The drought and the imposition of embargo had a negative effect on the future 2011 crop.
The long-drawn drought in some regions led to arrears in sowing. Smaller areas sown in win-
ter crops will result in their smaller output next year. Besides, due to the export ban purchase
prices for grain in the South of Russia fell (as mentioned above) thus undermining producers’
incentives to make investments in production (as a result - smaller purchases of farm machin-
ery and fertilizers, transfer to reduced technologies).

Tension on the grain market could be alleviated by massive imports and commodity inter-
ventions.

In 2009/2010 Russia imported 0.35 million tons of grain, in 2008/2009 — 0.6 million tons.
According to forecasts of Sovecon in 2010/2011 about 4.0 million tons of grain (including
flour in grain equivalent) can be imported. Kazakhstan and Ukraine were regarded as poten-
tial suppliers. But in October 2010 Ukraine imposed quotas on export of grain till the end of
2010 to the amount of 2.7 million tons, including quota on export of corn — 2 million tons. At
the end of 2010 import of grain from Kazakhstan was economically inefficient due to its high
price. Import deliveries of grain to Russia are also possible in the framework of intergovern-

' RF Government Resolution No.599 of August 5, 2010.
* Sovecon data.
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mental agreements. The basic components of potential Russian imports can be wheat, rye and
barley.

As to the commodity interventions, experts and market operators expect them to be carried
out not earlier than February 2011. However, according to estimates of Sovecon even a com-
plete sale of feed wheat and barley intervention funds (3-3.5 million tons) won’t be sufficient
for relieving tension on the market of fodder grain at large. It will lead only to the stabiliza-
tion (temporary) in regions where this grain will be sold.

Table 44
Estimate of grain supply and demand balance in 2009/2010 and its forecast
for 2010/2011 (million tons)

2008/09 2009/10 (estimate) 2010/11 (forecast)
Supply (resources) 116.65 117.1 84.5
Beginning stocks 7.85 19.65 20.2
Including intervention stocks 0.2 8.25 9.5
Market stocks 7.65 11.4 10.7
Production 108.2 97.1 60.3
Imports* 0.6 0.35 4.0
Consumption, total 97.0 96.9 76.8
Domestic consumption 73.5 75.0 72.5
Exports* 23.5 21.9 43
Intervention purchases 8.05 1.75 -
Ending stocks 19.65 20.2 7.7
Including intervention stocks 8.25 9.5 35
Market stocks 11.4 10.7 4.2

* Including flour in grain equivalent.
Source: data of Sovecon.

Potato market

In addition to grain crops, dry spring and hot summer largely affected potato production. In
2010 all types of farms harvested 21.1 million tons of potatoes which is 32.2% less than in the
previous year (7able 45). Households continue to account for the major share of output in the
structure of potato production by types of farms: in 2010 — 84%, in 2009 — 81%. Gross output
in household farms fell by 29.3%.

A typical trend is the seasonal lowering of prices for potatoes in July-September but in
2010 they grew due to the poor crop — almost two fold as compared with 2009. In November
2010 retail prices for potatoes averaged 25.6 rubles per kg while in November 2009 — 13.5
rubles per kg.

Table 45
Potato production in 2007-2010, million tons
2007 2008 2009 2010 2010 as % of 2009
Potato production 27.2 28.8 31.1 21.1 67.8

Source: Rosstat.
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Fig. 42. Russia: dynamics of average consumer prices for potatoes in 2009-2010

In the previous years Russia’s self-sufficiency in potatoes was 95% and imports didn’t ex-
ceed 850 thousand tons. The total domestic demand for potatoes is estimated at 27-29 million
tons of which about 16 million tons is used for personal consumption and the rest — for pro-
duction purposes (planting potatoes and potatoes for industrial processing).

Given the shortage of home-grown potatoes their imports in the 2010/2011 MY may in-
crease. Deliveries can be made from Belarus and Ukraine. Traditional suppliers of fresh pota-
toes to the Russian market are the Netherlands, Azerbaijan, Egypt and China (they account
for about 70% of the Russian potato imports). In order to cope with market deficit the RF
government abolished import duties on potatoes including planting potatoes from November
2010 till July 2011".

The deficit of potatoes in Russia and poor crop in some European countries triggered
growth of potato prices in Europe. In the beginning of 2011 the stocks of domestic potatoes
on the Russian market will be exhausted and the imported product will be offered for sale
thus determining the price. So, in 2011 the upward price trend on the Russian potato market
will persist.

Meat market

The effect of the drought has not yet impacted the annual indicators of livestock sector per-
formance in 2010. But this effect is only postponed and will affect the performance of live-
stock farms already in the beginning of 2011.

According to Rosstat data (7Table 46) in 10 months 2010 output of livestock and poultry
(live weight) in all types of farms increased by 6.3% up to 7.8 million tons. The most dynamic
sector was pig production — during this period the output of pork in corporate farms grew by
20.3% (up to 1292.6 thousand tons live weight). Positive trends in poultry production ob-
served throughout the last 10 years preserve — the output in corporate farms increased by

! Decision of the Customs Union Commission No. 475 of October 14, 2010.
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13.3% (up to 2787.7 thousand tons). Meantime the production of beef fell by 0.8% (down to
785.4 thousand tons).

Table 46
Russia: meat production in all types of farms in 2007-2010, million tons

Jan.-Oct. 2010 as % of

2007 2008 2009 Jan.-Oct. 2010 Jan.-Sept. 2009
Slaughter livestock and poultry, live 8.7 9.3 9.9 7.8 106.3
weight
including:
beef 3.0 3.1 3.0 n.a. n.a.
pork 2.5 2.7 2.9 n.a. n.a.
poultry meat 2.6 3.0 34 n.a. n.a.

Source: Rosstat.

The mentioned growth in meat sector based on the investments of previous years. In 2010
thanks to the pre-crisis investments new pig breeding complexes were put into operation and
reached projected capacities and so also did some of the existing ones that had been recon-
structed. An additional growth factor was lower prices for feeds due to the weakening of
prices for grain in 2009.

Besides, domestic producers of poultry meat were able to enlarge supply owing to the tem-
porary withdrawal from the market of the US products, the import of which was banned from Janu-
ary to August 2010. This restriction was due to the introduction of new RF sanitary regulations
forbidding import and marketing of poultry meat treated with chlorine-containing substances.

The US quota in 2010 equaled 600 thousand tons or 77% of the total poultry meat imports.
After the restriction of US imports a part of this quota (150 thousand tons) was redistributed
between other countries. Within these limits deliveries were primarily made from Europe and
Brazil. However, these and other countries have failed to make full use of the allowed vol-
umes due to the deficit of poultry meat supply on the world market and the high prices as
compared with prices for poultry from the US.

The non-delivery of US poultry meat to the market was compensated by the output of do-
mestic producers. As a result despite the reduction of imports (by 60.1% in January-
September 2010) the capacity of the market remained actually the same'. Table 47 illustrates
the dynamics of meat imports.

Poor crop of grain in 2010 entailed high prices for it and consequently — for compound
feeds. Livestock farms started to feel their pressure already by the end of 2010 when earlier
stocks of cheap 2009 fodder grain were exhausted. As of the end of October 2010 940 kg of
feed units per conventional animal unit were stored up while in the previous year - 1 230 kg”.

Higher prices for compound feeds will largely affect the cost of pork and poultry meat pro-
duction. The likely consequences of larger feed costs are higher prices for meat and decline of
meat producers’ profitability. Non-efficient farms with poor feed conversion rate may become
loss-making and disappear from the market. In the coming years the pig farms’ margin will
also reduce due to the stronger market competition following the expected growth of domestic
pork production. As noted above, in 2010 the major part of new pig breeding complexes
reached their projected capacity.

! According to data of IKAR (the Institute for Agricultural Market Studies) in 7 month 2010 the capacity of
poultry meat market fell by only 3%.
* According to data of Rosstat.
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Table 47
Imports of meat to Russia in 2007-2010, thousand tons

Jan.-Sept.2010 as % of

2007 2008 2009 Jan.-Sept. 2010 Jan.-Sept.2009
Meat, fresh and frozen 1489.4 1710.9 1437.1 1031.3 106.2
Poultry meat 1287.0 1218.0 964.8 259.1 39.9

Source. Rosstat.

Beginning from 2003 meat is imported to Russia within the set tariff quot