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THE POLITICAL AND ECONOMIC RESULTS OF OCTOBER 2013

S.Zhavoronkov

The political highlight in October became the mass ethnic riot in a Moscow’s uptown district of Birulyevo. The
unrest proved the rise of ethnic problems in big cities. While the authorities met the rioters’ local claims (they
found the killer and shut down the vegetable warehouse with a bunch of illegal migrants therein), no decision
was made in the wake of the riot, and it was local authorities who were held responsible for it. Quite predictably,
Mr. A. Navalny, an opposition politician, was not put behind the bars after hearing his case at the courts of ap-
peal. However, he was deprived of an active electoral right and will now have to take a lot of pains to stake out his
niche in the opposition politics where the electorate engaged in some projects easily flows to other ones. Despite
Mr. V. Putin’s vows, the newly established Agency for Research Institutions will be led not by Mr. V. Fortov, the
head of RAS, but by Deputy Finance Minister Mr. M. Kotyukov.

Developments in a Moscow’s uptown district of
Biryulevo became a major political scoop in October.
Soon after an illegal Azeri immigrant stabbed a Rus-
sian man who was protecting a young lady, local resi-
dents called for mass mobilization and were joined by
a number of henchmen from other Moscow districts.
What started as a popular rally soon turned into riot,
with a pogrom of a local shopping mall and a huge
vegetable warehouse which had long been a source of
ethnic crime. The scenario replicated what had hap-
pened in a Moscow downtown square several years
ago. Like at that time, the protesters’ demands were
satisfied — the police went after the killer and prompt-
ly found him, and the warehouse was shut down — so
far under the pretext of breaching sanitary standards
(it was found out that the owner, JSC Novye Chere-
mushki, partly rent the site from the City Hall and also
owns a fraction of that). The local police brass were
dismissed, the warehouse owners were charged with a
string of counts of organization of illegal immigration,
and some local rioters were detained. The events in Bi-
rulyevo show that Moscow is not the only crisis region
as long as ethnic conflicts are concerned and that what
happened in the center of the city few years ago was
not a unique provocation or an odd incident. The visa-
waiver regime with the Middle Asian countries whose
GDP per capita is far lower than Russia’s and the flux
of millions of their culturally different residents in Rus-
sian megapolices, plus a mass corruption-driven prac-
tice of re-classification of violent crimes against the
local Slavic residents (e.g. to Art. 109 of the Criminal
Code “Voluntary manslaughter”, which enables killers
to be on the loose) fuel the potential of future ethnic
conflicts, as long as the authorities turn a blind eye on
the problem and hold undestrappers responsible.

Last October saw regular amendments be intro-
duced in the electoral law. The purpose of the exercise

is to once again modify the fundamentals of nomina-
tion of candidates to regional legislature and municipal
councils. Now that the novelty has been passed, the
minimum representation quota of party lists on the
regional level is 25% against the previous 50%. Mean-
while, party lists on the municipal level are no longer
mandatory (while in the past, they were an imperative
for 20+-strong municipal councils). In the mid-2000s,
the compulsory introduction of party lists even in ju-
risdictions where they clearly were a white elephant
(e.g. in small-size municipalities) aimed at depriving
unsuitable, “out-of-system” candidates of a chance to
seek nomination. Nowadays, it becomes evident that in
the frame of the proportional system United Russia is
simply incapable of winning majority in many local ju-
risdictions. Meantime, Moscow and St. Petersburg that
boast the most advanced party system, on the contra-
ry, by a local legislature’s ruling may fully dampen party
lists. In all fairness, the law was passed for the sake of
the next year’s Moscow City Council election. That said,
elections in St. Petersburg were held fully by the pro-
portional system and United Russia does not enjoy a
majority in the local Council, so the city is likely to re-
tain either the mixed system or the proportional one.
The court of appeals rendered its verdict on
Mr. Navalny’s case on charges of fraud. Quite predict-
ably, after letting Mr. Navalny run for the Moscow
Mayor office in the summer, the sentence proved a
conditional one. In compliance with the effective law,
Mr. Navalny has lost the right to run for any office; how-
ever, he may engage in other numerous activities, such
as, for instance, campaigning for a party list or candi-
dates associated with him. It can be asserted that the
authorities do not dare to take on the opposition and
opt for an indefinite revamping of the election law in-
stead. As to Mr. Navalny, he faces a grave challenge of
maintaining his current rating in a situation when he
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is barred from election. The upcoming Moscow City
Council election, which traditionally is perceived of as a
rehearsal of the parliamentary one, should answer the
question whether Mr. Navalny has found a way to con-
solidate the opposition and grown as its mediator, or
his rating would prove as easy transferrable to another
strong candidate as Mr. Prohorov’s one did in the wake
of the 2012 presidential campaign.

In October, there came to an end a long-lasting in-
trigue with regard to establishment of a federal agency
to manage the RAS’s assets. The urgent work had been
underway since the summer 2013 under the pretext of
the need for sorting out the mess in the area. To this
effect the Duma passed an ambiguous law with refer-
ences to not yet promulgated RF Government’s norma-
tive acts. However, while passing the law, it was found
out that in addition to assets the new agency would
also oversee research organization’s performance, ap-
prove their operational plans, etc. Facing the outraged
scientific community and mass rallies in the summer,
Mr. Putin allegedly opted for a compromise and pub-
licly offered Mr. V. Fortov, President of RAS, to head
the agency over a “transitional period”. After Mr. For-
tov agreed, already in October Mr. Putin broke his vow,
as it was Deputy Finance Minister Mr. Kotyukov who
was picked to run the agency. Interestingly, a 37 year-
old prodigy does not even hold an academic degree. It
seems that the key factor became the RAS leadership’s
acquiescence to the extent that one does not need to
count them in and to be certain there would be no re-
sistance but a publicly expressed support of whatso-
ever initiative from the top. With that he intrigue is not
over, however, for following the classical redistribution
logic, Ms. L. Ogorodova, the Deputy Minister of Edu-
cation and Science, announced that the newly estab-
lished agency would run all the scientific organizations
rather than those under the auspices of RAS —that s, all
the universities, research centers, etc., including those
having founders of their own, including, inter alia, the
RF President, the federal government, and government
agencies. The scandalous final of the reform leaves lit-
tle doubts as to its ultimate goal being property redis-
tribution, rather than improvement of the situation in
the research sector. Furthermore, the reform will give
rise to further conflicts between different government
instances, as many of them will not be happy to trans-
fer their research organizations under the new agen-
cy’s control. As to a longer-term perspective, the coun-
try leadership’s prestige among the national research
community will plummet like it did among the military
one during Mr. A. Serdyukov’s tenure.

The month of October saw several other personal
changes. Specifically, Mr. G. Onischenko, the infamous
head of Rospotrebnadzor, whose name is associated

with bans on Moldovan wines, Georgian mineral wa-
ter, and other political actions, bowed out to take a
ceremonial post of adviser to the Chairman of the
RF Government. It looks like that Mr. Onischenko has
exceeded authority with his recent moves, including
claims against dairy imports from Lithuania, which
currently holds the EU presidency, and Belarus, which
has for long been at odds with Russia, while remain-
ing an information sponsor to the Russian authorities
as far as a flamboyant concept of the “Union State” is
concerned. Hopefully, his leave would help minimize
various sorts of the domestic lobbyism — yet another
infamous feature of his agency.

The oil-and-gas sector also faced several critical de-
cisions. The RF Government approved a bill on a minor
liberalization of gas exportation. Gasprom has been a
recognized monopoly in this regard since 2006, bar a
few production sharing agreements. Under the circum-
stances, gas producers find themselves in a politico-
economic trap, as they are forced to sell their produce
to Gasprom, which can dictate monopolistic prices to
them. The bill provides for granting the right to other
state-owned corporations (i.e. Rosneft and Zarubezh-
neft), as well as companies operating LNG projects
(which de-facto means an individual privilege to No-
vatek). Meanwhile, Rosneft and Transneft settled a
long-lasting conflict about expansion of a China-bound
pipeline. The oil behemoths were bickering about
which of them should bankroll the subject — whether
it should be Transneft at the expense of royalties pay-
able by the whole national sector, or Rosneft as a final
beneficiary of the pipeline. The compromise proves
Rosneft’s victory, as it agreed to capitalize a relatively
minor fraction of the pipeline.

Mr. Putin submitted to the State Duma a bill to ab-
rogate a two year-old procedure of opening criminal
cases on charges of tax arrears. At the time, it was
established that such criminal cases could be opened
only upon a tax office’s presentation, which helped re-
duce the number of such cases many-fold. That was
rightly lauded as relief of the state pressure on busi-
nesses and had a rationale behind it, with the Tax Ser-
vice exercising the respective authority with regard to
the corpus delicti concerned. The new bill suggests to
once again grant the authority to the Ministry of Inte-
rior. Given open criticisms Mr. V. Kolokoltsev, the in-
cumbent Minister of Interior, throws at the 2008-2012
reform of the Ministry, one can note that the Ministry,
which has for long been tagged as a major enemy to
the small- and medium-sized businesses, tends to re-
gain its omnipotent status it used to enjoy under the
notorious para. 25 Art. 10 of the federal law “On mili-
tia” which would form a perfect rationale for checking
anyone for compliance with anything..
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INFLATION AND MONETARY POLICY IN SEPTEMBER 2013

A.Bozhechkova

In September 2013, the Consumer Price Index (CPl) amounted to 0.2% (against 0.6% in September 2012), which
is by 0.1 pp. higher than its value recorded in August 2013. Thus, the inflation rate in per annum terms, as seen
by the results of the first 9 months of 2013, increased above 6.1%. Over the first 23 days of October, the CPI
amounted to 0.4%. In spite of a slowdown in economic activity, the RF Central Bank has not reduced its target

interest rate.

In September, the inflation rate in the Russian Fed-
eration accelerated: the Consumer Price Index (CPI), as
seen by the month’s results, amounted to 0.2% (against
0.1% in August 2013), whilst still remaining by 0.4 p.p.
below its index for 2012. As a result, the inflation rate
in per annum terms climbed to 6.1% (Fig. 1). The core
inflation rate ! in September 2013 was 0.7%, which is
similar to its index for the same period of last year.

Prices of foodstuffs in September remained un-
changed by comparison with August 2013 (Fig. 2).
Prices of fruit and vegetable products continued to
decline (from -11.3% in August to -7.6%). The growth
rate of prices for granulated sugar became slower (go-
ing down from 4.4% in August to 1.1% in September),
eggs (from 7.4% in August to 6.5%). At the same time,
the growth rate of butter prices increased (from 2.6%
in August to 2.9% in September), as did that of prices
for milk and dairy commodities (from 1.2% in August
to 2.7% in September), fish and seafood (from 0.7%
in August to 1.2% in September). The growth rate of
prices for bread and bakery products, as well as that of
alcoholic beverages, amounted to 0.5% in September.

The growth rate of the prices and tariffs established
for commercial services rendered to the population in
September was 0.1%, thus plummeting below its Au-
gust level (0.9%). Due to the start of the new school
year, the prices for services in the education system
increased significantly (+3.8%). The growth rate of the
housing and utilities tariffs in September amounted
to 0.3%. Growth was demonstrated by the prices for
services in the sector of sports and physical culture
(+1.8%), entertainment (+1.2%), personal consumer
services (+0.5%), medical services (+0.4%). The prices
of passenger transport services and out-bound tou-
rism, on the contrary, dropped by 2.7% and 0.8% re-
spectively.

1 The core consumer price index reflects the level of inflation on
the consumer market after adjustment for the seasonal (prices of
vegetable and fruit products) and administrative (regulated tariffs
for certain types of services, etc.) factors. This index is also calcu-
lated by the RF Statistics Service (Rosstat).

In September, the growth rates displayed by prices
of nonfood commodities amounted to 0.5% — similar
to their August 2013 level. In this commodity group,
the steepest upward movement was demonstrated
by the prices of tobacco products — by +3.0% (against
+2.0% in August), motor gasoline — by 1.5% (against
+3.1% in August), footwear — 0.7% (against 0.3% B Au-
gust), clothes and underwear — 0.6% (against 0.3% in
August), pharmaceuticals +0.5% (against +0.5% in Au-
gust), and those of radio and television sets (+0.4%)
(against 0.3% in August).

In October, the inflation rate sped up in response to
a halt in the seasonal rapid decline of prices for fruit
and vegetable products and a leap of the prices of eggs.
Over the first 23 days of October, the CPl amounted to
0.4% (against 0.5% over the same period of 2012). As
a result, the cumulative inflation rate since the year’s
beginning rose to the level of 5.2% (against 5.7% over
the same period of 2012). It should be noted that the
leap of prices by 0.2 p.p. in the third week of October
point to the possibility of the year-end inflation index
rising above 6%. The main factors working against the
inflation rate’s upward movement are the absence of a
marked pressure of demand on the level of prices and
the relatively favorable situation with regard to the
crops of the main agricultural products.
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Source: Rosstat.
Fig. 1. The CPI Growth Rate in 2011-2013 (% Year-on-Year)
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In September 2013, the broad monetary base in-
creased by 2.5% to Rb 9,116.5bn (Fig. 3). Among the
increased components of the broad monetary base
one may point to the monies kept on commercial
banks’ correspondent accounts with the RF Central
Bank (growth by 33.9% to Rb 1,097.8bn), banks’ de-
posits (growth by 9.0% to Rb 143.7bn), and required
reserves (growth by 0.9% to Rb 506.1bn). The volume
of cash in circulation, including the cash balances of
credit institutions, displayed movement in the oppo-
site direction (decline by 1% to Rb 7.369 bn).

The narrow monetary base (currency issued by the
Bank of Russia plus required reserves) over September
shrank by 0.9%, amounting to Rb 7,875.1bn (Fig. 4).

In September 2013, the surplus reserves held by
commercial banks! rose by 30.4% to Rb 1,241.5bn,
while the amount of banks’ repo debt increased by
14.1%—to a levelin excess of Rb 2.5 trillion. As of 28 Oc-
tober, banks’ repo debt amounted to Rb 2.3 trillion. In
a situation of continuing structural liquidity deficit in
the banking sector, the interest rate in the interbank
market? in September was on the average at the level
of 6.25% (against 6.11% in August 2013), thus increas-
ing above its January index by 16.4% (against 5.4% in
January). Over the period from 1 through 28 October,
the average interest rate was 5.97% (Fig. 5). It is note-
worthy that the decline of the interbank interest rate
observed over the course of October occurred in part
due to the auctioning, by the Bank of Russia, of three-
month loans secured by non-marketable assets at a
floating interest rate, in the total volume of Rb 500bn,
the average cost of newly-issued debt being 5.76%.

Thus, a considerable portion of the funding attract-
ed by banks from the monetary regulator remains in
the correspondent accounts of credit institutions kept
with the Bank of Russia —a phenomenon reflecting a
slowdown of the rate of crediting issued to the non-
financial sector in conditions of stagnation in Russia’s
national economy.

As of 1 October 2013, the Bank of Russia’s interna-
tional reserves volume amounted to $ 522.6bn, having
shrunk since the year’s beginning by 2.8% (Fig. 4). At
the same time, the reserves backed by monetary gold
over the month of September dropped by $ 2,3bn due
to a downward adjustment of asset value.

As seen by the month-end results, the scale of cur-
rency interventions by the Bank of Russia in September
was $ 3,178.4m and € 214.96m, their purpose being to

1 The surplus reserves held by commercial banks at the RF CB
are understood as the aggregate balance of their correspondent
accounts, deposits with the RF CB and the bonds issued by the RF
CB and held by commercial banks.

2 The interbank interest rate is the average monthly interest
rate on overnight ruble-denominated interbank loans (Moscow
Interbank Actual Credit Rate - MIACR).
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level down the volatility of the ruble’s exchange rate
(Fig. 6). Over that month, the state regulator repeat-
edly revised the boundaries of the bi-currency basket’s
floating corridor by 5 kopecks. As of 30 September, the
boundaries of the bi-currency basket’s floating corri-
dor were set at Rb 32.30-39.30. Over the period from
1 through 25 October, the volume of foreign currency
sales by the Bank of Russia amounted to $ 2,042m; at
the same time, the regulator’s purchases of foreign
currencies in order to back up the replenishment or
spending, by the Federal Treasury, of the RF sovereign
funds denominated in foreign currencies amounted
to $ 183m. The one-time upward adjustment of the
bi-currency basket’s corridor by 5 kopecks in October
pushed the corridor boundaries up, to the level of
Rb 32.35-39.35.

According to the Bank of Russia’s preliminary es-
timates, net capital outflow from Russia in Q3 2013
increased to S 12.9bn, and on the whole for the first
nine months of 2013 this index amounted to $ 48.1bn,
which is by $ 1.7bn higher than the same index for the
first nine months of 2012. Over the period from Janu-
ary through September 2013, net capital outflow from
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the banking sector was $ 10.1bn, while that from the
other sectors amounted to $ 38.2bn.

In September, the ruble’s real effective exchange
rate gained 1.3% (against -1.8% in August 2013)
(Fig. 7). As seen by the results of the first three quar-
ters of 2013, the ruble’s real effective exchange rate
declined by 2.6%.

Over the course of September, the exchange rate
of the US dollar against the ruble dropped by 2.7%,
to Rb 32.3. The decline of the euro’s exchange rate
against the ruble over September amounted to 0.7%
(Rb 43.6). In September, the average exchange rate
of the euro against the US dollar amounted to 1.33.
The value of the bi-currency basket over September
shrank by 1.7% to Rb 37.4. As seen by the results of
the first 25 days of October, over that period the USD/
ruble exchange rate declined by 2.5%, to Rb 31.7,,
the euro/ruble exchange rate - by 0.2%, to Rb 43.7.
As a result, the bi-currency basket’s value increased
by 1.3%, to Rb 37.1. The ruble’s strengthening was
boosted by the receding investors’ fear that the US
Federal Reserve System’s third round of quantita-
tive easing (QE3) was soon going to be halted. Thus,
the average euro/ USD exchange rate for October
amounted to 1.36. It should also be noted that the
euro’s strengthening occurred due to the end of re-
cession in the eurozone, as well as the uncertainty
with regard to the US government debt ceiling.

The Bank of Russia’s monetary policy decisions tak-
en in October 2013 were aimed in the main towards
increasing the exchange rate’s flexibility. From 1 Oc-
tober 2013, the Bank of Russia adjusted its exchange-
rate policy mechanism, and so the parameters of its
currency purchase and sale operations on the domes-
tic foreign currency market are now to be determined
with due regard for the Federal Treasury’s operations
of replenishing or spending the RF sovereign funds
denominated in foreign currencies. Thus, in particu-
lar, the volumes of currency purchase and sale opera-
tions carried on by the Bank of Russia on the domestic
foreign currency market, which are determined with
the purpose of leveling down the volatility of the ru-
ble’s exchange rate, will from now on be increased or
downgraded by a figure equal to the actual volume of
purchase (or sale) of foreign currencies by the Federal
Treasury from (or to) the Bank of Russia, effectuated
in order to replenish or spend the RF sovereign funds
denominated in foreign currencies.

The recent adjustment of the exchange-rate policy
mechanism is one of the components of the process
of creating a framework for the transition to a floating
currency exchange rate. This newly introduced meas-
ure will help to more or less neutralize the effect of
the Federal Treasury’s operations relating to replenish-

8800 1

8400
8000 J” I r 570
7600 1 A P
7200 .4 L 520
6800 1/ Y
o) wr
2 208 IN/ c
c | VAl Vel F 470 =
S 5600 \ M

5200 I'V/'""J

4800 t 420

Pravy ..IM

4400 W

4000 "

3600 bbb b bl 370
VNNV DANAOOOOTHHdAAHIANANANANMMNMNM
000000000 HAAA A oo
THTNOAOANANOV—AATNRNOTMNOAOANNNO—AAT N O
9000 H000H580H8006H4000H4588
FOONINMNANSSTINONINANONILINCEMUNO0OTNS
R B N N R N N - SN ENENESS
ONSOAHOOANOVD HATOAHINNANNL M
P! o~ (221 o o m (2]

@ S
o 3

—=Monetary base (billion rubles)
—Gold and Foreign Currency Reserves (billion dollars)

Fig. 4. Behavior of Russia’s Narrow Monetary Base and Gold
and Foreign Currency (International) Reserves in 2007-2013

9
8
7

-..0... o ...0..
6 ('
SJwV '_;_-'.llv'/ ------- w- ---------------
] bececccccccccccceea- Se======
3
2

N AN AN AN AN AN AN AN AN AN NN NN ;OO MmN MmO MmO oNn Mmoo,
L= = = = = = i = = I = = = = = D = = = I = T = = = I = = I e
O 0O 00O 0000000000000 000O0 000 o
RN R I R s N s s BN BN B I I B N A I I
H AN NN N ONODOANCDdNOMOT TN OO O
9990909099090 990g9w+d499090900900999
OM =0 M— w1 WO WNOoO WM< LW oW 0T MmO A
oo ANANN-"A—FO0MANCHCHACA—"O0O0O0ONNANCHHOO

———MIACR rate on ruble loans for 1 day in the interbank market
Minimum REPO rate at Auction for One Day and for One Week

=== Deposit Rate for One Day

e e e The Fixed Rate on Operatons to Provide Liquidity

Overnight Rate

=== Maximum rate at Deposit Auction for One Week

Fig. 5. The Bank of Russia’s Interest Rate Corridor and the
Interbank Market’s Behavior in 2012-2013 (% per Annum)

10000 39
1 A 38
5000 L 37
[ | u
«.g 0 I| -/ \ III“II r 36
S 5000 r® g
\ \r\/ \/J r 34 2
-10000 33
F 32
-15000 L 31
-20000 30
O O O O d = =+ «+ N N N N Nn N ™M
- - i - - i i - - i - - i - -
M 6 o N MY N MY N M8 g
© 9 9 %+ 9 9 9 < 9 9 9o 4 9o 9 9
i — — — i — i i — i — — i — i
o O O O O O O o o o o o o o o
i Currency interventions ("+" - net purchase, "-" - net sales)

—Official currecy basket / Rub (end of period)

Source: RF CB; the author’s calculations.
Fig. 6. The Bank of Russia’s Currency Interventions
and the Ruble Exchange Rate against the Bi-currency
Basket in March 2010 — September 2013



INFLATION AND MONETARY POLICY IN SEPTEMBER 2013

180
160
140
120
100
80
60
40
20

20

o

N wwwwoumNSNNNOWOWWOD OO O OO A " NN N M
R R R R R R R I B R B R B R
o O H T OO ANNANDND O MO O AT D g NN W
S5 =935695 9695588685236 §S =0
= === = = = I = A = A = A = A = A = I = A = A = - 2 = B = =)
O O OO0 00000000 oo OoO oo o © o

- == Official USD/RUR exchange rate (end of period)
- Official EUR/RUR exchange rate (end of period)
—o—Value of the two-currency basket

— Real effective exchange rate index (right scale)

Source: RF CB; the author’s calculations.
Fig. 7. Behavior of the Ruble’s Exchange Rate
Indicators in January 2005 — September 2013

ing or spending the RF sovereign funds denominated
in foreign currencies on the banking sector’s liquidity
level.

On 7 October 2013, the Bank of Russia widened
the neutral range of the operational bi-currency
band to Rb 3.1 from Rb 1, while keeping the general
operating range of the bi-currency basket (Rb 7) un-
changed.

It should be reminded that the neutral range is set
inside the bi-currency basket’s operating range. The
currency exchange rate’s fluctuations within that range
do not prompt the regulator to resort to currency in-
terventions. In the event of the exchange rate leaping
beyond the neutral range, the Bank of Russia launches
currency purchase (or sale) operations, whose volume
increases as the exchange rate approaches the operat-
ing range’s boundaries.

This decision will result in a decline in the volume
of interventions conducted by the Bank of Russia in
response to negligible fluctuations of the bi-currency
basket’s value. On the whole, such a decision is quite
compatible with goal of gradually increasing the ex-
change rate’s flexibility in order to strengthen the ef-
fect of the regulator’s interest rate policy aimed at en-
suring price stability.

From 21 October 2013, the Bank of Russia reduced
the daily volume of its targeted currency interven-
tions to $ 60m. This adjustment will result in increased
sensitivity of the operational band borders to Bank of
Russia interventions aimed at cushioning the excessive
volatility of the ruble’s exchange rate. Such policy al-
terations, all other conditions being equal, will reduce
the scale of the Bank of Russia’s direct presence on the
domestic currency market. @




RUSSIAN ECONOMIC DEVELOPMENTS No. 11, 2013

FIANACIAL MARKETS IN OCTOBER 2013

N.Andrievsky, E.Khudko

Oil prices increase in the beginning of October 2013 was followed by a 4.2% growth in the MICEX index in the
first half of the month. As of October 28, 2013, the MICEX index increased 2.7% since the start of the month and
reached 1511 points. OJSC Norilsk Nickel’s stocks showed maximum growth among blue chips, having increased
by 7.09% over the 28 days in October 2013. The MICEX stock market capitalization reached Rb 25,38 trillion
(39.12% of GDP) by October 28, 2013. The domestic corporate bond market saw positive trends in October 2013.
The key market indicators were driven by an uptrend: market volume, corporate bond market index, weighted

average yield, issuers’ activity.

Dynamics of Russian stock market

basic structural indices

A growth of 3.58% (up to $111,8 per barrel) in prices
of Brent crude oil in the first decade of October 2013
determined a growth of 4.2% in the MICEX index in
the period of October 1, 2013 thru October 21, 2013.
It was Gazprom stocks that pushed up the index at that
period. Crude oil price correction up to $109,9 per bar-
rel by October 22, 2013 had no effect on the MICEX
index, because Gazprom stocks decline was compen-
sated by growth in Sberbank stocks. A drastic fall of
crude oil prices by $2,17 per barrel (-1.97% during the
day) on October 23, 2013 triggered a fall of 1.4% of the
MICEX index during the day.

Gazprom and Sberbank stocks became principal
growth drivers for the MICEX index in September 2013.
Gazprom stocks increased significantly in the first half
of the month. Growth rates of these stocks reached
8.35% since the beginning of the month to Octo-
ber 16, 2013 and were followed by downward cor-
rection which allowed Gazprom stocks to gain as little
as 3.17% in the period of October 1, 2013 thru Octo-
ber 28, 2013. Sberbank preferred stocks also gained
8.35% since the beginning of the month. Norilsk Nickel
stocks were leading in growth by the end of the month
and gained 7.09% in the period of October 1, 2013
thru October 28, 2013. VTB and Rosneft stocks saw a
downtrend during the month, with the latter having
lost 3.67% of its early-in-the-month value by the end
of October.

Positive trends for blue chips resulted in 6.76% p.a.
of annual yield of Norilsk Nickel (in the period of Octo-
ber 29, 2012 thru October 28, 2013). Sberbank stocks
also demonstrated substantial yield at a level of 12.2%
and 23.0% for common stocks and preferred stocks re-
spectively. Growth in the value of Gazprom stocks during
the month failed to change negative annual results (less
than 0.34%). However, it was VTB whose stocks saw most
negative calendar year and a 22% drop in value.

1600 125
1550 120
1500 115
1450 110
1400 105
1350 100
1300 95

1250 -+ T T T T T T T T T T T T 90

01.11.2012
01.12.2012
1.04.2013
1.06.2013
1.07.2013

01.10.2012
01.01.2013
01.02.2013
01.03.2013
01.05.2013
01.08.2013
01.09.2013
01.10.2013

0)
0]
0

——MICEX Index ===Brent oil prices

Source: RBK Quote.
Fig. 1. Dynamics of the MICEX index and futures Brent oil
prices in the period of October 1, 2013 thru October 28, 2013

11 okt
14 okt
15 oKkt
OKT

7 OKT
OKT
21 OKT

O 0
= o

Norilsk nikel

[—Sberbank

. L UKOIL

= Sberbank prev == =Gazprom === Rosneft

Source: RBK Quote, author’s estimates.
Fig. 2. Blue chips growth rates in the Moscow
Stock Exchange in August 2013 (over a period
since the beginning of the month)

30,0 -
25,0 -
20,0 -
150 4 1215 1025 1021

10,0 - 6,76
>0 _J
0,0 - T T T

-5,0 -0,34
-10,0 A
-15,0 A
-20,0 A
-25,0 -

23,02

Sberbank
Sberbank prev
Gazprom
LUKOIL
Rosneft
Norilsk nikel
VTB

Source: RBK Quote, author’s estimates.
Fig. 3. Blue chips growth rates in the Moscow Stock Exchange
in the period of October 29 2012 thru October 28, 2013



FIANACIAL MARKETS IN OCTOBER 2013

The consumer sectoral index, which increased by
3.44% by September October 28, 2013 since the begin-
ning of the month, was leading in growth among sec-
toral indices. The consumer sectoral index’s uptrend
was driven basically by Magnit, Gruppa Cherkizovo,
Farmstandard and stocks, as well as M.Video Com-
pany. It was only energy companies’ stocks that saw
downtrend in October 2013, maily in response to a fall
in InterRao and Russian Grids stocks, and the MICEX-
innovation index which was affected by a drop in pric-
es of NPO NAUKA stocks.

According to the Emerging Portfolio Fund Research
(EPFR), Russian market-oriented foundations saw a
capital inflow of $62m in the period of October 1, 2013
thru October 23, 2013. Russia’s stock market (MICEX)
capitalization totaled 25,38 trillion (39.12% of GDP)
as of October 28, 2013, having shown an increase of
Rb 444bn (1.7%) against the value observed on Octo-
ber 1, 2013. The mineral extraction sector accounted
for less than 50% of total capitalization during the
month. The share of companies operating in retail
sales, transport and communications sectors, as well
as manufacturing sector, increased up to 9%, 8.8%, and
12.3% respectively since the beginning of the month.

Corporate bond market

The domestic corporate bond market in Russia
(measured by the par value of outstanding securities
denominated in the national currency, including those
issued by non-residents) saw a considerable growth in
October 2013. By the end of October 2013 the value
reached Rb 4945,6bn, having shown an increase of
3.5% against the value observed by the end of Sep-
tember 2013%. The increase in market capacity was
determined exclusively by increase in the number of
bond issues (1022 corporate bond issues registered in
the national currency against 1002 issues at the previ-
ous month end), whereas the number of bond issuers
remained unchanged (346 issuers). In addition, there
are outstanding 12 USD-denominated bond issues of
Russian issuers (a total of more than $1.8bn), and a
JPY-denominated bond issue.

Investment activity in the corporate bond second-
ary market increased significantly in October 2013
after a long-lasting period of stabilization. For in-
stance, in the period of September 24, 2013 thru Oc-
tober 23, 2013, total volume of market transactions in
the Moscow Stock Market amounted to Rb 184,9bn
(to compare, the corresponding volume amounted to
Rb 152,3bn in the period of August 22, 2013 thru Sep-
tember 23, 2013), and the number of transactions in-
creased up to 28,700 and amounted to 27,400 (against
27,000 in the previous period) in the period under

1  According to Rusbonds information agency.

6,0000
5,0000
4,0000
3,0000
2,0000
1,0000

-1,0000
-2,0000
-3,0000
-4,0000

01.10.2013
04.10.2013
07.10.2013
08.10.2013
09.10.2013
10.10.2013
11.10.2013
14.10.2013
15.10.2013
16.10.2013
17.10.2013
18.10.2013
21.10.2013
22.10.2013
23.10.2013
24.10.2013
25.10.2013
28.10.2013

=>=Financial and banking companies
=>=0il and gas companies
=>=Metal & mining companies
=4—MICEX-innovation index

=o—Machine building companies
=a—=Energy companies
={-Consumer sector companies

Source: RBK Quote, author’s estimates.
Fig. 4. Growth rates in various sectoral stock
indices at the Moscow Stock Exchange (over a
period since the beginning of the month)

Other types of

activity; 1,0
Financial business;

14,4

Transport and
communications;
8,8

Mineral extraction

Wholesale and industry; 49,9

retail industry;
repair services ;
9,0

Production and
distribution of
electric power, gas,

and water; 4,7 Manufacturing

industry; 12,3

Source: The Moscow Stock Exchange’s official website, authors’
estimates.
Fig. 5. Stock market capitalization structure
by type of economic activity

review)?. It should be noted that higher investment
activity in the market is generally typical of Q4 2013.
The Russia corporate bond market index (IFX-
Cbonds) kept growing. Its value increased by 2.7 points
(or 0.7%) by the end of October 2013 as compared to
the value observed at the previous month end. The
corporate bond average weighted yield also saw a pos-
itive trend, having dropped from 8.07% late in Septem-
ber 2013 to 8.02% by the end of October 2013 (Fig. 6),
having shown its minimum over the past two years?.
In spite of the current challenges faced by the Rus-
sian economy and the world economy, the current en-
vironment in the corporate bond market is fairly con-
ducive. Investors’ activity in the corporate segment has
not yet been affected by the recent mid-term forecasts
with regard to a relatively slow growth in the Russian
economy and capital outflow (in particular, the World
Bank’s and S&P’s estimates show that structural con-

2 According to Finam Information Company.
3 According to Cbonds Information Agency.
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straints are expected not to allow Russia to grow at
annual rate faster than 3% in the near-term, while
Moody’s still predicts that development prospects of
the Russian banking system are ‘negative’). Further-
more, the Central Bank of Russia revoked banking li-
cense of a few Russian banks in the previous month
(the most notorious revocation was related to PUSH-
KINO BANK) and downgraded ranking for Svyaznoi
Bank and St. Petersburg Bank. However, the foregoing
had no significant impact on the bond market. Accord-
ing to some experts, a relatively sustainable position
of the bond market is determined by growth in ruble
liquidity in October 2013 and gradual diversification of
investors?.

The corporate bond portfolio duration value re-
mained unchanged. The duration was 691 days as of
the end of September 2013, being 26 days beyond the
value observed as of the previous month end. Relative
stabilization of the duration value against insignificant
decline of interest rates in the market is indicative of
invariance of maturity of flow of payments on bonds
and, therefore, maturity of outstanding bond issues in
the corporate segment.

The most liquid segment of the corporate bond
market kept being exposed to different trends
with regard to the yield, although dynamics of in-
terest rates saw low volatility. Like in the previous
month, it was only financial corporate issuers that
experienced most significant changes in the yield
(between 0.5 p.p. and 0.6 p.p.), some towards con-
traction, like OJSC ALFA-BANK (series 01) and 0OJSC
ZENIT Bank (series BO-04), others towards growth,
like OJSC Russian Agricultural Bank (series 05) and
0OJSC Bank Petrocommerce (series 05). The yield of
high-tech companies’ most liquid issues contracted
too (by an average of 0.1 p.p.)%.

The positive market trend which has been persist-
ing over the last few months, prevents the activity of
Russia’s issuers in terms of bond issue registration at
a fairly high level, although new issue registration val-
ues declined against September 2013. For instance,
14 issuers placed 38 bonds at an aggregate par value
of Rb 123,3bn in the period of September 24, 2013
thru October 23, 2013 (to compare, 36 bond issues
at Rb 341,3bn were placed within a period of Au-
gust 22, 2013 thru September 23, 2013). Major issues
were registered by OJSC UralSib Bank (5 series of listed
bonds at a total of Rb 21bn), OJSC TMK (3 series of
listed bonds at a total of Rb 20bn), OJSC Tyumenen-
ergo (4 series of listed bonds at a total of Rb 20bn) and
LLC RESO-Leasing (5 series of listed bonds at a total of

1  According to Cbonds Information Agency.
2 According to Cbonds Information Agency.
3 According to Finam Investment Company.
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Fig. 7. Dynamics of initial public offerings of corporate
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Rb 14bn)%. Listed bonds accounted for more than two
thirds of the registered issues.

Unlike bond issue registration values, investment
activity in the primary market increased consider-
ably in October 2013 against the previous year. For
instance, 34 issuers placed 40 bonds at an aggregate
par value of Rb 248,3bn in the period of Septem-
ber 24, 2013 thru October 23, 2013, having reached
the highest value over the last four years (to com-
pare, 23 series of bonds at Rb 113,8bn were placed
within a period of August 22, 2013 thru Septem-
ber 23, 2013) (Fig. 7). Major bond issues were placed
by Bank of Development and Foreign Economic Af-
fairs (at a total of Rb 30bn), OJSC Russian Railways
(Rb 25bn), OJSC VTB Bank (Rb 20bn) OJSC Gazprom-
bank (Rb 14,9bn), OJSC Federal Grid Company UES
(Rb 20bn)>. Such companies as Federal Grid Company
UES and Russian Railways managed to borrow for a
period of 35 and 20 years respectively, and a few oth-
er issues for 10 years.

4 According to Rusbonds information agency.
5  According to Rusbonds information agency.
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In October 2013, the Bank of Russia Financial Mar-
kets Service declared void 11 bond issues for non-
placement of a single bond (as compared to 15 series
in the preceding period)®. However, nine issues of a
single major issuer (TransFin-M) were declared void,
in which case the reason for that were changes in the
company’s fundraising plans, rather than lack of the
demand for these securities.

Fifteen bond issuers were to redeem their debt at
an aggregate par value of Rb 70,5bn in the period of
September 24, 2013 thru October 23, 2013. However,
one issuer failed to redeem its debt on the date of
maturity (two issuers declared a technical default in
the preceding period). Seventeen issues of corporate

1  According to the Bank of Russia Financial Markets Service.

bonds at a total of Rb 60,4bn are to be redeemed in
November 20132,

Nevertheless, the situation with the issuers’ compli-
ance with their obligations to bond holders improved
in general in October 2013. No real defaults® on cou-
pon yield payment were declared in the market in the
period of September 24, 2013 thru October 23, 2013
(two issuers declared real default on coupon yield
payment in the corresponding period of the previous
year). Likewise, no real defaults in repayment of the
par value of bond issues and early redemption of se-
curities on put date were reported *.

2 According to Rusbonds company.

3 It means that the issuer was unable to pay to bondholders
even during the grace period.

4 According to Rusbonds company.
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RUSSIA’S REAL SECTOR OF ECONOMY: FACTORS AND TRENDS
IN JANUARY-SEPTEMBER 2013

O.lzryadnova

The results of January-September 2013 point to the continued trend in economic growth slowdown. Within the
above period, the industrial production index amounted to 100.1% on January-September 2012, including that
of manufacturing industry which was equal to 99.7%. The index of agricultural industry happened to be below
the expected mid-year values and was at the level of 101.8% as compared to January-September 2012. In the
building and investment complex, a slump intensified by quarters of the current year. In January-September 2013,
investments in capital assets decreased by 1.9%, while in the 3™ quarter, by 1.2% on the respective period of the
previous year. A dramatic slowdown of the dynamics of GDP takes place with preservation of the trend towards
growth in wages and salaries which situation increases the risks of downfall of financial indices of economic

activities.

In 2013, the macroeconomic situation is character-
ized by gradual weakening of the economic dynamics
and worsening of growth prospects in the remaining
two months of 2013. Stagnation of the Russian econo-
my is justified by simultaneous negative effect of exter-
nal and internal factors. The domestic market is affect-
ed by reduction in the volumes of domestic output of
goods and services for internal consumption, as well as
slowdown of growth rates of import supplies. In Janu-
ary—September 2013, the volume of industrial output
increased by the mere 0.1% against the respective pe-
riod of the previous year. It is to be noted that in the
past five months of 2013 in manufacturing industries
which are mainly aimed at the domestic market nega-
tive annual and quarterly growth rates were registered
as compared to the respective periods of the previous
year. In January—September, a slump in manufactur-
ing industries amounted to 0.3%, while in September,
to 0.7% as compared to the respective periods of 2012.
From the 2" quarter of 2013, weak growth in produc-
tion of primary products started to affect the industrial
dynamics which situation was justified to a great extent
by growth in fuel reserves on the domestic market and
in traditional importer-countries in expectation of the
beginning of the heating season with unfavorable cli-
mate forecasts made for the 2013-2014 winter.

Other real sector industries had a negative effect
on the general economic dynamics, too. In September,
the output index in agricultural industry was much be-
low the expected values and amounted to 98.6% and
101.8% on September 2012 and January—-September
2012, respectively. Due to slowdown of solvent de-
mand, during the nine months of 2013 dynamics of
the volumes of freight turnover fell by 0.4%, including
railway carriage which accounted for a larger portion
of freight carriage (a 2.6% drop on January—Septem-
ber 2012).
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Fig. 1. Dynamics of individual types of economic ac-
tivities in industry in the 2011-2013 period as %
of the respective quarter of the previous year

Further drop in investment activities throughout
this year has had a negative effect on economic pro-
cesses in the Russian economy. In January—Septem-
ber, in the building complex the volume of work de-
creased by 1.1% against the respective index of the
previous year. In the 3™ quarter, a drop in investments
in capital assets amounted to 1.2%, while generally in
January—September 2013, to 1.9% on the respective
period of 2012. Declining financial results of enterpris-
es and entities increased limitations as regards financ-
ing of investments in capital assets. In January—August
2013, the consolidated financial result as regards the
economy as a whole amounted to 82.1% of the index
for the respective period of the previous year, includ-
ing that in production of primary products (97.0%),
manufacturing (70.5%), production and distribution of
power, gas and water (85.3%) and transport (86.8%).



RUSSIA’S REAL SECTOR OF ECONOMY:

With the existing dynamics of the results of financial
activities and scaling down of investment programs, it
is hard to expect a burst of investment activities with
large companies in the last quarter of 2013.

Worsening of the investment prospects coincided
with growth in the net capital outflow for 9 months
of 2013 to $48.2bn against $46.4bn a year earlier. It
is to be noted that in nine months of 2013 a drop
in the current account balance to $29.5bn against
$61.6bn in the same period of 2012 was registered.
A sudden reduction of the current account balance
in January—September 2013 as compared to the re-
spective period of 2012 was related to growth in the
import of goods and services by $8.1bn and $16.6bn,
respectively.

On the domestic market, the main factor which
restrained the negative effect of output shrinkage in
industry and the building and investment complex
was the retail trade and the sector of paid services to
households. In January—September 2013, growth in
the volume of retail trade and paid services to house-
holds amounted to 3.9% and 2.4%, respectively as
compared to the same period of the previous year. In
the 3™ quarter of 2013, growth in retail trade turno-
ver in food products and non-food products amounted
to 3.2% against 2.2% a year earlier and 4.1% against
8.5%, respectively.

A positive effect on the economic dynamics of
growth in retail trade turnover related to the policy
of adjustment of the labor remuneration in the state
sector with average economic indices has dramati-
cally diminished this year. In January—September
2013, households’ real income and real wages and
salaries increased by 3.6% and 5.9%, respectively, as
compared to the same period of the previous year.
Form the 2" quarter of 2013, the speed-up of the dy-
namics of real wages and salaries turned out to be
insufficient enough to motivate growth in retail trade
turnover in May—September 2013. In addition to the
above, from the 2" quarter of 2013 slowdown of
growth rates of households’ real income to 101.7% in
the 3™ quarter of 2013 against the respective period
of the previous year — which slowdown had a nega-
tive effect on the consumer market situation during
that period — was registered. It is to be noted that
growth in retail trade turnover in the past two years
was justified to a great extent by growth in consumer
lending and slowdown of growth rates of lending to
individuals which was registered from October 2012
and resulted in slowdown of growth rates of the con-
sumer market.

The analysis of the main indices of production and
utilization of GDP in the first six months of 2013 shows
that the main factor behind low economic growth

FACTORS AND TRENDS IN JANUARY—SEPTEMBER 2013
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rates in 2013 is slowdown of the rates of the domes-
tic demand from the 4™ quarter of 2011. In 2013, the
rates of slowdown of the domestic demand sped up
dramatically and only the export of goods and services
became a factor which permitted to preserve the posi-
tive dynamics of GDP.

It is to be noted that the International Monetary
Fund revised downward for the third time the fore-
cast of Russia’s GDP growth rates to 1.5% and in-
creased the inflation rate forecast to 6.2% in 2013.
The Russian economy exhausted the growth reserves
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Fig. 6. The dynamics of domestic production by
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and is in need of structural reforms. The analysis of
functioning of the Russian economy in 2013 shows
that the domestic market situation is determined
by the advanced rates of the import as compared to
the domestic production (Fig. 5). Sudden slowdown
of domestic production is justified both by low com-
petitiveness of domestic goods and services as com-
pared to foreign ones and the low level of efficiency
of production in the segment of non-tradable goods
and services as compared to export-oriented sectors
of the economy.
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RUSSIAN INDUSTRIAL SECTOR IN SEPTEMBER 2013

S.Tsukhlo

According to the Gaidar Institute’s business survey data’, the September performance score proved pessimis-
tic rather than otherwise. The dynamics of demand and output underwent no fundamental change which
disccouraged enterprises and resulted in a lower satisfaction with demand and an increase in the inventory ex-
cess rate. That said, the industrial sector kept raising prices, which would hardly fuel demand. A continuous exo-
dus of employees from enterprises leads to labor force shortages even in the conditions of stagnation. Corporate
investment plans signal a further cutting back on investment in production.

Demand for Industrial Produce

The September dynamic of demand underwent no
fundamental change. Both initial and cleared-of-sea-
sonality data displayed a slight acceleration of decline
in sales, which interrupted a positive (for the current
conditions) trend towards slowdown of the demand
decline rate, which would manifested itself between
July and August (Fig. 1). The September balance of
assessments (satisfaction rate) of current sales plum-
meted nearly to zero after hitting twelve-month highs
back in August. The industrial sector proved unhappy
with results of Q3 and is likely to keep looking for vol-
umes of production and output which would be nor-
mal for conditions of a continuous stagnation.

The initial projections of demand have been in a
steady (except for a natural, since this year, intermezzo
in May) decline since the beginning of the year (after
they sky-rocketed in January from -19 to +28 points)
and had lost 30 points by September. However, their
formal clearing of seasonality displays their relative
stability in the range between +2..+11 points and im-
provement up to +7 points in the month in question.

Inventories

In September, inventories estimates likewise under-
went a negative adjustment (Fig. 2). Weak demand,
an increasing dissatisfaction with its volumes coupled
with the unpredictability of even the nearest prospects
of Russia’s economy forced enterprises to once again
radically revise their inventories estimates. While they
improved by 10 points at once in July and added yet
another two points in August, in September their bal-
ance plunged 6 points, thus having them lose a half

1  Surveys of managers of industrial enterprises are carried out
by the Gaidar Institute in accordance with the European harmo-
nized methods on a monthly basis from September 1992 and cover
the entire territory of the Russian Federation. The size of the panel
includes about 1,100 enterprises with workforce exceeding 15% of
workers employed in industry. The panel is shifted towards large
enterprises by each sub-industry. The return of queries amounts
to 65-70%.
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of their previous achievements. Meanwhile, the June
results have remained so far the worst ones over the
period after the peak of the crisis was over, which is
quite notable, for according to data of the IET’s (anti-)
crisis monitoring, the domestic industrial sector gives
importance to minimization of inventories while gear-
ing up for a second wave of the crisis — enterprises
rank this move second or third in the overall rating of
anti-crisis measures, and as many as 28% of plants cur-
rently, in Q3, practices it.

Output

Like demand, the industrial output in September
did not see neither clearly positive changes, nor cer-
tainly negative ones (Fig. 3). Initial data displayed a
drop by a minimum number of balance points, while
cleared of seasonality, the data evidenced an accelera-
tion of the rate of rise in output. Consequently, the da-
ta for Q3 showed a symbolic 3-point improvement of
the indicator. The output plans display an amorphous
dynamic in 2013 and have remained in the range be-
tween +12..+18 balance points from the beginning of
the year.

Producer Prices

Having started in August 2013, the producer price
rise in the industrial sector continued into September,
with the rate of change remaining the same. Last year,
the H2 price rise started in July, but nearly faded away
in August, and in November 2012, there was registered
an absolute price downfall (Fig. 4). For the time being,
the price rise proves most intense in the forestry, food
processing, and the ferrous metallurgy. None of the
industries reported an absolute decline in prices over
August and September, albeit prices of machine-engi-
neering and chemical plants, as well as construction
enterprises, rose slightly above the zero mark.

The price rally in H2 2013 is fueled by plans of their
change. In September, the balance of expectations
climbed up by 7 points, which signals corporations’ in-
tent to continue raising prices, or, at least, to keep the
price rise in place through the end of the year. Noth-
ing like this was noted back in 2012 and 2011 — at the
time, the November and December surveys typically
registered forecasts of a minimum price rise.

The Actual Dynamic and Plans of Lay-offs

According to the survey data, the exodus of labor
force was still underway. In September, the balance
(intensity) of the change in the actual number of em-
ployees at enterprises remained at a level of the three
summer months and accounted for -7 points (Fig. 5). In
May 2013, it sank to o -13 points, while in January —to
-26. So, it is the months with the greatest number of
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idle days when the industrial sector typically loses the
greatest number of work force. Notably, the domestic
industrial sector has seen a steady loss of employees
since June 2012, and the process is still underway. The
dynamic of forecasts shows that enterprises basically no
longer expect an increase in the number of employees.

Typically, it is the beginning of the year when the in-
dustry displays the highest hopes for a rise in the num-
ber of employees. In 2013, such hopes were able to hit
just the zero balance of projections and steered the in-
dustrial sector, in mid-2013, to the greatest post-crisis
shortage of workforce, with the proportion of respons-
es about an insufficient number of employees having
hit 22%. In the period prior to the 2008 crisis, i.e. when
the economy’s heat-up was at its peak, the indicator
would hit the level of 26-27%. However, at the time,
both the industrial sector, as well as the economy as a
whole, displayed high growth rates and radiated self-
confidence, which generated a quite natural need in
new labor force to meet the growing demand for in-
dustrial output. That said, with the industrial sector
stagnating, the current shortage of cadres appears
quite unnatural...

Corporate Investment Plans

It is for the second month in a row that corporate
investment plans remained at their post-crisis lows.
The domestic industrial sector has never been so pes-
simistic about investment since December 2009. As a
reminder, back in the summer of 2011, the balance of
the plans was +26 points, while currently it accounts
for -14 points and the proportion of reports on the
intent to cut back on investment was up 32% on a
year-on-year basis. So, nearly one-third of the sector
is going to reduce its investment activity in the end of
the year, while authorities, on the contrary, trust in a
bravura investment-wise ending of 2013.

EXPECTED CHANGES IN CAPITAL INVESTMENT ON
A YEAR-OVER YEAR BASIS (BALANCE=% RISE -% DECREASE)
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There is nothing in the industrial sector’s investment
policy which may be construed as the unexpected. Ac-
cording to data of the IET’s (anti-) crisis monitoring,
the imperative to scale back on investment in a move
to gear up for the crisis is appreciated by an increasing
number of enterprises. While in 2012 the proportion of
corporations planning to reduce their investment pro-
grams accounted for 20%, the figure grew to — 24% in
the early 2013, while in August 2013 already as many
as 26% of corporations believed that such measures
were appropriate. In the domestic industrial sector’s
list of anti-crisis measures this particular one proved
second to cutting down costs and prices, and minimiz-
ing inventories. But the popularity of the top-of the-
list measures appears just slightly different from the
widespread of the cutting back on investment, with
the search for more profitable suppliers (atop of the
list) having steadily earned appreciation on the part of
32% of enterprises.
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THE STATE BUDGET IN Q3 2013
T.Tishchenko

According to data released by the RF Federal Treasury, in Q3 2013 the decline in federal budget revenues was
occurring at a slightly slower rate than previously. Thus, over the course of January-September 2013, the federal
budget’s revenue and its oil and gas revenues dropped by 1.7 p.p. of GDP and 0.9 p.p. of GDP respectively on the
same period of 2012, while over the course of the first half year of 2013 they had dwindled by 2.1 p.p. of GDP
and 1.6 p.p. of GDP respectively on the first half year of 2012. In January-August 2013, the consolidated budget
revenue of RF subjects amounted to 12.1% of GDP, which represented a 0.3 p.p. of GDP rise on their consolidated
budget revenue in January-June 2013. At the same time, Russia’s budget system has very small potential for fur-
ther growth in revenues, which is especially true of the consolidated budgets of those RF subjects that are not
engaged in the export of carbohydrates. Therefore, apart from taking measures designed to optimize federal
budget spending, the RF Government must pay special attention to the state of regional budgets and, maybe, to

revise its approach to the sphere of inter-budget relations.

Analysis of the Main Parameters of Federal

Budget Execution in January-September 2013

According to data released by the RF Federal Trea-
sury, federal budget revenues registered over the
period of January-September 2013 amounted to Rb
9,603.5bn (or to 74.6% of their planned annual vol-
ume) or to 19.6% of GDP, which represented a 1.7 p.p.
of GDP drop on the corresponding period of 2012
(Table 1). Over the course of that period, the federal
budget’s oil and gas revenues dropped by 0.9 p.p.
of GDP against the first nine months of 2012. At the
same time, oil and gas revenues were growing faster
than non-oil and gas revenues: over the course of the
first nine months of 2013, the federal budget received
80.6% of the planned annual volume of oil and gas rev-
enues and only 69.9% of that of non-oil and gas rev-
enues.

Over the course of January—September 2013, the
volume of federal budget expenditure amounted to
Rb 9,010.3bn (with the cash basis execution of the
federal budget at 67% of its planned annual volume)

or 18.4% of GDP, which represented a 1.4 p.p. of GDP
drop against the same period of 2012.

The RF federal budget for the first nine months of
2013 was executed with a surplus of Rb 593.2bn (or
1.2% of GDP), which represented a 0.2 p.p. of GDP
drop on the January—September period of 2012. The
volume of the non-oil and gas deficit dwindled by
0.8 p.p. of GDP (or 8.5% of GDP) on the corresponding
period of 2012.

The first nine months of 2013 saw a decline in most
of the tax and non-tax receipts of the federal budget
compared with the same period of 2012. Thus, the
shrinkage of federal budget revenues was noted with
regard to profits tax (-0.1 p.p. of GDP); VAT on domes-
tically produced goods (-0.4 p.p. of GDP); VAT on im-
ports (-0.2 p.p. of GDP); tax on mineral resources ex-
traction (-0.3 p.p. of GDP); and revenue from external
economic activity (-0.8 p.p. of GDP) (Table 2). Revenue
growth over the period of January—September 2013
was demonstrated by the receipts of excises on do-

MAIN PARAMETERS OF THE RF FEDERAL BUDGET IN JANUARY-SEPTEMBER 2012-2013

January—September 2013

bn Rb
Revenue, including: 9,603.5
Qil and gas revenues 4,774.2
Expenditure, including: 9,010.3
interest 300.3
non-interest 8,711.9
Federal budget surplus (deficit) 593.2
Non-oil and gas deficit -4,182.9

GDP estimate

Table 1

January—September 2012 Deviation,

% of GDP bn Rb % of GDP  p.p. of GDP
19.6 9,384.5 21.3 -1.7
9.8 4,739.6 10.7 -0.9
18.4 8,746.7 19.8 -1.4
0.6 274.2 0.6 0.0
17.8 8,472.5 19.2 -1.4
1.2 637.8 1.4 -0.2
-8.5 -4,101.8 -9.3 0.8

48,869 44,077

Source: RF Ministry of Finance; RF Federal Treasury; Gaidar Institute’s calculations.
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Table 2
THE DYNAMICS OF THE RECEIPTS OF THE MAIN TAXES IN THE FEDERAL BUDGET
IN JANUARY-SEPTEMBER 2012-2013

Tax on profits of organizations 259.4 286.3

VAT on goods imported into RF territory 1,210.0 1,206.1 2.7

Excises on goods imported into RF territory

2. Revenue from external economic activity 3,625.1 7.4 3,625.7 8.2

Source: RF Ministry of Finance; RF Federal Treasury; Gaidar Institute’s calculations.

mestically produced and imported goods — by 0.2 p.p.
of GDP and 0.01 p.p. of GDP respectively against the
same period of 2012.

An analysis of federal budget expenditure (Table 3)
indicates that over the course of the first nine months
of 2013 a number of spending cuts (expressed hereby
as a percentage of GDP) were applied to the following
budget items: ‘Nationwide Issues’ (-0.1 p.p. of GDP);
‘National Economy’ (-0.4 p.p. of GDP); ‘Health Care’
(-0.2 p.p. of GDP); ‘Social Policy’ (-0.9 p.p. of GDP); and
‘Interbudgetary Transfers’ (-0.1 p.p. of GDP).

The period of the first nine months of 2013 saw a
rise in federal spending (as a percentage of GDP) on a
number of budget items compared with the January—
September period of 2012. The beneficiaries of that
spending rise were as follows: ‘National Defense’ (+0.1
p.p. of GDP); ‘National Security and Law-enforcement

Activity’ (+0.1 p.p. of GDP); ‘The Housing and Utilities
Sector’ (+0.1 p.p. of GDP); and ‘Physical Culture and
Sports’ (0.02 p.p. of GDP. Federal spending on the rest
of the budget items remained at last year’s level.

As of 1 October 2013, the volume of the RF Reserve
Fund amounted to Rb 2,795.8bn, and that of the RF
National Welfare Fund amounted to Rb 2,847.35bn.

Execution of the Consolidated Budget of RF Sub-
jects in January—August 2013.

As reported by the RF Federal Treasury, the consoli-
dated budget revenue of RF subjects in January-Au-
gust 2013 amounted to Rb 5,161.6bn, or 12.1% of GDP,
which is by 1.6 p.p. of GDP below its level recorded in
the same period of 2012 (Table 4).

Over the first eight months of 2013, the consoli-
dated budget expenditure of RF subjects dropped by
0.7 p.p. of GDP on the same period of 2012 - to 11.9%

Table 3

FEDERAL BUDGET EXPENDITURE IN JANUARY-SEPTEMBER 2012-2013

Expenditure, total 9,010.3 8,746.7

Nationwide Issues 557.1 521.9

National Security and Law- 1332.7 27 11312 26 04
enforcement Activity

Housing and Utilities Sector

Education 523.6 1.1 475.9
Health Care 299.3 378.6

Physical Culture and Sports 0.02

Government Debt Servicing 300.0 0.6 274.2

Source: RF Ministry of Finance; RF Federal Treasury; Gaidar Institute’s calculations.
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Table 4

MAIN PARAMETERS OF THE CONSOLIDATED BUDGET OF RF SUBJECTS IN JANUARY-AUGUST 2012
AND JANUARY-AUGUST 2013

January-August 2013 January-August 2012
Revenue, including: 5,161.6 12.1 5,213.1 13.7
______
-PIT 1,550.6 3.6 1,405.5 3.7
______
- tax on aggregate income 2194 0.5 201.1
______
;?E‘f;::’g’ie:; :;‘:grzther RS 929.1 2.2 989.1 2.6 0.4

_____
Surplus (deficit) of consolidated budget of RF subjects 81.0 0.2 395.3 1.0

Source: RF Federal Treasury; Gaidar Institute’s calculations.

of GDP, or Rb 5,080.6bn. Their budgets for January—Au-
gust 2013 were executed with a surplus of Rb 81.0bn,
or 0.2% of GDP, which is by 0.8 p.p. of GDP below the
surplus recorded in the same period of 2012.

A noticeable decline in the revenue receipts of re-
gional budgets, expressed as a percentage of GDP,
over the first eight months of 2013 as compared with
the same period of 2012 was demonstrated by tax on
profits of organizations (-0.1 p.p. of GDP); PIT (-0.1 p.p.
of GDP); excises on domestically produced goods
(-0.1 p.p. of GDP); and gratis transfers from other

penditure of RF subjects dropped against the same pe-
riod of 2012 with regard to the following budget items:
‘Nationwide Issues’ (-0.1 p.p. of GDP); ‘The National
Economy’ (-0.1 p.p. of GDP); ‘The Housing and Utilities
Sector’ (-0.2 p.p. of GDP); ‘Health Care’ (-0.3 p.p. of
GDP); ‘Social policy’ (-0.2 p.p. of GDP); and ‘Interbud-
getary Transfers’ (-0.01 p.p. of GDP). The volume of RF
subjects’ expenditure on the rest of the budget items
remained at last year’s level.

As of the end of July 2013, the amount of govern-
ment debt owed by RF subjects in January 2013 was

budgets (-0.4 p.p. of GDP). Over the course of the first
eight months of 2013, the consolidated budget ex-

Rb 1,3522.9bn, or 16.4% of their annual revenue. Gov-
ernment debt servicing accounted for approximately

Table 5
EXECUTION OF THE CONSOLIDATED BUDGET EXPENDITURE OF RF SUBJECTS IN JANUARY-AUGUST 2012 AND
JANUARY-AUGUST 2013

Expenditure, total 5,080.6 4,817.8

Nationwide Issues 327.7 307.0

National Security and Law-enforcement activity 53.

Housing and Utilities Sector 440.1 462.8

Education 1,432.1 3.3 1,258.4 3.3
Health Care 777.9 1.8 796.6

Physical Culture and Sports

Government and Municipal Debt Servicing

Source: RF Federal Treasury; Gaidar Institute’s calculations.
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1.1% of the consolidated budget revenue of RF subjects,
obtained from their own sources. Although the consoli-
dated budget revenue of RF subjects, expressed as a
percentage of GDP, slightly increased in July and August
of 2013 as compared with the first half year of 2013, the
current downward trend in their consolidated budget
revenue may indeed turn out to be a long-term trend
capable of increasing the risks threatening the sustain-
ability of the entire system of regional budgets.

The long-term character of the ongoing decline in
the regional budgets’ internally generated ‘own rev-
enue’ makes it necessary for regional authorities to
cut budget expenditure in general and investment
spending in particular. Therefore, apart from taking
measures designed to optimize federal budget spend-
ing, the RF Government should find ways to radically
improve inter-budget relations.®
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THE RUSSIAN BANKING SECTOR IN Q3 2013

M.Khromov

In Q3 2013, the banking sector faced a shortage of customer resources. The major source of liabilities became
refinancing on the part of the Bank of Russia and MinFin’s deposits. Meanwhile, by results of the lending market’s
performance in Q3, it was for the first time this year that lending to corporate borrowers consumed volume of

resources greater than loans to individuals.

In September, banks’ assets posted a 1.4% growth?,
which proved greater a figure compared to the two prior
months (in August, the rise was 0.8%, and in July —0.9%).
Nonetheless, the volume of assets added just 3.2% over
Q3, while their annual growth rate as of end-September
slid to 17.2%. Without regard to each Q1 of a year during
which, affected by seasonality, growth rates of financial
indicators slow down, the growth rate in bank assets in
Q3 2013 has proved the lowest one since mid-2010.

It was monetary authorities’ resources that formed a
significant contribution to dynamics of the banking sec-
tor’s indicators in Q3 — they secured 46% of the sector’s
resources?. Without account of these resources, the
dynamic of expansion of banks’ assets would have ac-
counted: in September -0.5%, in Q3 — 1.1%, and in the
last 12 month — 14.6%.

As to active bank operations, in the last quarter, the
banking sector increased the proportion of funds dedi-
cated to lending to individuals and corporations, with
the proportion of those operations having hit 72% of the
volume of redistributed resources (a peak level in a pe-
riod after 2009). That became possible largely at the ex-
pense of corporate lending, whose prominence among
other directions of use of resources also became record-
breaking over the whole post-crisis period.

The banking sector’s regulatory capital* posted a
1.3% growth in September, with risk assets having re-
mained practically unchanged, as they expanded by a
meager 0.1%. The capital adequacy rate by end-Sep-
tember accounted for 13.4%.

The banking sector’s earnings in September 2013 ac-
counted for Rb 98bln, equivalent of a ROTA rate of 2.2%
annualized and a 19.4% rate in terms of return on eqg-

1 Hereinafter growth rates of balance-sheet ratios are cited with
adjustment to the re-valuation of the forex component unless indi-
cated otherwise.

2 Inthis context, the resources are construed as a quarterly growth
in liabilities and fall in assets, while the active use of resources consti-
tutes a quarterly growth in assets and decrease in liabilities.

3 Calculated on the basis of balance-sheet accounts (form
Ne 101).

4 Calculated by credit organizations’ statement Ne 134.
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uity, which proved slightly above the respective figures
on a year-on-year basis (2.0% and 17.2%, respectively).
The healthy performance in September should be as-
cribed to both a high profit prior to creation of reserves
(Rb 134bln with an average figure over the 9 months of
the year being Rb 127bln) and a slowdown in deductions
in contingency provisions, which in September added
just Rb 36bln, with the average monthly level since the
beginning of the year accounting for Rb 44 bIn. That said,
even with account of the above factors, the banking sec-
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tor’s earnings in Q3 (Rb 751bln) have remained practi-
cally unchanged on a year-on-year basis (Rb 750bln over
the same period in 2012).

Attracted capital

The volume of private individuals’ deposits rose
just 0.4%, or by Rb 70bln, in September (2.1%, or Rb
328bln over Q3, and 19.8% —in annualized terms. That
said, the September rise was practically fully fueled by
forex-denominated accounts: while the volume of Rb-
denominated savings added just 0.1% in September,
forex-denominated accounts increased 2.2% in USD
equivalent (USD 2.0bln).

In all, the growth in bank deposits over Q3 2013
accounted for 3.3% of households’ real disposable
incomes, which proved slightly les than the figure re-
ported over the respective period of the prior year
(3.6%). However, with account of an increase in cash,
the savings ratio shrank practically by 1 p.p., i.e. down
from 3.7% to 2.8% of the population’s real disposable
incomes over the quarter concerned.

The average private bank deposit yield rate (with-
out account of current and checking accounts) in Q3
2013 was at a level of 6.8% annualized vs. 6.2% report-
ed a year ago. Interest payments on private individu-
als’ accounts totaled Rb. 228bln in Q3 2013, meaning
that over two-thirds of the influx of private capital into
banks over the quarter was secured by interest ac-
crued on deposits.

Corporate clients’ capital on their accounts grew
just by 0.9% (Rb 109bln.) in September 2013 (by mea-
sly 0.5%, or Rb. 61bln over Q3), with the annual growth
rate having plummeted to 15.3% vis-a-vis 16.8% re-
ported in the prior month.

Like private individuals, corporate clients in Sep-
tember preferred forex-denominated accounts, whose
volume rose 4.5% (USD 3.7bln), over Rb-denominated
ones (down 0.1%).

The monetary authorities’ capital has recently
formed the basis of the banking sector’s resource base.
In September, the banks’ debts to the Bank of Russia
grew by Rb 311bln, and those before the MinFin — by
Rb 211blin. As of October 10, 2013, the aggregate volu-
me of the banking sector’s liabilities before the Bank
of Russia and MinFin exceeded Rb 4trin, which proved
greater than the peak volume of the government
cushion during the crisis, which at the time in nominal
terms accounted for Rb 3.7trln.

Relative value-wise, the banking sector refinanc-
ing volume has so far fell short of hitting the level of
early 2009 (12.3% of assets and 8.2% of GDP), albeit it
proved a maximum one for a period since early 2010
(7.4% of banking assets and 6.1% of GDP).
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In September, the increase rate in the residents’ credit
exposure continued to decelerate in annualized terms.
Over the month, the banks’ retail credit portfolio was up
1.5% (Rb 148bln), while the annual increase rates having
slid to 30.2% compared with 31.7% a month before and

39.1% as of the beginning of the year.
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THE STRUCTURE OF LIABILITIES OF RUSSIA’S BANKING SYSTEM
(AS OF END-MONTH), AS % TO RESULT

Table 1

12.08 12.09 12.10 12.11 06.12 12.12 03.13 05.13 06.13 07.13 08.13 09.13

Liabilities, Rb bin..

Own capital 141 193 187 16.9
Bank of Russia’s loans 12.0 438 1.0 2.9
Interbank transactions 4.4 4.8 5.5 5.7
Foreign liabilities 16.4 121 11.8 111
Private individuals’ capital 215 259 296 29.1
Corporate capital 23.6 259 257 26.0
Accounts and deposits of

public administration agen- 1.0 1.0 1.5 2.3
cies and local governance

Securities issued 4.1 4.1 4.0 3.7

Source: CBR, IEP calculations.

The quality of the portfolio in question continued to
exacerbate. Increase rates of both overdue debts and
loan loss provisions with regard to private borrowers
proved more than twice as much as the loan increase
rate (3.1 and 3.4%, respectively). Consequently, both
the proportion of outstanding debt and the reserves
to payables ratio were also up —to 4.5% and 7.1%, re-
spectively.

The average loan yield rate with respect to private
customers hit the mark of 18.3% annualized in Q3
2013, up 2.2 p.p. over the quarter and 0.9 p.p. since
the beginning of the year. The recent decline in rates
of newly extended loans has not yet resulted in a low-
er value of the whole volume of debt, as borrowers
keep servicing loans extended at higher rates.

In Q3 2013, private individuals spent Rb 417bln in
interest payments on bank loans, while the figure ha-
ving hit Rb 1.15trIn since the beginning of the year,
which is in excess of the final result of the whole 2012.
Let us also note that by results of the quarter in ques-
tion the volume of interest payments proved greater
than the volume of influx of deposits.

Corporate lending in Q3 saw some upturn. In Sep-
tember, the corporate borrowers’ debt was up 1.9%
(Rb 384bln), while the quarterly aggregate added
5.6%, which has become a peak quarterly rate since
late 2011. Meanwhile, the annual increase pace re-
mained at a fairly low level of 13.6%.

The September quality of corporate lending re-
tained a slight trend to improvement. The share of
overdue loans was down 0.1 p.p. and accounted for
4.2%, while the loan loss provisions ratio with regard
to corporations, less banks, was also down by 0.1 p.p.
and slid to 7.0%.
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THE RUSSIAN BANKING SECTOR IN Q3 2013

Table 2
THE STRUCTURE OF THE RUSSIAN BANKING SYSTEM’S ASSETS BAHKOBCKOM CUCTEMbl POCCUU
(AS OF END-MONTH), AS % TO RESULTS

Assets, Rb bin 28022 29430 33805 41628 44266 49510 50693 51587 52744 53353 53876 54348
Deposits with the CBR 7,5 4,4 3,0 3,1

_------------
Foreign assets 13,8 14,1 13,4 14,3 14,2 13,0 15,0 15,6 15,1 15,0 14,5 13,6
Residents 155 131 130 144 160 168 177 178 179 181 184 185
Corporate sector 445 445 436 440 43,6 41,3 41,5 409 40,9 41,0 411 412
Government 20 42 51 50 38 32 29 28 32 34 30 29
Property 1,9 2,7 2,6 2,3 2,3 2,2 2,2 2,2 2,2 2,1 2,1 2,1

Source: CBR, IEP calculations..
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MORTGAGE IN RUSSIAN FEDERATION IN SEPTEMBER 2013

G.Zadonsky

According to the data of the Central Bank of the Russian Federation, in January—August 2013 Rb 784,924bn worth
of mortgage housing loans were extended which figure exceeds 1.28 times over the volume of lending in the respec-
tive period of 2012. As of September 1, 2013, the outstanding debt of Rb 2.4 trillion exceeded by 34.76% the debt
as of September 1, 2012. A positive trend of both reduction of the share of the overdue debt on MHL in rubles in the
outstanding debt (1.77% as of September 1, 2013) and growth in the volume and share of the debt on MHL without
overdue payments (96.45% as of September 1, 2013) in the total debt prevails. In August 2013, the monthly average
rate on MHL in rubles fell by 0.1 p.p. and amounted to 12.4% against 12.9% as of April 1, 2013.

According to the data of the Central Bank of the Rus-
sian Federation, as of September 1,2013 Rb 813,399bn
worth of 518,399 housing loans (HL) were extended
from the beginning of the year, including Rb 784,924bn
worth of 485,430 mortgage housing loans which figure
exceeds by 28.02% in value terms the volume of loans
extended as of September 1,2012. In August 2013, the
outstanding debt on HL rose by 2.35% to Rb 2.51 tril-
lion, while that on MHL, by 2.37% to Rb 2.4 trillion. The
latter exceeds by 34.76% the debt on MHL as of Sep-
tember 1, 2012. As of September 1, 2013, the overdue
debt on HL amounted to Rb 47,932bn, while that on
MHK, to Rb 42,448bn (Fig.1).

According to the data of the Central Bank of the Rus-
sian Federation, as of September 1, 2013 the debt on
MHL with a period of delay in payments for over 180 days
(defaulted loans) (Fig. 2) amounted to Rb 29.24bn or
1.22% of the total debt amount which figure is 1.59 p.p.
lower and 0.07 p.p. higher than that as of September 1,
2012 and August 1, 2013, respectively. In August 2013,
the debt on MHL without overdue payments increased
in value terms to Rb 2,312 trillion, while that as a per-
centage of the total debt, by 0.37 p.p. and amounted
t0 96.45% (Fig. 2). In August 2013, the overdue debt on
MHL rose (Fig. 1) by 0.33% in value terms, while that as
a percentage of the outstanding debt fell by 0.04 p.p.
and amounted to 1.77%.

As regards the number of MHL extended from the
beginning of the year with a cumulative result per
1,000 persons of the population, both as of Septem-
ber 1, 2013 and as of September 1, 2012 the leaders
were the Yamalo-Nenets Autonomous Region, Khan-
ty-Mansiysk Autonomous Region and the Tyumen
Region (Table 1). The overdue debt of the above re-
gions is also much lower than the average nationwide
value. Among federal districts, as regards the number
of loans per 1,000 persons the leader is still the Urals
Federal District — the aggregate 15" place against the
9t place in 2012; the district in question retains the
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MORTGAGE IN RUSSIAN FEDERATION IN SEPTEMBER 2013

Table 1
DISTRIBUTION OF REGIONS BY THE NUMBER OF MHL PER 1,000 PERSONS EXTENDED
FROM THE BEGINNING OF THE YEAR WITH A CUMULATIVE RESULT

Yaman—Nenets. Au- 6,732
tonomous Region

Tyumen Region 6,116

Republic of Komi 5,334

Republic of Tatarstan 5,168 0.47

Magadan Region 5,120

4,953

Nenets Autonomous Region 4,931 0.12

Urals Federal District 4,731

Siberian Federal District 4,050 1.19

The Russian Federation 3,386 1.77

Moscow Region 3,232 4.06

Central Federal District 2,846

Moscow 2,086 4.68

Volgograd Region

Source: the basis of the data of the Central Bank of the Russian Federation.

2™ place as regards the level of the overdue debt (the
aggregate 51 place) after the Far Eastern Federal Dis-
trict. The Central Federal District has the 64" place and
the 88" place as regards the number of loans extend-
ed and the overdue debt, respectively, while Moscow,
the 82" place and the 91 place, respectively.
According to the data of the Central Bank of the Rus-
sian Federation, as of September 1, 2013 the weight-
ed average rate on MHL in rubles extended from the
beginning of the year fell by 0.1 p.p. against 12.7% in
May, June and July 2013 (Fig. 3). The weighted average
rate on MHL in rubles extended within a month fell by

0.1 p.p. in August 2013 and amounted to 12.4% keep-
ing going down from the maximum value of 12.9% in
March. In August 2013, the weighted average rate on
MHL extended from the beginning of the year in foreign
currency fell by 0.2 p.p., too, and amounted to 9.6%.

The weighted average period of lending as regards
MHL in rubles extended from the beginning of the
year keeps reducing in 2013 and as of September 1
amounted to 14.8 years. As regards loans in foreign
currency, in August 2013 the weighted average pe-
riod of lending gained six months and amounted to
13.5 years (Fig. 3).
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In 2013, the average value of MHL in rubles ex-
tended from the beginning of the year increased to Rb
1.6m as of September 1 (Fig. 4) having gained 10.22%
as compared to September 1, 2012. Within the same
period of time, the respective value in foreign curren-
cy and starting from March 2013 rose by 16.13% and
amounted to Rb 7,973m as of September 1, 2013.

As of September 1, 2013 the share of loans in for-
eign currency in the volume of MHL extended from the
beginning of the year amounted to 1.33% (Fig. 5). The
low volume of lending in foreign currency results in a
sustained decrease in the share of foreign currency
in the debt on MHL which amounted to 5.02% as of
September 1, 2013. Along with that, the share of the
overdue debt on MHL in foreign currency in the total
overdue debt even increased a little in 2013 and as of
September 1 amounted to 35.51%, which is 2.7 p.p.
higher than the minimum value as of February 1, 2013
(Fig.5). So, the share of the overdue debt on MHL in
foreign currency in the total overdue debt exceeds
seven times over the share of the debt on MHL in for-
eign currency in the total debt.

In January—August 2013, the share of the five largest
banks (the first group of credit institutions ranged by
the value of assets (in descending order)) in the total
number of MHL extended to individuals rose to 75.3%
(Fig. 6) against 58.92% in the same period of 2012. For
reference: as of September 1, 2011 that share amount-
ed to 68.83%. In January—August 2013, as compared to
the respective period of 2012 the overdue debt as a
percentage of the outstanding debt of the first group
decreased from 2.28% to 1.47%, which figure is lower
than the average value of 1.77% by all the groups (the
nationwide average value). As compared to the previ-
ous year, the average value by all the groups fell by
0.79 p.p. The lower quality MHL portfolio is with the
second group: the share of the overdue debt exceeds
by 4.4% the average value by all the groups (Fig. 6). A
factor behind such a worsening can be a decrease in
the volume of newly extended loans by the group with
growth in the total volume of lending in the period un-
der review.

From January-September 2013, the OAO AHML re-
financed Rb 29,827bn worth of 22,821 MHL (Fig. 7)
which is 30.66% lower than the volume of the refi-
nanced loans in the same period of 2012. As of Octo-
ber 1, 2013, the share of the standard product in the
total volume of the repurchased mortgage amounted
to 40.65% which is 12.62 p.p. lower than the respec-
tive value in 2012; the share of military mortgage
amounted to 33.68% against 8.68% the “maternity
mortgage”.

In August 2013, the share of mortgage loans refi-
nanced by AHML in the total number of mortgage
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Fig. 6. The dynamics of volumes of MHL extend
and the overdue debt by the group of credit
institutions ranged by the value of assets

loans extended amounted to 2.86% which is 4.01 p.p.
higher than in August 2012 (Fig. 8).

As a result of reduction of risks of securitization
ensured by approval of amendments to the Federal
Law on Mortgages in December 2012, the Moody's
Investors Service, an international rating agency re-
vised upwards the credit rating of the senior classes
of five bond issues with AHML backing (class A) is-
sued by ZAO Ipotechny Agent AHML 2010-1, ZAO Ipo-
techny Agent AHML 2011-2 and ZAO Ipotechny Agent
AHML 2012-1. On the basis of the results of the meet-
ing of the Presidium of the Council on Carrying Out
of Priority National Projects and Demographic Policy
under the President of the Russian Federation held
on October 11, 2013, it was decided to instruct the
OAO AHML to expand the practice of implementation
of special mortgage programs for families with three
and more children. In December, AHML plans to is-
sue bonds secured with mortgage portfolios of several
partners with the volume of about Rb 3bn; the share
of AHML in the issue amounts to about 50%.

British banks have started to carry out a mortgage
lending scheme proposed by the government. Under
the above scheme, the initial contribution amounts
to 5% of the cost of housing if the price does not ex-
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ceed 600,000 pounds. Within the frameworks of the
program whose volume amounts to 12bn pounds, it
is expected to extend 180,000 mortgage loans with-
in three years. The US Federal Agency for Financing
Housing Development reported that for the purpose
of securitization of mortgage loans and consolidation
of some functions which are currently duplicated by
state mortgage companies, that is, Fannie Mae and
Freddie Mac, a new company — the Common Securiti-
zation Solutions — was established. @
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RUSSIA’S FOREIGN TRADE IN AUGUST 2013

N.Volovik, K.Kharina

From April 2012, the Russian foreign trade has been in stagnation. In the past few months, growth rates of both
export and import fluctuated near the zero level. Russia turned down the EU’s request to the WTO to convene a
panel of arbitrators to consider the issue of the existing mechanism of the utilization duty in Russia as there is still

a chance to reach an amicable settlement.

In August 2013, the Russian foreign trade turnover
calculated on the basis of the methods of the balance
of payments amounted to $70.5bn which is 0.9% low-
er than the respective index of 2012. In August 2013,
export amounted to $42.2bn having increased by 2.3%
as compared to last August. The import fell by 5.3% to
$28.4bn. As a result, the surplus of the trade balance
increased: in August 2013 it amounted to $13.8bn
which is 22.5% higher than in August 2012.

The global oil market is still under the effect of the fol-
lowing two main factors: low growth rates of the global
economy and geopolitical risks. As due to a concern
over possible full-scale hostilities by Western countries
in Syria, on August 27, 2013 the Brent oil price rose on
a single day by 3% to the maximum value of $114.36 a
barrel from February 2013. In August, the average Brent
oil price was formed in the amount of $110.96 a barrel
which is 3% higher and 2.1% lower than in July 2013 and
the index of August 2012, respectively.

In August 2013, the average Urals oil price amount-
ed to $111.11 a barrel which is 1.8% lower as com-
pared to the price in August 2012. In January—August
2013 the price decreased by 3.3% to $107.34 a barrel
as compared to the same period of 2012.

In January—-September 2013, the average price of
the Russian Urals oil amounted to $107.73 a barrel
which is 3.0% lower as compared to the same period
of 2012.

According to the oil price monitoring carried out by
the Russian Ministry of Finance, from September 15 till
October 14, 2013 the average Urals oil price amount-
ed to $108.7 a barrel ($793.8 a ton). As a result, from
November 1, 2013 the export duty on crude oil will
decrease by 4.9% to $395.9 a ton from $416.4 a ton
in October. From November 1, 2013, the single rate of
export duty on light and dark oil products, except for
petrol, will amount to $261.2 a ton against $274.8 a
ton in October. It is to be noted that in November the
duty on petrol will be cut to $356.3 a ton ($374.7 a ton
in October 2012).

The decision of the US Federal Reserve to preserve
at the previous level the programs of repurchasing of

60

B Balance  =——Export === Import

Source: Central Bank of the Russian Federation.
Fig. 1. The main indices of the Russian
foreign trade (billion USD)

US government bonds stopped a drop in prices on non-
ferrous metals; the above drop continued from Febru-
ary 2013. In August 2013, as compared to the previous
month prices on all the nonferrous metals increased:
aluminum appreciated by 2.7%, while copper and nick-
el, by 4.1% each. It is to be noted that as compared to
August 2012, aluminum, copper and nickel cost 1.5%,
4.3% and 9% lower, respectively.

For four months running, the FAO food price in-
dex has kept falling: in August 2013 its average val-
ue amounted to 201.8 points which is 4 points and
11 points lower than in July 2012 and August 2012,
respectively. A decrease registered in August is relat-
ed to a continued drop in global prices on grain and
oil, while prices on dairy products, meat and sugar in-
creased somewhat.

In January—August 2013, the foreign trade turno-
ver of the Russian Federation amounted to $558.6bn
which is 0.3% lower than the respective index of 2012.
It is to be noted that the Russian export decreased by
2.1% to amount to $338.2, while the import rose by
2.6% to $220.4bn. In January—August 2013, the trade
balance surplus of the Russian Federation amounted
to $117.9bn which is 9.9% lower than in January—Au-
gust 2012.
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MONTHLY AVERAGE GLOBAL PRICES IN AUGUST OF THE RESPECTIVE YEAR

2002 2003 2004 2005 2006
Sgtnu/flrfa;:ﬂ 301 398 434 656 871
S‘;F[’;:Zon 1480.0 1731.0 2835.8 3800.0 7689
ﬁ';D";;"t”o’:' 1292.0 1457.0 1694.3 1868.0 2460
ﬁiscl';z'ton 6720.0 9365.0 13723 14894 30872

Table 1
2007 2008 2009 2010 2011 2012 2013
72.1 1183 73.06 77.18 1099 113.3 110.96
8.34 1464 6.92 845 10.81 11.18 11.64
7510.5 7645.6 6165.3 7284 9001.0 7515.5 7192.9
2515.2 2780 1933.8 21184 2379.0 1845.4 1817.6
27600 18581 19642 21413 21845 15735 14315

* The Markets of Europe, the average contract price, Franco-border.
Source: calculated on the basis of the data of the London Metal Exchange (London, the UK) and the Intercontinental Oil Exchange

(London).

A decrease in the export took place due to a con-
siderable drop in export supplies of metals and metal
articles, as well as food products and agricultural pri-
mary products. In January—August 2013, the cost of
the volume of export of those groups of commodities
fell by 12% and 11.3%, respectively as compared the
same period of 2012. It is to be noted that a drop took
place both in physical volumes of exported goods and
their export prices.

Despite the fact that the export of oil fell by 5.6%
due to growth in the export of oil products (9.8%) and
gas (6.8%), the export of fuel and energy commodities
remained at the level of the previous year.

Export supplies of wood and pulp and paper pro-
ducts, machines, equipment and transportation ve-
hicles and chemical products rose insignificantly by
2.4%, 1.9% and 0.1%, respectively.

Growth in the import took place due to higher pur-
chases of textile, textile products and footgear (7.6%),
food products and agricultural primary products
(5.1%), chemical products (5%) and metals and metal
articles (5%). The import of machines, equipment and
transportation vehicles decreased by 1.6%. It is to be
noted that the share of that group of commodities in
the total volume of the Russian export decreased from
50.3% in January—August 2012 to 48.7% in January—
August 2013.

On October 9, 2013, the eighth meeting of the
Council of the Eurasian Economic Commission took
place. At the above meeting, decisions were passed
as regards technical regulation, competition and anti-
trust policy, customs and tariff regulation and trade in
member-states of the Customs Union.

Technical regulations of the Customs Union on Safe-
ty of Milk and Dairy Products and On Safety of Meat
and Meat Products were approved.

Due to accession of the Russian Federation to the
WTO, the process of reduction of the rates of the sin-

gle customs duty of the Customs Union keeps going
on. So, by Decision No.58 of October 9, 2013 of the
Council of the Eurasian Economic Commission the rate
of the import duty on Prunus plum puree and spreads
in a primary package with net weight of over 100 gr.
for industrial processing were reduced to 13% against
the present 13.7% of the customs value.

Also, the rate of the import duty on ethylene co-
polymers with vinyl acetate was reduced from 8.8%
to 6.5% as well as that on paving slabs and finish tiles
(from 13% to 12%). In addition to the above, the rate
of the import duty on electronic players (deca) and
other sound-reproducing equipment without a sound-
recording device is reduced from 12.3% to 11%. The
decision becomes effective from December 31, 2013.

In October 2013, the period of 60 days established
in accordance with the WTO rules in order to achieve
an amicable agreement with the EU as regards the lat-
ter’s claim in respect of the utilization duty introduced
in Russia expired. It is to be reminded that while the
duty is imposed on the entire import from the EU,
motor vehicles produced in Russia, Kazakhstan and
Belarus are exempted from it. So, the utilization duty
creates advantages for car makers from the Customs
Union, which situation contradicts the WTO normes.

According to the data of the Federal Treasury of the
Russian Federation, from the day the utilization duty
was introduced in September 2012 the federal budget
revenues from that tax amounted to Rb 55.4bn.

The bilateral consultations carried out on July 29-
30, 2013 failed to eliminate differences. On October
10, 2013 the EU turned to the authority which resolves
the WTO disputes with a proposal to convene a panel
of arbitrators which will consider the issue of legitima-
cy of such a duty.

On October 22, 2013, the WTO Committee on Reso-
lution of Disputes was held in Geneva where the Rus-
sian representative opposed the EU’s request to the
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WTO to convene a panel of arbitrators to consider the
issue of the existing utilization duty mechanism in Rus-
sia as a possibility of an amicable settlement of the dis-
pute was not yet exhausted. If the EU raises the issue
again at the next meeting, Russia has not right to block
it for the second time.

In such a case, before the end of the year the WTO
group of arbitration is to be formed and it will have
within six months to determine if the EU’s claims are
justified or Russia’s actions are in conflict with the
WTO rules. After that, Russia will be granted 30 days
to inform how it is going to fulfill the decision of the
arbitration group. If the claims are found justified and
Russia does not abolish discriminatory measures, the
EU will be granted the right to introduce countervail-
ing measures in respect of Russian goods. The EU will
manage to increase duties to make up for the damage
caused by European manufacturers. The sum of the
damage is to be calculated by the arbitration group.

In combination with other factors, the utilization
duty would have an effect on the volumes of import
duties in Russia. So, in January—August 2013 the im-
port of trucks into Russia in physical terms was 33.5%
lower than in January—August 2012. The import of
light vehicles dropped dramatically as well: during
the eight months of 2013 their import was 21.6%
lower than during the eight months of 2012. How-
ever, it is difficult to evaluate a decrease in supplies
of cars from the EU due to the effect of the utilization
duty as the Russian auto market shrinks under the
effect of many factors.

The claim filed by the EU’s authorities to the
WTO court in July 2013 made the Russian authori-
ties to reconsider its position. On October 21, 2013,
Vladimir Putin, President of the Russian Federation
signed such amendments to the Law on Production
and Consumer Waste as make conditions of an uti-
lization payment equal both to Russian and foreign
car makers. Under the new law which becomes effec-
tive from January 1, 2014, the utilization duty will be
charged not only from transport vehicles imported
from abroad, but also from those manufactured in
the territory of the Customs Union. An exception is
made only in respect of vehicles owned by compatri-
ots who move to live in Russia on a permanent basis
in accordance with a special program and diplomatic
and consular missions. In addition to the above, rare
vintage cars manufactured at least 30 years ago are
exempted from that duty.

Despite the fact that Russia has fulfilled the require-
ments of the European Union as regards making condi-
tions of payment of the utilization duty equal both to
importers and domestic manufacturers, Brussels still
expects “further information and explanations”. The
EU has claims as regards the methods of calculation of
the utilization duty. In particular, the EU believes that
the duty should not depend on the engine volume of a
car and that the method of calculation allows for a big
difference between the amount of the duty on new
cars and that on used ones.@®
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ABEYANT STATE LANDS: PROBLEMS ANS WAYS OF THEIR SOLUTION

V.Uzun

At the beginning of 1990s land reform was carried out in Russia. After long and very heated debates private own-
ership of land was permitted giving start to its privatization. Mainly lands of agricultural destination and lands
of settlements were transferred to private ownership. As of January 1, 2012 lands of agricultural destination ac-
counted for 128.6m hectares out of 133.1m hectares of privatized lands, lands of settlements — for 4.3m hectares
thereof (Table 1). The rest of lands (1576.7m hectares) remained in the state and municipal ownership.

The problems of privatized land use are being scru-
tinized by the authorities, mass media and scientists.
Far less attention is being paid to the management and
use of lands that remain in the state ownership. Rus-
sian statistical records lack data allowing to calculate
the comparative use efficiency of private and state
lands of agricultural destination. Special studies re-
vealed that corporate farms instituted by the state and
municipal authorities and situated on the state and
municipal lands lag far behind other corporate farms
by the rate of profitability.

According to the Land Code, the land that remained
state-owned should have been divided and trans-
ferred to the ownership of either the Russian Federa-
tion, a constituent member of the Russian Federation,
a municipal area or a rural municipality. The need to
split state land ownership into the federal, regional
and municipal components was declared back in 2001.
Soon afterwards the procedure of such delineation was
defined. However, as yet the most part of state land ar-
eas remain non-delineated. The owners of these plots
are not established and lands remain “no-ones’”.

As evidenced by Table 1, over one half of state-
owned lands in Russia are “no-ones’”. The biggest ad-
vance is made in delineating forest lands: 2/3 of them
have already been registered as federal property. The
remaining areas raise no concern as well — according
to the law they belong to the Federation even in case
delineation and registration procedures have not been
completed. The situation is far more complicated with
other categories of lands: they can be owned by the
Russian Federation, constituent members of the Fed-
eration or municipalities but over 90% of their areas
have not been delineated as yet.

How can one use state lands if it is not clear whose
property they are? The Law on enacting the Land Code

1 V.Ya. Uzun, E.A. Gataulina, V.A. Saraykin et al. Tendentsii raz-
vitiya i mechanizmy vzaimodeystviya krupnogo i malogo biznesa
v agropromyshlennom komplekse. [Developments trends and
mechanisms of interaction between large and small business in the
agro-industrial sector]. Moscow, ERD, 2009, p.160.

of the Russian Federation envisages that “the tenure
of non-delineated state land plots lies within the juris-
diction of local administrations of municipal areas and
urban districts...” (Article 3, Paragraph 10).

After acquiring such right, municipal areas should
have become the owners of all non-delineated state
lands and manage them at their own discretion. How-
ever, the analysis of Rosreestr statistics shows that it
never happened. Only 3.9m hectares of land are in
municipal ownership although as of January 1, 2012
the total area of non-delineated lands amounted to
831.3m hectares. Despite the granted title to dispose
of all non-delineated lands, municipal administrations
actually cannot dispose of non-delineated forest areas
since these lands are a-priori federally-owned.

The non-delineation of state lands has the decisive
impact on the development of agriculture and rural
areas.

Rural municipalities are deprived of forests

In Tsarist Russia rural communities in forest and
forest-steppe zones had their own woods that were
used both for the construction of wooden dwellings
and household outbuildings and for the procurement
of firewood. Villagers took care of their wood and pre-
served it since they understood its importance for the
living and future generations. In the times of New Eco-
nomic Policy rural communities also obtained operat-
ing control over former landlords’ forests. Probably,
this is the key to explaining the building boom that was
observed then in rural areas.

After the collectivization rural woods became the
property of collective farms. Rural communities’ rights
to dispose of forests were curtailed but villagers still
continued to use them. In the post-reform period cor-
porate farms became private. The titles to some ru-
ral forests were withdrawn while a part of them was
transferred for use to private entities. Rural commu-
nities were completely deprived of actually all titles
to forests except for the right to visit them and pick
mushrooms and berries.
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Table 1
RUSSIAN FEDERATION: DISTRIBUTION OF LANDS BETWEEN OWNERS AS OF JANUARY 1, 2012,
MILLION HECTARES
including
Owned by
Total area FUOEIS State RF con- .. Mgnelic
owner- . . munici- Non-de- ated areas as
. ownership RF stituent " .
ship palities lineated % of state-
members

owned lands

Land area 1709.8 133.1 1576.7 745.4 8.8 3.9 831.3 52.7
including:
Lands of agricul- 389.0 1286  260.4 8.3 7.7 3.4 241.0 925
tural destination
of them:

lands of re-distribution fund 46.0 - 46.0 0.5 1.1 0.2 44.2 96.1
Lands of forest fund 1120.9 - 1120.9 698.6 0.3* 0.006* 422.0 37.6
Lands of settlements 19.7 4.3 15.4 0.7 0.2 0.3 14.2 92.2
Reserve lands 98.8 - 98.8 0.06 0.001 0.07 98.7 99.9

* According to the law lands of forest fund are owned by the Russian Federation. The Rosreestr staff must have made a mistake when

collecting or processing data.

Source: Land fund of the Russian Federation as of January 1, 2012. Moscow, Rosreestr, 2012.

The program for sustainable development of rural
areas for 2014—2017 and the period till 2020 envisag-
es allocation of over Rb 170bn to the improvement of
living conditions in rural areas and complex compact
development of rural settlements. There are plans to
commission (acquire) 5.4m square meters of living
space (or on the average 0.2 square meters per one
rural resident).

The effect can be much greater if forests are re-
turned to rural municipalities®. This would help to im-
prove their economic performance, to raise budget
receipts, to provide rural population with construction
materials and fuel, to get assistance of rural commu-
nity in fighting forest fires, etc. Such a solution would
encourage much faster development of construction
in rural areas.

The transfer of forests to the ownership of rural
municipalities can involve both the lands of forest
fund and the forest areas situated close to rural settle-
ments and currently controlled by private enterprises.
Municipalities and rural communities are interested
in and have more opportunities for the rational utili-
zation and preservation of their forests as compared
with federal authorities residing in the faraway capital.
Private entrepreneurs use forests pursuing their own
commercial interests. Meantime, rural municipalities
can provide for their utilization in accordance with the
public interests.

There is a threat that in case rural communi-
ties are passive, corrupted local officials will abuse

1 AsofJanuary 1, 2013 there were 18,722 rural municipalities
and 1,817 municipal areas in Russia. According to the effective leg-
islation rural municipal units are parts of municipal areas.

their powers, strip and kill out forests. But, first, the
scopes of abuse by higher ranking officials are far
more outreaching as the latter are less controllable
by civil society. Second, this threat can be dimin-
ished by means of thoroughly elaborated legislative
rules of rural woods use and the control over their
observation.

Constituent members of the Russian Federation

are barred from the disposal of forest fund lands

In the course of discussing patterns of forest fund
lands ownership the idea of their privatization was
rejected although in many countries including our
neighbors (e.g. Finland) forests are privately owned. It
helps to retain population in villages situated in forest
regions, improves sustainability of rural development
and ensures additional personal incomes.

But when adopting the RF Forest Code it was de-
cided to concentrate the lands of forest fund in the
federal ownership. The concentration of control over
these lands in the federal center inhibits regional au-
thorities from fully exploiting their opportunities for
the improvement of utilization and protection of for-
ests situated on their territory?. There is concern that
the partial transfer of powers to constituent members
of the Russian Federation may result in bigger corrup-
tion and abuse. This problem can be tackled by means
of control over regional officials on the part of civil so-
ciety and federal authorities.

2 Lands of forest fund comprise 1,120.9m hectares of land
which is almost 2/3 of the country’s territory. Federal ownership of
this land seriously limits the autonomy of Federation’s constituent
members as component parts of the federal state.
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Lands of agricultural destination

As of January 1, 2012 there were 389m hectares of
lands of agricultural destination in Russia. 1/3 of this
area (128.6m hectares) was privately owned by legal
bodies and individuals while 2/3 (260.4m hectares)
were in state ownership. Only 7.5% of state lands
(19.4m hectares) were delineated. The Federation
owned 8.3m hectares of lands of agricultural destina-
tion, its constituent members — 7.7m hectares, munici-
palities — 3.8m hectares. These are largely the lands
of state unitary agricultural enterprises instituted by
the governing bodies of the Russian Federation and its
members and those of municipal enterprises.

241m hectares of lands of agricultural destination
remained non-delineated. Local municipalities trans-
ferred most part of them to farm producers for per-
manent (perpetual) use or lease. Nearly 30m hectares
of farmlands have not been transferred to agricultural
producers and are not used according to their destina-
tion.

Although state lands of agricultural destination are
situated on the territory of rural administrations, rural
municipal bodies have no powers of disposal thereof.
Even if arable land is not used for decades and gets
covered with shrubs, rural municipalities can but view
this process without any right to interfere and alter the
situation.

With the purpose to allot land to individual private
farms, the land re-distribution fund was set in the pe-
riod of reforms. First of all, it is intended for allotting
land to beginning farmers. As of January 1, 2012 there
were 46m hectares of lands of agricultural destination
in this fund. However, almost all this area is not deline-
ated; rural municipal bodies have not registered prop-
erty rights to these lands and therefore cannot allot
them to farmers.

In order to get land a beginning farmer should apply
to municipal authorities. They do not have any titles to
lands from the re-distribution fund either but are en-
trusted with the powers to dispose of non-delineated
state lands. In this situation local government bod-
ies of a municipal area will suggest that an applicant
should parcel out the selected plot and register it as
a property of the municipal area at his own expense.

After the farmer has spent a lot of money on
parceling out the plot, he will get a suggestion to lease
it or buy it out. According to the law, both lease and
buying out of a state-owned plot requires holding a
tender. There is no other way. Since the farmer who
has parceled out the plot can lose this tender, measu-
res are taken to make it a mock auction, to prevent
participation of other real bidders, etc.

This entire scheme is non-transparent and corrupt
from the beginning to the end. And the cause of it is

the non-delineation of state lands, the lack of funds
in the budgets of all levels for the registration of land
plots and preparation of them for lease or sale. Being
short of small money for registering plots, budgets
lose big money due to the non-use of land.

The same is true for the reserve lands. A large part
of them are farmlands that are neither delineated nor
registered. Due to that such plots are lingering on in
reserve for years as it’s hard to find users who will
agree to spend large amounts of money on parceling
out and registration of plots in the situation when the
risk of losing the following tender is not ruled out. And
indeed, who is to search for such users: federal author-
ities, constituent members of the Federation, regional
administrations or rural municipalities? It’s not clear as
the land is not delineated.

The situation is aggravated by the fact that not a
single institution in the country is charged with the
mission to carry out this work; thus, there will be no
discernible progress even if budgets of all levels find
the funds for delineating and registering land plots.
Roskomzem that used to be in charge of management
of the country’s land resources and had a net of local
divisions was closed down 6 years ago. At the moment
no one is responsible for land in the country. There are
only institutions that gather statistics, register plots
and transactions therewith, exercise control and im-
pose penalties, but none of them is ready to take up
the difficult and cost-consuming work of delineating
state lands between the Federation, its constituent
members, area and rural administrations.

An even more meticulous work is to be done af-
ter the delineation: each plot should be prepared for
lease or sale as no one will take it if there is no road
infrastructure, no electricity network, etc.! In addition
to preparing the plot, the search for potential users
should be launched and in case there are no local ap-
plicants, terms for inviting outsiders from other re-
gions and even countries should be elaborated. Only a
special institution whose main mission is to dispose of
land for the public good can cope with this set of com-
plicated tasks. It’s at least naive to believe that a small
team of officials sitting in their Moscow offices of the
Federal Agency for State Property Management is able
to take care of billions of hectares of land.

The above analysis leads to the following conclusion:
to date the system of managing state lands has not
been formed in Russia. They turned out to be abeyant.
Due to that budgets of all levels suffer great losses in the
amount of received taxes (no one pays taxes for land
with non-documented use titles; taxes for a large part

1 In the times of Stolypin’s reform the state treasury bore the
expenses on registering plots, building roads, digging dwells, etc.
before allotting land to peasants.
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of documented but non-used lands are not paid either),
lease payments (only land tax is imposed on lands trans-
ferred for permanent (perpetual) use) while in case of
leasing them out at market prices budget receipts could
be much higher), revenues from the selling of land.
The establishment of the system of state land man-
agement should start with the delineation of titles to
this land and the forming of land plots to be owned
by the Russian Federation, its constituent members,
area and rural municipalities. Depending on the area
of lands at each level (conditioned by local specifics)

agencies, institutions and organizations capable to en-
sure the rational utilization of available lands should
be formed.

In case state and municipal bodies are unable to
manage lands under their jurisdiction, the latter should
be gradually privatized. Each piece of land should have
a particular owner (physical or legal body, rural mu-
nicipality, governing bodies of an area, a constituent
member of the Federation or the Russian Federation
at large) responsible for its maintenance and develop-
ment.
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THE PROSPECTS FOR SELF-REGULATION OF FINANCIAL MARKETS:
THE STATE REGULATOR'S INFLUENCE IN ON THE INCREASE

N.Polezhaeva

A comparative analysis of the existing model of financial market regulation and the model put forth by the Bank
of Russia within the framework of the Draft Federal Law ‘On Self-Regulating Organizations in the Field of Finan-
cial Markets’ indicates that the Bank of Russia is creating a new system of regulating the activity of self-regulat-
ing organizations operating in Russia’s financial markets, which significantly increases the powers of the state
regulator. According to the Draft Law, the state regulator is to become free to unilaterally determine the scope of
its own participation in the regulatory process. The unfettered discretion given to the state regulator may signifi-
cantly undermine the interests of self-regulating organizations and their members, because the Draft Law fails to
put forth any formal guarantees that the Bank of Russia should indeed permit such organizations to adequately
participate in the process of setting standards and guidelines, or in monitoring the compliance therewith.

On 1 September 2013, the Federal Law ‘On the In-
troduction of Alterations to Some Legislative Acts of
the Russian Federation in Connection with the Trans-
fer to the RF CB of the Authority to Regulate, Control
and Supervise Financial Markets’* came into effect.
On that day, the powers formerly vested in one fed-
eral body, the Federal Financial Markets Service, were
transferred to another such body, the Bank of Russia.

Even before the Federal Law came into force, the
Bank of Russia had increased the scale of its interfer-
ence in the activity of self-regulating organizations
comprising financial institutions?, clearly aiming at
boosting its role as state regulator. It should be noted
in this connection that any substantial rise in the pow-
ers of state regulator vis-a-vis self-regulating organiza-
tions can have a negative effect on the activity of such
organizations if they are deprived of any of the main
components of self-regulation. These components are
as follows: the right to set standards and guidelines
for professional (or entrepreneurial) activity, and the
right to monitor compliance with the said standards
and guidelines®.

Similar trends can be detected in the Draft Federal
Law ‘On Self-Regulating Organizations in the Field of
Financial Markets’* developed by the Bank of Russia

1 Federal Law of 23 July 2013, No 251-FZ ‘On the Introduction
of Alterations to Some Legislative Acts of the Russian Federation
in Connection with the Transfer to the Central Bank of the Russian
Federation of the Authority to Regulate, Control and Supervise Fi-
nancial Markets’ // Sobranie zakonodatel’stva Rossiiskoi Federatsii
[Collection of Legislation of the Russian Federation], 29 July 2013,
No 30 (Part 1), p. 4084.

2 Non-credit financial institutions and credit institutions operat-
ing in the securities market.

3 See item 1, article 2 of the Federal Law of 1 December
2007, No 315-FZ ‘On Self-Regulating Organizations’ // Sobranie
zakonodatel’stva Rossiiskoi Federatsii [Collection of Legislation of
the Russian Federation], 3 December 2007, No 49, p. 6076.

4  See: http://www.nfa.ru/docs/zpsro.pdf.

and submitted to the RF Government for considera-
tion in 2013°.

Similarly to the framework law on self-regulating
organizations adopted in 20075 the CB’s draft law
sets some purely general principles of self-regulation
in financial markets, irrespective of the type of one or
other self-regulating organization.

It should be noted that, initially, the framework law
on self-regulating had been developed exclusively as a
law on self-regulating organizations operating in finan-
cial markets. However, as the framework law’s devel-
opers had failed to coordinate it with the Bank of Rus-
sia and the Federal Financial Markets Service, some
of Russia’s financial markets were excluded from the
sphere of application of that law’.

One of the Draft Law’s key ideas, which actually puts
at risk the freedom of activity of self-regulating organi-
zations, is expressed in its provisions that the function
of setting standards and guidelines for self-regulating
organizations should be subject to increased legisla-
tive regulation, and that the state regulator’s author-
ity with regard to these matters should be expanded
(Articles 9 and 10).

The Draft Law submitted by the Bank of Russia re-
quires that self-regulating organizations operating in
financial markets will have to develop and approve

5 See N. A. Polezhaeva, Pravovoye regulirovanie deiatel’nosty
smoreguliruemykh organizatsii professional’nykh uchastnikov
rynka tsennykh bumag [Legal regulation of the activity of the self-
regulating organizations of professional security market partici-
pants] // Zakon i pravo [Law and Justice], 2013, No 8, pp. 50—52.
6  Federal Law of 1 December 2007, No 315-FZ ‘On Self-Regulat-
ing Organizations’.

7  See V. S. Pleskachevsky’s presentation delivered on 19 March
2013 at the Third All-Russian Forum of Self-Regulating Organiza-
tions ‘Self-Regulation in Russia: The Experience and Prospects of
Development’ held within the framework of the Russian Business
Week 2013 (under the aegis of the Russian Union of Industrialists
and Entrepreneurs).
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mandatory internal standards for self-regulating or-
ganizations, and also to develop, approve and coordi-
nate with the Bank of Russia a set of mandatory basic
standards uniform for all self-regulating organizations
of the same type.

In order to be granted the status of self-regulat-
ing organization, a not-for-profit organization will be
obliged to conform to the basic standards previously
coordinated with the Bank of Russia. Also, such stand-
ards can become mandatory for all corresponding type
financial institutions irrespective of whether or not
they are members of the self-regulating organization.

The Bank of Russia intends to establish the list of
internal and basic standards that a self-regulating or-
ganization will be obliged to develop and approve, and
to determine the volume, the content and the form of
the social relationships to be regulated.

The afore-mentioned standards should conform
to both Russian legislation and the Bank of Russia’s
normative acts, the provisions of which are as yet un-
known.

As a rule, existing financial legislation® is silent on
the issue of the state regulator’s participation the pro-
cess of developing and setting the afore-mentioned
standards and guidelines, thus leaving these processes
to the discretion of the organizations themselves.

It should be said that those participants in self-regu-
lation that take part in the development of at least
some of the standards and guidelines follow them
more willingly than the standards and guidelines im-
posed on them from above.

Thus, for example, the model of self-regulation that
operated in the US securities market prior to 2007 was
characterized by the co-existence of two major self-
regulating organizations: the New York Stock Exchange

1 Federal Law of 22 April 1996, No 39-FZ ‘On the Securities Mar-
ket’ // Sobranie zakonodatel’stva Rossiiskoi Federatsii [Collection
of Legislation of the Russian Federation], No 17, 22 April 1996, p.
1918; Federal Law of 29 November 2001 ‘On Investment Funds’
// Sobranie zakonodatel’stva Rossiiskoi Federatsii [Collection of
Legislation of the Russian Federation], 3 December 2001, No 49,
p. 4562; Federal Law of 7 May 1988, No 75-FZ ‘On Non-Govern-
mental Pension Funds’ // Sobranie zakonodatel’stva Rossiiskoi Fed-
eratsii [Collection of Legislation of the Russian Federation], No 19,
11 May 1998, p. 2071; RF Law of 27 November 1992, No 4015-1
‘On the Organization of Insurance Affairs in the Russian Federation’
// Rossiiskaia Gazeta [The Russian Gazette], No 6, 12 January 1993;
Federal Law of 30 December 2004, No 215-FZ ‘On Housing Savings
Cooperatives’ // Sobranie zakonodatel’stva Rossiiskoi Federatsii
[Collection of Legislation of the Russian Federation], 3 January
2005, No 1 (Part 1), p. 41; Federal Law of 18 July 2009, No 190-
FZ ‘On Credit Cooperation’ // Sobranie zakonodatel’stva Rossiiskoi
Federatsii [Collection of Legislation of the Russian Federation],
20 July 2009, No 29, p. 3627; Federal Law of 2 July 2010, No 151-
FZ ‘On Micro-Financial Activity and Micro-Financial Institutions’ //
Sobranie zakonodatel’stva Rossiiskoi Federatsii [Collection of Legis-
lation of the Russian Federation], 5 July 2010, No 27, p. 3435.

(NYSE) and the National Association of Securities Deal-
ers, Inc. (NASD).

The NYSE was established at market participants’
own initiative. They also set standards and guidelines
for their own activities. As NYSE members cared about
the reputation of their organization, their services
were in greater demand among securities owners and
other clients than those provided by the NASD.

By contrast, the NASD was created with the active
participation of the State (the Maloney Act of 1938),
and its members did not take part in the development
of standards and guidelines. Standards and rules, usu-
ally referring to the normative acts of the state regula-
tor, were mutually agreed upon by the management of
the self-regulating organization and the state regula-
tor. Thus, the NASD was deprived of one of the most
important advantages of self-regulation — participa-
tion in the development of standards and guidelines,
so helpful in getting to a higher level of observance
with those standards and guidelines.

If the above provisions of the Bank of Russia’s Draft
Law should indeed come into force, safe-regulating or-
ganizations may easily find themselves in a situation
similar to that of the NASD, which then will further be
aggravated by the fact that the state regulator will ap-
parently have the right to decide whether or not the
candidacy of a person nominated to head one or other
self-regulating organization should be accepted (this is
discussed in more detail later in our overview).

The second idea of the Bank of Russia’s Draft Law
that can harm the interests of self-regulating organiza-
tions operating in financial markets and, correspond-
ingly, the interests of their members, is the idea that
the supervisory function of those organizations should
be curbed.

Apart from the two afore-mentioned components
of self-regulation (the function of setting of standards
and guidelines for self-regulating organizations and the
function of supervision over the observance thereof?),
the Bank of Russia has established a third component
— supervision over the observance of the federal laws
which regulate financial market activities, normative
legal acts of the Russian Federation, and normative le-
gal acts issued by the Bank of Russia (Articles 6 and 7).

It should be noted that, at present, the constituent
documents of some self-regulating organizations spec-
ify that one of their powers is to supervise the activity
of their members?.

2 In the draft federal law submitted by the Bank of Russia, this
component is referred to as monitoring the observance of stand-
ards, guidelines and the Federal Law ‘On Self-Regulating Organiza-
tions in the Field of Financial Markets’.

3 See, for example, sub-item ‘e’ of item 2.1 of the Charter of the
National Association of Stock Market Participants and paragraph 4,
item 2.2 of the Charter of Registars, Transfer Agents and Depositories.
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However, while proposing to legislatively establish
this additional component of self-regulation, the Bank
of Russia at the same time stipulates that a self-regu-
lating organization should have the right to supervise
the activity of its members only if the correspond-
ing powers have been delegated to it by the Bank of
Russia. The procedure for delegating the afore-said
powers, as well as the reasons and the procedure for
their cancellation, is to be established by the Bank of
Russia on an individual basis for each of the types of
self-regulating organizations (the powers delegated to
same-type organizations should be absolutely equal).
The fact of the supervisory powers being delegated to
self-regulating organizations should not imply that the
Bank of Russia itself has lost such powers.

In the event when the Bank of Russia has delegated
to a self-regulating organization the powers to receive
accounting and other reports from its members; to
conduct personnel certification with regard to its CE-
Os, members and personnel; and to participate — via
its representatives — in the supervision of the activity
of its members, carried out by the Bank of Russia and
state authorities, these functions should also be per-
formed by the afore-said self-regulating organization.

Thus the Bank of Russia intends to create a new sys-
tem for regulating the activity of self-regulating organi-
zations in the field of financial markets, the upshot of
which will be a significantly increased role of the state
regulator. According to the Draft Law, the state regula-
tor will then be free to unilaterally determine the scope
of its own participation in the regulatory process. The
unfettered discretion given to the state regulator may
significantly undermine the interests of self-regulating
organizations and their members, because the Draft
Law lacks any formal guarantee that the Bank of Russia
should permit such organizations to adequately partic-
ipate in the process of setting standards and guidelines
or in monitoring compliance therewith.

Unlike the existing model of self-regulation in the
field of financial markets, which implies that self-regu-
lating organizations should be voluntary associations,
the Draft Law submitted by the Bank of Russia stipu-
lates that membership in such organizations should be
mandatory (Article 11).

At the same time, the Draft Law does not eliminate
the licensing of activity, although the licensing of activ-
ity makes sense only when membership in a self-regu-
lating organization is voluntary.

According to Article 4 of the Draft Law, the following
types of self-regulating organizations can be created
in the field of financial markets: (1) SROs of brokers;
(2) SROs of dealers; (3) SROs of managers; (4) SROs of
depositories; (5) SROs of registars; (6) SROs of joint-
stock investment funds, mutual funds, investment

funds’ asset managers and non-governmental pension
funds; (7) SROs of specialized depositories; (8) SROs of
non-governmental pension funds; (9) SROs of the fol-
lowing insurance subjects: insurance organizations, in-
surance brokers, mutual insurance societies; (10) SROs
of micro-financial organizations; (11) SROs of credit co-
operatives; (12) SROs of housing savings cooperatives;
(13) SROs of credit history bureaus®.

At present, mandatory membership is established
only for credit cooperatives, with the exception of
second-level cooperatives?.

Maybe, the Bank of Russia’s proposal to the ef-
fect that membership in self-regulating organizations
operating in the field of financial markets should be
made mandatory was motivated by the Bank’s desire
to safeguard the interests of securities owners and
other clients of financial institutions, because this
measure is designed to make it possible to establish
additional control over the activity of such organiza-
tions. However, past experience indicates that some-
times such mandatory double control (licensing and
self-regulation), if introduced in conjunction with the
extended powers of the state regulator, may not nec-
essarily be in the best interests of financial institution
clients.

It goes without saying that financial institution cli-
ents are interested not only in the security of their in-
terests, but also — and primarily — in obtaining some
profit. The simultaneous presence of several voluntary
self-regulating organizations promotes competition
and is conductive to establishing better standards and
guidelines, intended to be more attractive to potential
clients. In such a situation, potential clients are able
to pick and choose among the differing financial in-
stitutions — members of one or other self-regulating
organization.

The Draft Law also stipulates that, in order to get
registered, a self-regulating organization uniting finan-
cial institutions of the same type should comprise at
least 30% of the total number of financial institutions
engaged in that type of activity, not counting its associ-
ated members?.

1 Federal Law of 30 December 2004, No 218-FZ ‘On Credit His-
tories’ (see Sobranie zakonodatel’stva Rossiiskoi Federatsii [Collec-
tion of Legislation of the Russian Federation], 3 January 2005, No 1
(Part 1), p. 44) does not envisage the establishment of self-regulat-
ing organizations of credit history bureaus. However, this does not
imply that such organizations may not be established in accordance
with the 2007 framework Law ‘On Self-Regulating Organizations.

2 Item 1 of Article 35 of Federal Law of 18 July 2009, No 190-
FZ ‘On Credit Cooperation’ // Sobranie zakonodatel’stva Rossiiskoi
Federatsii [Collection of Legislation of the Russian Federation],
20 July 2009, No 29, p. 3627.

3 On associated membership, see Article 15 of the Bank of Rus-
sia’s Draft Law.
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According to the Draft Law, a financial institution
should be endowed with the right to be a member of
only one self-regulating organization of one or other
specific type. If a financial institution is engaged in
different types of activity, it should have the right to
become a member of several self-regulating organiza-
tions of different types, or of a self-regulating organi-
zation comprising several self-regulating organizations
of different types. In the latter case, a self-regulating
organization can be established, provided that it will
comprise no less than 30% of the total number of fi-
nancial institutions engaged in each type of activity.

Therefore, this provision of the Draft Law effectively
means that the number of same-type self-regulating
organization should be limited to three.

At present, the existing framework rule stipulates
that, in order to be granted the status of self-regulating
organization, a not-for-profit organization should com-
prise no less than one hundred subjects of specific pro-
fessional activity (or no less than twenty-five subjects
of entrepreneurial activity), unless otherwise provided
by federal legislation®. The laws regulating the activity
of those self-regulating organizations in the field of
financial markets, to which the 2007 framework Law
on Self-Regulating Organizations does not apply (SROs
of pension funds and the organizations contracted
by them to manage pension accounts; SROs of asset
managers; SROs of housing savings cooperatives), do
not specify the minimum required number of mem-
bers for a self-regulating organization to be registered.
The only exception is represented by self-regulating
organizations of professional securities market partici-
pants (the minimum required number of members is
ten). Thus, at present the number of same-type self-
regulating organizations is not limited by law.

Also, the Bank of Russia intends to introduce a
procedure whereby it will have the right to decide
whether or not the head of a self-regulating organiza-
tion meets the established professional qualification
requirements. Furthermore, the Daft Law stipulates
that the Bank of Russia should have the right to decide
whether or not the candidacy of a person nominated

1  Sub-item 1, Item 3 of Article 3 of Federal Law of 1 December
2007, No 315-FZ ‘On Self-Regulating Organizations’.

to become head one or other self-regulating organiza-
tion should be accepted (Article 29).

At present, the issue of appointing and dismissing
the head of a self-regulating organization belongs to
the competence of the corresponding body of that or-
ganization.

The Draft Law establishes that the heads of self-
regulating organizations (or other persons represent-
ing their interests) and the council of self-regulating
organizations (in the person of its chairperson), which
they have the right to create, selecting it from the
ranks of their CEOs, should be entitled to represent,
on a consultative basis, the interests of the said self-
regulating organizations to the Bank of Russia.

However, according to the Draft Law, all the rights
and duties of the afore-said representatives to the
Bank of Russia, including issues pertaining to the
subject of activity of the self-regulating organizations
whose interests they represent, should be determined
by the Bank of Russia (Article 35).

Representation of its members interests vis-a-vis
the RF federal authorities, bodies of state authority of
Russian Federation subjects and local self-government
bodies is one of the main functions of any self-regulat-
ing organization. Therefore, the state regulator’s par-
ticipation in appointing representatives of the interests
of the organizations supervised by the said regulator,
in this case the heads of self-regulating organizations,
may turn out to be harmful to the interests of such
organizations.

As far as the current situation of self-regulating en-
terprises is concerned, the following observations may
be offered. One can say that, so far, the appointment
of a new state regulator has had no effect on the pro-
cedure for regulating the activity of self-regulating or-
ganizations in the field of financial markets. Financial
market participants continue to enjoy significant inde-
pendence in regulating their own activity.

However, if the Bank of Russia’s Draft Law ‘On Self-
Regulating Organizations in the Field of Financial Mar-
kets’ is enacted into law, the influence of the state
regulator and the load on financial market participants
(financial institutions) will sharply increase. Moreover,
it is not impossible that the very essence of self-regu-
lating organizations will disappear into thin air, in spite
of the preservation of their formal status.



MAIN TRENDS IN THE RUSSIAN EXPORT OF DIRECT INVESTMENT

MAIN TRENDS IN THE RUSSIAN EXPORT OF DIRECT INVESTMENT

A.Pakhomov

Despite uncertainty in the global economy and domestic problems of the Russian economy, the export of direct in-
vestments from Russia keeps growing. Generally, a large-scale withdrawal of the enterprise capital from the coun-
try has a contradictory — both positive and negative — effect on national reproduction processes and is ambiguously
assessed by Russian scientific and research community so it requires an in-depth analysis.

In the beginning of the last decade, in Russia explo-
sive growth in export of direct investments was regis-
tered, while at present large-scale business activities by
public and private companies have become typical of
the Russian economy. At the current stage of globaliza-
tion, efficient development of the national economy is
impossible without a real export of the enterprise capi-
tal which ensures an optimal way of securing resources
which are in short supply, production factors, as well
as materialization of potential advantages of domestic
companies and the economy as a whole. Implementa-
tion of the above conditions creates prerequisites for
raising a competitiveness edge on the corporate, sec-
torial and national levels.

Though a large-scale and sustained withdrawal of
the enterprise capital from the country started only in
the mid of the last decade (that is, less than 10 years
ago) (Table 1), as regards the total volume of the ex-
port of direct foreign investments (DFI) in 2012 the
Russian Federation was rated the 8" in the world (in
accordance with the updated data of the UNCTAD),
while its unit weight in the global flow of direct invest-
ments amounted to 3.7% as compared to the 27" posi-
tion and the share of 0.3% in 2000%.

As a result, after the 2008-2009 crisis, Russia has
consolidated its position among the world’s ten largest
producers of direct foreign investments (DFI), while
from 2009 it has become a net exporter of the enter-
prise capital. In the three quarters of 2013, the record-
high export of direct foreign investments ($89bn) was
registered though the above index is a general one

1 Calculated by the author on the basis of the data of the World
Investment Report 2013. Global Value Chains: Investment and
Trade for Development, UNCTAD, Geneva, 2013, p. 218-220.

which includes, in particular, a diversified deal on pur-
chase by Rosneft of the TNK-BP’s assets?.

Generally, the extent of Russia’s involvement in the
trans-border capital movement in the post-crisis pe-
riod is well ahead of other indices of the country’s po-
sitioning in the international exchange (the export of
goods, services and technologies). The above situation
points to strengthening of the investment component
of Russia’s participation in globalization processes.
(Table 2).

It is to be noted that business activities by Russian
companies abroad have an ambiguous effect on the
country’s economic growth. For that reason, an in-
depth analysis of the causal effect of the export of di-
rect investments and such Russian business’s activities
abroad as are related to DFI, as well as their effect on
reproduction processes in individual industries and
sectors of the Russian economy is required.

The activities of the Russian business abroad have
the specifics of their own (reasons for export of DFI,
methods and spheres of application of the capital
abroad and the specifics of relations with state) and
differ from incentive motives of trans-border deals
and projects carried out by companies from developed
countries and states with a dynamically developing
economy.

It is to be noted that one should take into account that
there are virtually no “attractive” opportunities for mak-
ing investments in Russia; among exporters of DFl energy
and primary sector companies which determine the main
lines and areas of investments by Russian multinational
corporations on the global level prevail and decisions on

2 The operating data of the Central Bank of the Russian Federation.

Table 1

DYNAMICS OF DIRECT INVESTMENTS FROM RUSSIA AND THE ACCUMULATED INVESTMENTS ABROAD
IN THE 1992-2012 PERIOD (BILLION USD)

1992 1995 2000
Export of DFI 1,566 0,606 3,177
Accumulated DFI road 2,301 3,346 20,141

2005 2008 2009 2010 2011 2012
12,767 55,540 43,632 51,697 67,283 51,058
146,679 370,129 302,542 366,301 362,101 387,217

Source: the data of the Central bank of Russia and the UNCTADstat for the respective year.
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THE POSITION OF THE RUSSIAN FEDERATION IN THE INTERNATIONAL EXCHANGE OF GOODS,
SERVICES AND DFI FLOW IN THE 2000-2012 PERIOD

GDP volume 17/08 12/21 10/13 8/28 12/21 11/24 10/28 9/28

Import of goods 29/0.7 19/12 16/16 16/18 17/15 18/16 17/18 16/1.8

Import of services 22/12 17/16 16/19 16/22 16/19 16/2.0 15/2.3 14/23

DFl accumulated abroad 28/03 15/11 13/19 15/13 15/13 13/18 14/1.7 17/18

DFl accumulated in the country 27/04 17/16 10/2.7 18/1.4 18/14 15/25 15/22 16/2.2

Table 2

Note. The first figure means the place in the international rating, while the second one, the world share (%) as regards the concrete index.
Source: the author’s calculations on the basis of the data of the IMF, the WTO and the UNCTAD for the respective year.

expansion abroad made by owners of large Russian com-  vestments from Russia and multi-field activities of Rus-

panies are of a subjective nature (Table 3)*. sian business abroad are being formed:

The large-scale and sustained export of direct in- e Strengthening of the role of state corporations
vestments is a relative advantage of Russia on the and companies (Gasprom, Rosneft, RusHydro,
world market. The effect of that factor is to be taken Gasprom Neft, Rosatom, RZhD and other) in
into account in development of a state policy strategy purchasing of assets and implementation of
and transformed into the country’s new competitive new projects abroad;
advantage on foreign markets. e Reorganization of assets and modification of

At the current stage, under the effect of the rapidly the corporate strategy of large private multina-
changing situation on global commodity and financial tional corporations (Severstal, Lukoil, Evraz and
markets, as well as the economic situation in Russia other);
the following new trends both in export of direct in- e Stepping up of activities by state-owned banks

- _ in different segments of financial markets of the
1  For more detalls.see. A.A. Pakhomov. The Expo.rt of Direct In- CIS (the VTB and the Bank for Foreign Economic
vestments from Russia: Essays on Theory and Practice — Moscow. X
The Gaidar Institute, Delo, 2012. p. 368 Aﬁa'rs) and far abroad (Sberbank);

Table 3
REPRESENTATION OF RUSSIAN COMPANIES IN THE 100 TOP LIST OF NON-FINANCIAL MULTINATIONAL
CORPORATIONS FROM DEVELOPING ECONOMIES AS REGARDS THE VOLUME OF FOREIGN ASSETS IN 2011

Vympelcom Telecommunications 29829 11280 34 479

Gasprom Oil and gas 15789 91434 25900

Severstal Metallurgy 7638 1630 11 557

AFK Sistema Telecommunications 95 5223 2512 19 663

* TNl is the index of trans-nationality calculated as the average of the following three indices: the ratio of the cost of foreign assets to
the total assets, the ratio of foreign sales to the aggregate sales and the ratio of the number of workers employed at branches abroad to
the total number of the corporation’s employees. The TNI index points to the extent of importance of the company’s foreign operations
and that of operations by foreign branches on foreign markets to a multinational corporation. The higher the index, the higher importance
of activities of foreign branches to the company.

Source: UNCTAD World investment Report 2013. Geneva, Country Fact Sheet: Russian Federation, Presence in the top-100 non-
financial TNCs from developing countries, ranked by foreign assets, 2011, p. 2.
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e Diversification of activities of the “second
echelon” of Russian multinational companies
(Summa Group, Inter RAO, Tatneft and other),
private investment funds, individuals, as well
as mid-sized companies and companies beyond
the primary sector;

e Utilization of mixed forms of investment (asset
swap, nonmonetary deals, strategic partnership
and other);

e Growth in the number of purchases in energy
and mining industries and the innovation sector
and sales of foreign assets in metallurgy;

e Growth in the role of prestigious jurisdictions in
DFI movement abroad.

It would seem that strengthening of positions of
Russian investors on the global level will be deter-
mined by sectorial and geographic diversification of
their activities beyond the limits of traditional areas
which are less dependent on the effect of external
pricing factors and entry by the “second echelon” of
Russian corporations, primarily, non-primary sector
companies and financial sector companies, as well as
innovation companies which represent mid-sized busi-
ness to the global DFI market.

It is to be noted that investment expansion of the
Russian business abroad will have a growing effect on
the economic development of Russia and its foreign
economic relations. The scale of the accumulated Rus-
sian investments (industrial and financial resources)
abroad have reached the extent when those invest-
ments are transformed into a foreign segment of the
Russian economy (about $400bn) where the factors of
forward effect on the sphere of national reproduction
and formation of a new model of Russia’s participation
in the globalizing economy are created.

The above trends point to strengthening of the in-
vestment aspect of Russia’s deeper integration into
the global economy. Due to the above, it is important

to ensure coordination of the Russian investment pol-
icy on the international and national levels, as well as
its inter- subordination to the internal development
strategy and the policy pursued in other areas (foreign
economic, social and innovation spheres).

With a consistent government policy pursued, the
export of direct investments may become an impor-
tant component in implementation of Russia’s for-
eign economic strategy and a new factor of develop-
ment of investment processes in the country. It is to
be noted that the following key issues as raising of ef-
ficiency of management of foreign assets on the cor-
porate level in a situation of growing global competi-
tion and strengthening of the feedback of the above
foreign segment with the domestic economy are to
be solved.

In the past few years, the research community is in
search of a new economic growth model as the exist-
ing model aimed, in particular, at development of the
primary sector’s export has virtually exhausted its po-
tential. Due to worsening of the situation in the econ-
omy, it is the issue of how to ensure a 4% growth that
is on the top of the agenda, rather than the prospect of
achievement of annual growth of 5-6%.

A particular attention is to be paid to the foreign
economic component of economic development
which accounted for 2.0%-2.5% of GDP growth in the
pre-crisis period against less than 1% at present. Due
to the above, it appears that the export of direct in-
vestments from the country may become an impor-
tant factor behind implementation of the foreign eco-
nomic policy of the Russian Federation and give a new
impetus to the domestic economy.

1  See, for example, the Forecast of the Long-Term Social and
Economic Development of the Russian Federation till 2030 (the
Ministry of Economic Development of the Russian Federation) ap-
proved on March 25, 2013.
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THE SPECIAL OF STRUCTURAL REFORMS IN RUSSIAN SCIENCE

|.Dezhina

In Summer—Autumn, the period of structural reforms in Russian science began, that is, establishment of a new
Federal Agency of Research Institutions, reforming of the system of three state academies and development of a
new Russian Research Fund. The lines of the reforms are not brought in harmony with one another and a num-
ber of serious aspects which have a long-term effect on the state of science was not elaborated. Approaches to
structural reforms point to a deep crisis in state management of science.

Late in June 2013, the process of reforming of the
country’s research complex began; the above com-
plex was probably the most substantial one since
the beginning of the 1990s when after the collapse
of the USSR new institutes in the sphere of science
were established. In July-October, several large-scale
developments took place: a merger of three state
academies — the Russian Academy of Sciences (RAS),
the Russian Academy of Medical Sciences (RAMS)
and the Russian Academy of Agricultural Sciences
(RAAS)' — with simultaneous deprival of their con-
trol over research institutes which were subordinate
them, establishment of a new Federal Agency of Re-
search Institutions and development of the criteria
and mechanism of evaluation of academic institutes.
The project to establish the Russian Research Fund
was made public. At the same time, the work on ap-
praisal of performance of national research universi-
ties (NRU) — the cycle of budget funding of a portion
of the above NRU was completed in 2013 — was car-
ried out. The above developments should be ana-
lyzed together, though no connection between them
is explicit at the first glance.

Draft law No. 305828-6 on The Russian Academy
of Sciences, Reorganization of State Academies of Sci-
ences and Amendment of Individual Statutory Acts of
the Russian Federation emerged unexpectedly even to
the administration of the Academy, so, it was received
negatively by a larger part of the research community.
Indignation was caused not only by the content of the
draft law, but also the method which was selected for
carrying out of the reform. In violation of the existing
legislation in accordance with which public hearings
are to be conducted, the draft law was introduced
directly to the State Duma. The profile ministry — the
Ministry of Education and Science of the Russian Fed-
eration (MES) — declared that it was not the architect
of that draft law and the mystery about the authorship

1  RAS —the Russian Academy of Sciences, RAMS — the Russian
Academy of Medical Sciences and RAAS — the Russian Academy of
Medical Sciences.

still prevails which very fact is noteworthy. After two
readings of the draft law, the administration of the RAS
suggested that five principal amendments should be
introduced:

1) Reorganize the RAS by means of a merger with
the RAMS and the RAAS, rather than liquidate it.

2) Formulate the main goal of the RAS as carrying
out of fundamental and applied research.

3) divide the authorities between the RAS and the
Agency (later called the Federal Agency of Research In-
stitutions (FARI)) so that the FARI was entrusted with
the single function, that is, management of the RAS
property.

4) return the status of a legal entity to RAS regional
branches.

5) preserve a two-step system of ranks (a corre-
sponding member and an academician) and reserve
with the RAS the right to decide how and when to
elect its new members.

The list of amendments explicitly reflects the extent
of the government’s intensions. It is to be noted that
the draft law was negligently prepared and included
discrepancies even after two readings in the State Du-
ma.

On the basis of three readings, the RAS succeeded
in defending most amendments, including those as
regards reorganization by means of a merger of three
academies, preservation of the function of the RAS to
carry out fundamental and applied research, as well as
coordination of research at higher educational estab-
lishments (HEE), reestablishment of regional branches
as independent legal entities and preservation with
the Academy of the status of the main administrator
of budget funds on research, including maintenance
of activities of regional branches. Finally, the rank of
a corresponding member of the RAS was preserved.
However, the RAS was deprived of its authorities to act
as the owner of federal property which was vested in
research institutions under its jurisdiction. As a result,
the situation of research institutions has become the
most uncertain one.
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The law was approved on September 27 and on the
same day the Decree of the President of the Russian
Federation on the Federal Agency of Research Insti-
tutions? was issued. Only after the Decree had been
issued the work on development of guidelines for ac-
tivities of the FARI and its authorities began. Actually,
a new ministry of science emerged and it was assigned
research institutions which were under jurisdiction of
state academies. As the above developments will in-
evitably result in changes in the existing portion of the
research complex which has been the most efficient
one up till now (as regards the number of publications
and their quoting), the Commission on Non-Govern-
ment Supervision over the Reform of the Academy of
Sciences was established (on October 8). The situation
prompted consolidation of the civil society movement
in science: ten non governmental entities of science
and education joined the above Commission®. Such a
consolidation can be regarded as a positive indirect ef-
fect of the poorly devised reform of the academic sec-
tor of science.

The Commission which existed only for a week fo-
cused on introduction of amendments into the stat-
utes on the FARI as in the document which was devel-
oped in the government the role of the Agency was
changed from a soft regulator to a tough centralized
manager. In particular, in the first version the function
of a coordinator of activities of research institutions,
expertise and scientific methods was reserved with
the RAS, but later it was deprived of that function®.

Debates on the draft law were to last till October 26,
however, on October 16 the draft law was submitted
to the government®. The fate of amendments which
were still in the process of development remained un-
clear.

The draft statutes of October 18 on the FARI — the
latest version available for the public analysis — sug-
gests that all the key issues related to financing, prop-
erty of the research institutions, the social sphere and
purchase of the equipment and chemical agents are
the prerogative of the Agency. In the text, the RAS was

1 Ne253, 27.09.2013 http://graph.document.kremlin.ru/page.
aspx?1;3586986

2 Ne735 27.09.2013 http://graph.document.kremlin.ru/page.
aspx?1;3587023

3 Scientist established a Commission on Non-Government Su-
pervision over the Reform of the Academy of Sciences. http://
www.polit.ru/news/2013/10/08/public_control_in_science/ Oc-
tober 8, 2013.

4 S.Samokhina, N.Gorodetskaya, A.Chernykh and Kh. Aminov.
The Complex Situation // Kommersant No.184, October 9, 2013
http://www.kommersant.ru/doc/2315297

5 PKotlyar. Nothing Will be Left Either to the Academy or Sci-
entists. The Statutes on the New Agency will be Submitted
to the Government without Debates. http://www.gazeta.ru/
science/2013/10/15_a_5709173.shtml 15.10.2013.

referred to only twice. The first mention of the RAS
was as follows: The proposals of the RAS are expected
to be taken into account only in approving by research
institutions of state assignments on fulfillment of fun-
damental and applied research. The second mention
of the RAS: The RAS participates in formation of the
scientific and coordination council by nominating can-
didatures of their representatives. It is to be noted that
the role of the Council is not that great. A limited range
of issues is expected to handled with approval of the
council; such issues include assessment of research
institutions, as well as a proposal on establishment,
reorganization and liquidation of research institutions
which are under the jurisdiction of the FARI.

The work on development of the draft statutes on
evaluation of efficiency of research institutions was
less in the highlight®, though, logically, such an evalu-
ation should be the basis of audit of academic institu-
tions which are assigned to the jurisdiction of the FARI.

As seen from the text of the draft law, evaluation
will be of an extradepartmental nature and it is carried
out on the basis of comparison of reference groups of
institutes.

The extradepartmental nature of evaluation is ex-
pected to be ensured by means of establishment of
the Interdepartmental Commission on Evaluation of
Efficiency of Research Institutions. The above Commis-
sion is entrusted with handling quite a lot of issues,
including determination of the minimum values of the
indices which situation is very important and prede-
termines to a great extent the outputs of evaluation.
However, in the text the guidelines for formation of
such a commission and personnel selection criteria are
not specified.

Another aspect is reference groups and general
evaluation principles. The latter can be understood
only after reading an explanatory note to the draft
law — according to the above explanatory note the ex-
pert community may be engaged in that work, but pro-
ceeding from the context there will be exceptionally
quantitative evaluation on the basis of a set of 25—-30
indices. In this connection, it remains unclear if the
qualitative and quantitative evaluations correlate? If
the qualitative evaluation is envisaged, it remains un-
clear which one: at the stage of making up of reference
groups or somewhere else? It is to be noted that for-
mation of reference groups requires a thorough expert
approach as it is rather complicated to compare the ar-
eas of expertise with taking into account the specifics
of the work and, in case of need, “sources and mecha-

6 The draft resolution of the Government of the Russian Fede-
ration on Amendment of Resolution No. 312 of April 8, 2009 on
Evaluation of the Efficiency of Activities of Research Institutions
Engaged in R&D.
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nisms of funding, as well as the form of incorporation
of research institutions. So, the criteria of selection of
experts need to be specified, as well, there is no men-
tion of the word “expert” and its derivatives in the text
of the draft resolution.

Itis unclear how the evaluation of the RAS institutes
will be related — if related — with the government’s in-
tensions to develop academic research, including by
way of support of NRUs and allocation of substantial
funding to 15 higher educational establishments of
which at least five universities are to be included in
the world’s 100 top universities by 2020. For a NRU,
a closer cooperation up to a take-over of academic
research groups could be advantageous. Assessment
of the performance of NRU in 2013 showed that they
lag behind as regards scientific and technological ac-
tivities: publication activities and, particularly, quoting
and patenting®.

Finally, another related line of reforms is the pro-
ject of establishment of the Russian Research Fund
which may dramatically change the composition of
institutes of support of academic research. Draft Law
N0.308179-6 on the Russian Research Fund was ap-
proved in the second reading on September 18, 2013.
The need of expansion of grant financing of science
was discussed for quite a long time as well as the need
to have a variety of funds. However, judging by the
position of the new fund among other institutes and
instruments it seems it will sooner be a substitution of
the existing organizations, rather than a complemen-
tary one.

The range of the Fund’s authority is defined rather
broadly: it will deal with all those issues which are cur-
rently handled by research funds (the Russian Fund
of Fundamental Studies and the Russian Humanitar-
ian Research Fund): also a number of projects funded
within the frameworks of federal purpose programs
(for example, measures aimed at support of research

1 TKondrakova. With Other Non-Equal. NRU were Estimated
Without Discount as Regards the Difference in Potentials // Poisk,
No.41, October 11, 2013, p.6.

and educational centers, groups led by representatives
of diasporas and mega-grants) may be assigned to the
Fund. The Fund will allocate grants in the amount of Rb
5m — Rb 29m on research on the competitive basis to
support projects for the term of 3—7 years. The range
of the types of the projects is a broad one: from devel-
opment of the mega-science policy to strengthening
of the personnel potential of research and educational
institutions. It is unclear whether the authorities be-
tween the existing entities and the new fund are going
to be divided or a partial overlap is envisaged.

In addition to the above, the Fund may engage in
entrepreneurial activities and found economic enti-
ties, that is, to be a surprising hybrid of anything pos-
sible; the above specifics is not normally utilized in
other funds which are not incorporated as a “fund”,
though such a possibility for research funds has been
discussed since 2001. Probably, emergence of a new
fund is related among other things to reforming of the
academic sector, but the principles of networking be-
tween the RAS, the Federal Agency of Research Institu-
tions, the MON and the Fund are not specified.

* % %

In the mid-term prospect, the possible consequenc-
es of the reform of the academic sector of science can
be assessed as negative. Reduction of the number of
institutes will be accompanied by a partial loss of the
personnel (due to, among other things, an outflow to
abroad). Consequently, efficiency of research in the
country will decrease at least for some time (years).
If the property is administered without taking into
account the specifics and the value of the research,
damage may be caused to collections, museums and
archives.

The decision-making methods in restructuring
of the research complex, lack of harmony between
measures which are developed concurrently and have
an effect on science and the low level of development
of the above measures point to a deep crisis of state
regulation of science.
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PARALLEL REALITY OF STATE DEFENCE ORDER

V.Zatsepin

The State Defense Order 2012 was implemented nearly 80%. Being limited in labor force, Russia’s defense plants
are facing problems related to drastically increased the State Defense Order 2013. President Putin’s requirements
to create a transparent military economy, establish order in terms of administration in the military-industrial
complex and its pricing have encountered serious difficulties.

A final conclusion of the Accounts Chamber of the
Russian Federation on a draft Federal Law “On the
Implementation of the Federal Budget for 2012” was
posted on the State Duma’s official website on Sep-
tember 17, 2013. The conclusion shed light on certain
considerations related to the implementation of the
State Defense Order (SDO) in 2012

The fact of further cut offs in the SDO 2012 adopted
in the Russian Government’s Executive Order dd. Oc-
tober 22, 2012 No. 1076-21 and December 22, 2012
No. 1385-31 “with regard to the procurement of
weaponry, military and special equipment (WMSE),
including the 10 tasks which are considered as top-
priority”? was finally confirmed. The Accounts Cham-
ber of the Russian Federation pointed out that “prod-
ucts for the procurement and repair of WMSE were
short-delivered under 121 concluded public contracts,
including 65 contracts on the procurement of WMSE,
56 contracts on the repair of WMSE”. Eighteen of the
defense-related R&Ds failed to be completed in due
time in the previous year, of which 35 were fully paid
and 26 implemented over a period of 20 years and be-
yond. Yet, as is known, it didn’t stop those in charge to
report the 99% implementation of the SDO at the very
beginning of 20133,

The Accounts Chamber’s data confirms the state-
ment made in June 2013 by Head of the Military Rep-

1 3aknwouyeHuneCyeTHoMNanaTbliPoccuickon PepepaunmnHaoTyeT
06 ncnonHeHun deaepanbHoro brogykerta 3a 2012 r. (yTBep>KaeHo
Konnerveit CyeTHoM nanatbl Poccuiickol deaepaumm, NpoTOKON
ot 30 asrycra 2013 r. Ne 35K (926). Ne 3CM-19/15-10. M., 2013.
491 c. [The Accounts Chamber of the Russian Federation Report on
the implementation of the Federal Budget for 2012. (Approved by
the Board of the Accounts Chamber of the Russian Federation, Pro-
tocol dated August 30, 2013, No. 35K (926). No. ZSP-19/15-10. M.,
2013. P.491]URL: http://asozd2.duma.gov.ru/main.nsf/(ViewDoc)?
OpenAgent&work/dz.nsf/ByID&597281A07886E03D43257BDA00
4C1BB8 (access date: 28.10.2013).

2 Ibid. C. 215.

3 OMutpuii POrosmH pan MHTEpBbIO TesneKaHany «Bectu»
No WTOram Ce/IeKTOPHOro CoBellaHna o rocobopoH3aKkase.
CreHorpamma. M., 21 aHBapa 2013. [Dmitri Rogozin gave interview
to Vesti TV channel on the results of a telephone conference on the
State Defense Order. Shorthand report. M., January 21, 2013]URL:
http://government.ru/vice_news/296 (access date: 28.10.2013).

resentative Office under the Ministry of Defense of
the Russian Federation O. Stepanov that the Russian
defense industry short-delivered “nearly 20% of mili-
tary (defense) products” to the Russia’s Armed Forces
in 2012%. It is particularly remarkable that a relative
value of the last-year short-delivery under the SDO
corresponded well with a 19.6% nominal growth in the
federal budget expenditures under the ‘National De-
fense’ line in 2012. Judging by this, our defense indus-
try can’t be equal to the Government’s task of reach-
ing the 15% annual growth in the output of military
(defense) products®, and drastic increase in the SDO
financing provided for by the ongoing State Armament
Program for 2011-2020 (SAP) set apparently impossi-
ble tasks for the industrial sector and discouraged it to
enhance its effectiveness.

The developing situation has been soberly evalu-
ated by the Military-Industrial Commission under the
Government of the Russian Federation and at the
Ministry of Defense of the Russian Federation. For in-
stance, Military-Industrial Commission Deputy Chair-
man O. Bochkarev stated in August 2013 that certain
enterprises’ order volume almost doubled and growth
rates stood at 25—40% in general at enterprises of the
military-industrial complex (MIC), and that “it is a hard-
ship for our colleagues in the industry to achieve such
values”®. In addition, Deputy Minister of Defense for
Armament Y. Borisov confirmed during his visit to the
Primorye Territory in October 2013 that “many-fold
increase in the volume of works on the side of Minis-

4 «OB6opoHKa» HeaonocTaBuia BoOpy)KeHHbIM cuiam B
2012 r. 20% npoaykumu // INTERFAX.RU. 2013. 25 wuioHs. [ // IN-
TERFAX.RU. June 25, 2013 ] URL: http://www.interfax.ru/print.
asp?sec=1448&id=314761 (access date: 28.10.2013).

5 Pabouas BcTpeya ¢ 3amectutenem [peacenatens
Mpasutenbcta Amutpmem Rogozinbim. HoBo-Orapeso, 21 mapTa
2013. [A working meeting with Deputy Prime Minister of Russia
Dmitri Rogozin. Novo-Ogarevo, March 21, 2013.] URL: http://www.
kremlin.ru/news/17719 (access date: 29.10.2013).

6 JeAtenbHOCTb  BOEHHO-NPOMBIWAEHHONW  KOMUCCUKU U
rocobopoH3akas // Ixo Mocksbl. 2013. 12 asrycra. [The Military-
Industrial Commission and the State Defense Order // Echo of
Moscow. August 13, 2013.] URL: http://echo.msk.ru/programs/
arsenal/1132844-echo/ (access date: 28.10.2013).
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try of Defense of the Russian Federation constitutes a
common problem” and “qualified personnel training is
our heel of Achilles”*.

It is pointless to dispute the fact that labor force
has become the key factor constraining MIC output
growth. According to Member of the State Duma De-
fense Commission A. Zhuravlev, today the Russian MIC
enterprises have almost 900,000 employees (at an av-
erage age of 46) and about 440,000 are employed at
research institutions (at an average age of 48), running
short of engineer technologists (17%), designing engi-
neers (22%), and blue-collar personnel (40%)>.

In spite of that, as early as June 2013 Deputy Minis-
ter of Economic Development A. Klepatch estimated
approximately a 19% growth in MIC output in 2013
and a 15% annual average growth in the period be-
tween 2014 and 2016, although he admitted that “we
have a huge military-industrial complex which earns
very little”®. He also said that the share of the MIC “is
too big indeed, accounting for as little as 5% of the in-
dustrial sector and almost one third of the machine
building industry”%. It should be noted that with re-
gard to the latter A. Klepatch totally disagreed with
Deputy Prime Minister of the Russia D. Rogozin who
noted some time ago that our defense sector or ‘de-
fense segment’, as he put it, “is huge and much big-
ger than the rest of non-defense economy”>. Perhaps,
this is why D. Rogozin defends so easily an unbridled
build-up of military expenditures in the federal budg-
et, considering the MIC the goose “that lays the golden
eggs”®. According to Rogozin, “various industries show
12-14% of growth in production output, in particular

1 Bopucos: npobnema 3aBoga «3sesga» B [pumopbe —
HegocTaToK Kaapos // PUA Hosoctu. 2013. 10 okTabps. [Borisov:
Zvezda Plant, in the Primorye Territory, faces the issue of person-
nel shortage // RIANOVOSTI. October 10, 2013.] URL: http://ria.ru/
vl/20131010/968929045.html (access date: 28.10.2013).

2 3aKkoHogaTesbHasA noaaepsKka 060POHHO-MPOMBILLIEHHOTO
Komnnekca // 3xo Mocksbl. 2013. 26 asrycra. [Legislative
support of the Military-Industrial Complex // Echo of Mos-
cow. August 26, 2013.] URL: http://echo.msk.ru/programs/
arsenal/1142000-echo/ (access date: 28.10.2013).

3 O6opoHHble rapaHTum Poccuu // KpacHas 3Besga. 2013. 29
mioHa (Ne 112). [Defense guarantees of Russia // Krasnaya Zvez-
da. June 29, 2013. (No. 112) ] URL: http://www.redstar.ru/index.
php/newspaper/item/9939-oboronnye-garanti  (access  date:
28.10.2013).

4 Ibid.

5 DKCK/IO3MBHOE MHTEPBLIO UTOTOBOM Mporpamme «CerogHa»
(38’00”) // Kanan HTB. 2012. 25 HosbpsA. [An exclusive interview
to the Segodnya TV program (38°00”) // NTV Channel. Novem-
ber 25, 2012.] URL: http://www.ntv.ru/novosti/372478/ (access
date: 28.10.2013).

6  OINK Poccuu: 20 net cnycta... // BOEHHO-NMPOMbILLEHHbIM
Kypbep. 2013. 9 oktabpsa (Ne 39). [The Russian MIC: 20 years on...
// Voenno-promyshlenny Kuryer. October 9, 2013. (No. 39). ]
URL:  http://www.vpk-news.ru/articles/17722  (access
28.10.2013).

date:

in the aircraft and shipbuilding industries, and elec-
tronics industry. Now it goes behind nothing but wage
increase, but in general its increase “in the defense in-
dustry” ranged within a significant figure of 23% and
25% annually”’.

In August 2013 the Rosstat (Federal State Statistics
Service) published itemized statistical data on the pro-
duction account and gross value added deflators for
2011 and 2012. Though the data, of course, neither
deny nor confirm the Deputy Prime Minister’s words,
it allow one to assume that defense industry’s output
growth within the first two years of the SAP for 2011-
2020 is at least compensated by a decline in output of
non-defense products in the MIC basic industries, and
the aforementioned wage increase is not linked with
labor productivity. Furthermore, a visible effect of ter-
mination of so called ‘price wars’ with the Ministry of
Defense of the Russian Federation in the shipbuilding
industry in 2012 should be highlighted.

Early in October 2013 an information leaked to
mass media about likely changes to the current fed-
eral budget, in particular with regard to a Rb 35,3bn
cut off in arms procurement of the Ministry of De-
fense of Russia and Rb 21,6bn of military pay costs,
with the saved resources being allocated to capital
construction related to the state armament program
(Rb 43,6bn) and compensation for growth in tariffs of
natural monopolies®. However, a Rb 58,6bn cut off in
classified budget allocations to the Ministry of Defense
of the Russian Federation in the draft Federal Law of
October 22, 2013° is indicative of that the Ministry of
Defense’s arms procurement will be cut off to a far
greater degree than it was expected just a month ago,
thereby resembling a lot the aforementioned situation
with amendments to the SDO in 2012.

Both the manner in which Prime Minister D. Med-
vedev admitted the bias “towards financing of ex-
penditures on the military-related component” at a
meeting with members of the Board of the Council of
Federation in September 2013 and the measures the
Government and the Military-Industrial Commission

7  lbid.

8 Ha yemM CI3KOHOMMT M Ha Yem 3KOHOMWT HOBaA Bepcus
6roaxeta-2013 // KommepcaHTb. 2013. 7 okTabpsa. [What the new
version of the 2013 federal budget will save and saves on // Com-
mersant. October 7, 2013. ] URL: http://www.kommersant.ru/
doc/2313985 (access date: 28.10.2013).

9 3akoHonpoeKT Ne 365264-6 «O BHECEHUM M3IMEHEHWUI B
dPepepanbHbiii 3akoH “O depepanbHom 6GrogxkeTe Ha 2013 rog
M nnaHosbi nepuog 2014 n 2015 ropos”». [Draft Federal Law
No. 365264-6 “On the Amendments to the Federal Law “On the
Federal Budget for 2013 and the Planning Period of 2014 and
2015” ] URL: http://asozd2.duma.gov.ru/main.nsf/%28SpravkaNe
w%29?0penAgent&RN=365264-6&02 (access date: 28.10.2013).
10 Amutpuin Measeaes BcTpeTuaca ¢ yneHamu CoseTa nanathbl
CoBeTa Pepgepauun. CteHorpamma. M., 23 ceHTabpa 2012. [Dmitri
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proposed during this year for improving the situation
with the SDO implementation (the Military-Industrial
Commission Operation Headquarters (which holds
weekly meetings), a SDO task team under the public
prosecutor’s office, an increase in legislative pressure
upon those who commit violations), as well as expec-
tations of a new version of the SDO law? to enter into
force in January 2014 after the adoption of eight ad-
ditional Executive Orders by the Russian Government
could do nothing but create the impression of un-
breakable deadlock for Russia.

Medvedev met with the members of ] URL: http://government.ru/
news/5990 (access date: 28.10.2012).

1 O rocygapctBeHHOM 060pOHHOM 3aKase: deaep. 3akoH Poc.
depepauun ot 29 aekabpa 2012 r. Ne 275-3: npunaT loc. Jymoi
depep. Cobp. Poc. Peaepaunn 19 aek. 2012 r.: ogobp. CoBeTom
denepaunn depep. Cobp. Poc. egepaumm 26 aek. 2012 r. // Poc.
ras. — 2012. — 31 pgekabps. [On the State Defense Order: the Fed-
eral Law dd. December 29, 2012, No. 275-FZ: adopted by the State
Duma of the Russian Federation on December 19, 2012: approved
by the Council of the Federal Assembly of the Russian Federation
on December 26, 2012 // Ros. Gaz. — December 31, 2012].

Therefore, the recent Military-Industrial Com-
mission Deputy Chairman O. Bochkarev’s statement
about likely establishment of an auditing frame-
work to control pricing in the Russian MIC? should
be viewed with a certain hope. Perhaps, this is the
chance for the Russian government authorities to fi-
nally manage to implement the idea of monitoring
prices of products by their studying which was for-
mulated in 1916 by then Ministry of Finance L. Bark,
almost 100 years ago®.

2 BOEHHO-NPOMbILAEHHAA KOMUCCUA 3agymanack 06 ayauTopax
ueH B «obopoHke» // PUA Hosoctun. 2013. 23 oktabpsa. [The Mil-
itary-Industrial Commission thinks about price auditors in the
defense industry // RIANOVOSTI. October 23, 2013.] URL: http://
ria.ru/defense_safety/20131023/972113639.htm| (access date:
28.10.2013).

3 BopoHkosa C.B. Matepuanbl Ocoboro coselaHua no obo-
poHe rocygapcTea. McTouHMKoBeAUYecKoe uccienoBaHune. M.: Us-
patenbctso MrIY, 1975. C. 162. [Voronkova S. V. The materials of a
special national defense meeting. Historiographic study. M.: MSU
Publishing House, 1975. P. 162].




RUSSIAN ECONOMIC DEVELOPMENTS No. 11, 2013

ASSESSMENT OF THE BUSINESS CLIMATE IN RUSSIA
V.Starodubrovsky

The Global Competitiveness Report 2013-2014 has been published. Its findings are virtually the same as in the
report for the previous year which was analyzed in the Gaidar Institute’s August Review. In the business climate,
the most difficult situation for more than a single year has prevailed in such lines as weak protection of owner-
ship rights, lack of independence of courts and corruption at courts, excessive state regulation burden, ineffective
security of an individual, low level of corporate culture, weak competition, preservation of administrative barriers
and high tax burden and inconsistent taxation. In other words, all the factors which make business feel insecure
about the future and determine an underlying motive to withdraw capital abroad rather than invest in develop-
ment of business in Russia still remain in place. A favorable situation is registered in macroeconomics (as long as
prices on hydrocarbons do not fall) and quite a good one in the infrastructure (unless the situation with motor
roads is considered a failure), secondary and higher education and retraining. Generally, Russia moved from the
67" place to the 64 place (the 63" place in 2010 and the 51 place in 2008). It is to be noted that improvement
also took place in the most painful aspects of the business climate though there were no explicit progress factors.
The higher rating place can be explained by both expectations, including those not to change taxes and a certain
lag of published materials from the statistical data and some information events in 2013. The Report fairly repre-

sents the realities of 2012 and, partially, till the middle of 2013.

The recently published Global Competitiveness
Report 2013-2014 includes the updated data on The
Global Competitiveness Index). The above research
provides the most comprehensive evaluation of vari-
ous aspects of the business climate. The latest Report
covers 148 countries against 144 countries last year.

The analysis of the institutional environment with
utilization of different ratings was provided in the Au-
gust 2013 review by the Gaidar Institute?. The main
conclusion consists in the fact that in the present situ-
ation the private business is not confident in its future,
primarily, due to unsatisfactory protection of owner-
ship rights, lack of independence of courts and abuse

1 The Global Competitiveness Report 2013-2014. Full Data Edi-
tion. http://www3.weforum.org/docs/WEF_GlobalCompetitive-
nessReport_2013-14.pdf The Global Competitiveness Index is de-
veloped under the auspices of the World Economic Forum (WEF)
on the basis of both the statistical data and the global survey of
managers of enterprises with assistance of 150 partner-entities.
The index deals with 114 aspects of competitiveness which are
united into 12 major groups of factors (benchmarks) which are
divided in their turn into three blocks: baseline conditions, effi-
ciency factors, innovation and the quality of performance. About
two-thirds of the aspects of competitiveness are determined on
the basis of surveys. The index is determined in absolute terms
and varies from 1 to 7 (from the low level of competitiveness to the
highest one; the respondents in different countries are normally
asked to use the above scale to evaluate each aspect of competi-
tiveness and the obtained outputs are subsequently weighted in
accordance with the adopted methods to determine the aggregate
index) and the country rating is specified as its line number.

2 See. V. Starodubrovsky. The State of the Business Climate in
the Country. The Economic Development of Russia. No. 9, 2013,
pp. 55-62.

of power by the judicial system and pervasive corrup-
tion. The above factors cause mistrust of the authori-
ties and apprehension to make large investments and
prompt the business to withdraw its capital from the
country. Also, the inhibiting factor is a weak compe-
tition, considerable administrative barriers faced by
businessmen and inconsistent rules of regulation of
the economy.

In the latest Global Competitiveness Report, the
situation in Russia is assessed somewhat better than
in the previous one though all the problems still pre-
vail. Russia moved three positions upward from the
67" place to the 64" place. That rating is better than in
20113 (the 66 place), but worse than in 2010 (the 63™
place). The level of the index itself rose insignificantly,
too, from 4.2 to 4.25 (with the maximum value of 7,
the highest value (5.67) was achieved by Switzerland).
Switzerland was followed by Finland (5.54), Germany
(5.51) and the US (5.48). At the bottom of the index,
there are Sierra Leone (3.01), Yemen (2.98) and Guin-
ea (2.91). Russia’ best index level was registered be-
fore the crisis of 2008 when it occupied the 51 place.

Dynamics of the index of competitiveness and plac-
es occupied by Russia by the main blocks and groups
of factors are shown in Table 1. As seen from the ta-
ble, the most explicit advance took place (no matter
how strange it might be) as regards the block which in-
cludes the factors of innovation and the quality level of
doing business: from the 108" place to the 99% place

3 The first year — from among those specified in the reports —
which the collected information actually refers to will be used.
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which is nowhere near the place of honor, but, none-
theless, was an advance nine positions upward. It is
to be noted that prior to 2012 Russia occupied higher
places in the index. The index improved somewhat as
well (from 3.2 to 3.3), but it remains rather low. The
unit weight of that block of factors which determines
the influence on the general competitiveness index
amounts in accordance with the adopted methods to
23.1%. Baseline conditions — the 47t place against the
53 place in the previous year with a great dispersion
of estimates of the groups of factors inside that block —
were evaluated somewhat higher, too. It is to be noted
that that place was the best one for the years specified
in the table.

The block’s unit weight amounts to 26.9%. The bock
of efficiency factors whose unit weight amounts to
50% advanced three positions upward from the 54"
place to the 51 place, though before the crisis its po-
sitions were better. Within the block, the difference in
estimates of individual groups of factors is rather high,
too.

Also, the table provides an idea of the dynam-
ics of more favorable and backward spheres of the
economy which competitiveness depends on. If the
explicit advantage in the scale of the market is put
aside — which advantage among other things is an
attractive factor for foreign investments and makes
many Western companies be ready to invest in the
Russian economy should other conditions improve —
the macroeconomic environment is worth paying at-
tention to (as regards macroeconomic environment
Russia is rated the 19 and has the highest index (5.9)
among all the groups of factors). The estimate is en-
tirely based on the official data and not on the sur-
veys. The main advantages are related to the low lev-
el of the state debt in relation to GDP where Russia is
rated the 10* (though in 2012 and 2011 it held the 9*"
place and the 7% place, respectively) and has quite a
favorable balance of the state budget (the 23" place
against the 20" place in 2012). At the same time, the
above example illustrates vulnerability of mechani-
cal utilization of the statistical data as in conditions
of dependence on hydrocarbons the soundness of
the budget system is not quite reliable and actually
remains rather strained. The above is pointed to by a
reduction of expenditures —that reduction is planned
in the 2014-2016 budget — which measure though
a delayed one is still very important. As regards the
credit rating, Russia is rated the 39" though before
the crisis it was rated the 10™". When exiting the crisis,
Russia moved downwards to the 49* place. The worst
thing in that group — evaluation of the rate of infla-
tion —was the 91% place; it is to be noted that in 2012
the inflation rate (December on December) was par-

ticularly low and amounted to 5.1%. In 2011, Russia
held the 111* place, while in 2010, the 125 place.

The next one in the group of factors is infrastructure
where Russia is rated the 45 though it is the best re-
sultin the years under review. Russia’s standing in that
group suffers due to a poor quality of motor roads:
the 136 place and the worst index (2.5) from among
the entire 114 factors of competitiveness. The quality
of the railway infrastructure is rated better — the 31
place — however, as regards infrastructure of ports and
airline service it is rated the 88" and 102", respective-
ly. So, as regards the general quality of infrastructure
Russia is rated 93 with a low index of 3.8. However, in
the past three years the situation was even worse. The
entire group is propelled to a higher level thanks to the
extent of density of mobile phones (the 6% place) and
seat capacity of airline service (the 11*" place).

The secondary and higher education and retraining
is rated 47" with the index of 4.7. The above position
is primarily ensured by a large number of students at
higher education establishments (the 14t place), avail-
ability of the Internet at schools (the 54" place) and
the quality of mathematical and science education. As
regards other factors of that group, Russia’s positions
are worse than generally in the Global Competitive-
ness Index. It is to be noted that as regards retraining
of personnel and the quality of management schools
Russia is rated the 88 and even the 113", respective-
ly. Interestingly, as regards the education and primary
education group of factors Russia’s index is much high-
er (5.7) than that of the secondary and higher educa-
tion and retraining, however the 71 place is the worst
one in the years under review. It means that a larger
number of countries is more successful and quick at
making progress in that area. However, in that group
evaluations of specific aspects of competitiveness are
almost entirely based on the statistics data and the ze-
ro incidence rate of malaria -- which permits to share
the first place as regards that factor with a number of
other countries — plays a particular role. However, as
regards child mortality, the TB incidence rate and life
expectancy Russia is rated the 58™ the 94 and the
101, respectively. The quality of primary education is
evaluated on the basis of surveys and Russia is rated
the 61 with the index of 4.1, that is, lower on average
than that as regards the secondary and higher educa-
tion and retraining.

Now, let us discuss factors related directly to the
institutional environment and the business climate.
The parameters of individual aspects of that environ-
ment are included in different groups of factors. Let us
begin from those which are included in evaluations of
the efficiency of the commodity market. As regards
the above criterion, Russia is rated the 126™ of all the
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ASSESSMENT OF THE BUSINESS CLIMATE IN RUSSIA

groups of factors (with the index of 3.8). The above
low position is determined primarily by institutional
conditions. The level of competitiveness. As regards
the extent of competitiveness on the domestic mar-
ket, Russia is rated the 113* with a fairly good index of
4.5 against the 124" place in 2012 and 2011 and the
106" place in 2009, as regards the extend of domina-
tion on the market, it is rated the 93" with the index
of 3.5 though a year before it was rated the 107", as
regards the efficiency of anti-trust policy it was rated
the 116% (the index of 3.5) against the 124" place and
the 111 place in 2012 and 2011, respectively. De-
spite the occasionally favorable dynamics, the level of
competitiveness is still estimated at a very low level.
Taxation. As regards the effect of taxes on motivation
of investments, Russia is rated the 125% (the index
of 3), while as regards the general level of taxation in
relation to profit Russia backtracks to the 124 place
against the 105" place and the 88 place in 2012 and
2009, respectively. Barriers faced by the business. The
situation with a start-up of business is somewhat bet-
ter, though it is still far away from being favorable. As
regards the number of procedures required for start-
ing business, Russia holds the 88 place against the
97" in 2012, though it was rated the 27" in 2007. As
regards the number of days spent on execution of
documents, it is rated the 78 against the 104 place
and the 57 place in 2012 and 2007, respectively. As
regards the extent of foreign trade barriers it is rated
the 124™ against the 132" place in 2012, as regards
the level of customs tariffs — the 103" place against
the 106" place in 2012 and as regards the burden of
customs procedures, the 124" place against the 132"
place in 2012. Even some improvements in the foreign
economic regulation related, probably, with Russia’
accession to the WTO do not ensure progress which
can be assessed as normalization of the situation. As
regards the extent of foreign property, Russia occupies
the 132" place against the 133 in 2012.

In the group of factors related to the labor market
efficiency, the estimate of the effect of taxation on la-
bor motivation was introduced. As regards that criteri-
on, Russia is rated the 122" with the index of 3, that is,
the worst value from the entire group of factors. Not
surprisingly, if the situation with insurance contribu-
tions, including those for individual entrepreneurs is
taken into account.

The group of factors related to development of the
financial market. As regards availability of financial
services Russia moved upwards from the 117* place
in 2012 and the 119% place in 2011 to the 91 place
in 2013. As regards availability of loans, it shifted from
the 86" place to the 68™ place (the 91¢ place in 2011
and the 107" place in 2010). However, as regards, reli-

ability of banks Russia is rated the 124" with the in-
dex of 4, which is better than the 132" place with the
index of 3.8 in 2012 and the 129* place in 2011 and
2010, but still regrettable.

And, finally, the group of factors related to insti-
tutes. As regards protection of ownership rights, as
in 2012 Russia is still at the disappointing 133 place
with the lowest index which rose, however, a bit from
2.8 to 3, while as regards protection of intellectual pro-
perty Russia moved from the 125" place to the 113
place with the index of 2.9. As regards independence
of courts, the country moved from the 122" place
to the 119" place with the index of the mere 2.7. As
regards corruption, particularly, illegal payments and
grafts, the thing which one can hardly call the progress
is expressed in Russia’s advance from the 120™ place
to the 109 place (the index of 3.2), while as regards
siphoning-off of state funds, an advance from the 126%"
place to the 113 place (the index of 2.5 is the lowest
in that group of factors). The state and state regula-
tion of the economy. As regards people’s confidence
in politicians, Russia is rated the 84" (the index of
2.7), while a year earlier — the 86" place; as regards,
favoritism in decisions of government officials — the
111%™ place ( 2.6) against the 127" place earlier, as
regards squandering of state funds — the 99* place
(2.8) against the 103 place; as regards transparency
of the state policy — the 101 place (3.8) against the
124%™ place in the previous year (the 101% place is the
best place in the years under review); as regards ef-
ficiency of the debate support system the 118™ place
(3) against the 124" place and as regards the burden
of state regulation — the 120 place (2.9) against the
130" place. All the above aspects point to the fact
that the situation has improved, but remains sensi-
tive which factor reflects high but not critical mistrust
of the authorities on the part of the business. Pro-
tection of an individual. As regards business’s losses
from crimes and violence: the 80™ place with the in-
dex of 4.5 against the 90 place in the previous year,
as regards business’s losses from terrorism — the 112%™
place, 4.7 and the 119" place, respectively; as regards
organized crime — the 111" place, 4.2 and the 114"
place and as regards reliability of police services — the
122, 3 and the 133" place. In accordance with the
same scheme — parameters of the level of corporate
relations: as regards companies’ ethic behavior — the
101 place, 3.7 and the 119" place, as regards the level
of standards of reporting and audit — the 107 place,
4 and the 123" place, as regards efficiency of boards
of directors — the 98" place, 4.3 and the 124" place,
as regards protection of minority shareholders — the
132" place, 3.3 and the 140" place and as regards pro-
tection of the interests of investors — the 100*" place,



RUSSIAN ECONOMIC DEVELOPMENTS No. 11, 2013

4.7 and the 94" place. Estimates of efficiency of boards
of directors improved, while estimates of protection of
investors’ interests became worse.

As a result, it can be repeated that the most acute
problems related to the business climate still remain
the same for more than a single year: weak protection
of ownership rights, lack of independence of courts and
corruption at courts; corruption, excessive burden of
state regulation, inefficient protection of an individual,
low level of corporate culture, weak competition, main-
tenance of administrative barriers and high and incon-
sistent taxation. In other words, all those factors which
make business feel unsecured about its future and de-
termine the dominating motive to withdraw the capital
abroad, rather than invest it in Russia are still in place.

The estimates of the main factors which impede do-
ing business have changed a little. In all the years under
review (from 2008), corruption was on the top of the
list. In 2012, it accounted for 20.5% of the answers of
managers of enterprises (it is to be noted that only one
factor was asked to be named). It is followed by inef-
ficiency of state bureaucracy (half as many answers) —
11.9%, availability of funding (10%) and the level of tax-
ation (9.3%). In 2013, corruption accounted for 19.1%.
It was followed by the level of taxation (13%), tax reg-
ulation (10.7%) and inefficiency of state bureaucracy
(9.8). So, the business has started to experience more
dramatically tax-related problems which situation is not
surprising due to a short-sighted and inconsistent policy
as regards insurance contributions.

Though the estimates of the main aspects of the
business climate are quite disappointing, there is a
question what factors were behind the explicit im-
provement of those estimates despite the fact that
they are still far from those Russia used to receive in
the recent past. The outputs of surveys of managers of
enterprises used in formation of the index provide an
idea about the opinion of those managers, but not the
factors that opinion is justified with. So far, there is no
explicit evidence of improvement in the institutional
environment. One may suggest the effect of a num-
ber of factors. It is primarily hopes and expectations
which play an important role in the economy. For ex-
ample, an authoritative statement was made that the
tax system was not going to be changed in the fore-
seeable future. The above statement is important not
only in connection with explicit growth in a devastat-
ing tax burden on business, but also in broad terms: it
is believed that business may adapt to any conditions
provided that they are stable. Some hopes may be re-
lated to identification of large-scale corruption crimes
(though investigations of those cases sooner raise
more questions than provide answers) and the work

on road maps aimed at reduction of barriers which im-
pede doing business.

However, discussion of the work on road maps at
the government meeting on September 23 showed
that the progress was far from being satisfactory. Only
83 measures (less than a half) out of 173 measures in
respect of which the deadline took place were carried
out, 37 measures were still in progress, while 52 meas-
ures (about one-third) failed to be fulfilled®. The above
road maps are aimed at upgrading of procedures
which are reflected in the rating of the World Bank
and Doing Business, an international financial corpo-
ration. As was shown in the previous report, though
making of those procedures simpler is of utmost im-
portance they do not cover the most painful aspects of
the business climate related to protection of property,
the state of the judicial system, corruption and other,
so, even a breakthrough in that sphere may not be suf-
ficient enough to have an effect on the situation.

Surveys on competitiveness were carried out earlier
than important developments of the recent past took
place: a verdict to A. Navalny was regarded by many as
another abuse of power by the judicial system which situ-
ation resulted in a huge spontaneous meeting in the cent-
er of Moscow, election results of the Mayor of Moscow
and the low voting turnout in regions where elections
were held. The above developments reflect the extent of
the risk of explosion of the sociopolitical situation in the
country which situation cannot but affect the business
climate. But the above developments were left beyond
the frameworks of the Report in question. However, ra-
tional processes such as reduction of expenditures of the
state budget and limitation of growth in prices of natural
monopolies take place simultaneously.

With an insignificant number of managers of enter-
prises surveyed in Russia —about 100 — the dynamics of
estimates can be influenced both by a relatively small
change in their composition or a change in the opinion
of a relatively small number of those managers.

Finally, though it is announced that in global com-
petitiveness reports a year following the year of publi-
cation is analyzed, they actually reflect the reality with
a delay. For example, if the 2013-2014 report came out
in 2013 there was no statistical data available for that
year, so the 2012 statistical data was utilized. That de-
lay is explicitly shown in Table 1. The year 2009 was
the most difficult crisis year in Russia, but apparent
worsening of such aspects of competitiveness as the
macroeconomic environment, the state of institutes
and efficiency of the main markets started in 2010. So,
the realities of 2013 can be adequately judged after
the next report is published in 2014.@

1  http://government.ru/news/5951
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THE REVIEW OF THE MEETINGS OF THE GOVERNMENT OF THE RF

IN OCTOBER 2013
M.Goldin

In October, at the meetings of the Government of the Russian Federation the following issues were discussed
among other things: a draft law introducing the requirements for gradual transformation of participants in
the market of nongovernment pension funds into joint-stock companies; a draft law setting a limitation on the
amount of a severance benefit of managers (chief accountants) of public sector entities.

On October 10, the draft law on Amendment of the
Federal Law on Nongovernment Pension Funds and In-
dividual Statutory Acts of the Russian Federation was
considered. The draft law is actually meant to carry out
a forced transformation of most nongovernment pen-
sion funds (hereinafter — NPF) which are non-profit or-
ganizations as of that day into joint-stock companies.

The above goal will be attained by the following
means. Firstly, from January 1, 2014 a ban will be in-
troduced by the federal law (if approved) on establish-
ment of new nongovernment pension funds in the
form of non-profit organizations. Secondly, reorganiza-
tion of the existing non-profit NPF will be limited to
mergers and affiliations. From July 1, 2014, NPF will
be able to carry out restructuring only by means of
transformation into joint-stock companies. In addi-
tion to the above, until January 1, 2016 NPF which are
non-profit organizations and carry out activities as an
insurer of the mandatory pension insurance are sub-
ject to transformation into joint-stock companies or
in accordance with the federal law into another form
of a profit-making organization or be liquidated. As
the activities in the capacity of insurer of the manda-
tory pension insurance are the most important ones,
it means that there will be virtually no nonprofit NPF
left.

The fact that the existing NPF are non-profit enti-
ties of unitary nature entails a number of unsolvable
problems starting from the issue of realization by ac-
tual beneficiaries of NPF of control over the activities
of NPF to the problems related to determination of
sources of funding of an actuarial deficit. Transforma-
tion of NPF in joint-stock companies is meant to solve
the above problems.

The draft law was approved and submitted to the
State Suma of the Russian Federation.

On October 25, draft federal law on Amendment of
the Labor Code of the Russian Federation as Regards
Setting of the Amount of Compensations and Sever-

ance Benefits Due to Termination of a Labor Contract
to Individual Categories of Workers of State-Run Cor-
porations, State-Owned Companies, State Unitary
Companies and Economic Entities in Which Over 50%
of Equities (Interests) in the Charter (Pooled) Capital is
Owned by the State was discussed at the meeting of
the Government of the Russian Federation.

The draft law was developed and submitted to
meeting of the Government of the Russian Federation
by the Ministry of Labor and Social Protection of the
Russian Federation.

If approved the draft law provides for limitation of
the amount of compensations and severance benefits
paid to chief executives, deputy chief executives, chief
accountants and members of entities’ collegiate ex-
ecutive bodies.

The draft law is meant to introduce such amend-
ments into the Labor Code of the Russian Federation
(hereinafter — the LC of the RF) as set limitations on
the amount of the compensations and severance ben-
efits to chief executives, deputy chief executives, chief
accountants and members of the collegiate executive
body of state-run corporations, state-owned compa-
nies, state unitary enterprises and economic entities
in which over 50% of equities (interests) in the charter
(pooled) capital is owned by the state.

Payments are limited by the amount which is no
less than a threefold average monthly pay and no
more than a sixfold one.

Payment of compensations and severance benefits
to the above categories of individuals is provided for
in the following cases: due to a change of the owner
of the entity’s property (Article 81 (1), (4) of the LC of
the RF);

Due to taking of a decision by the company’s author-
ized body or owner of its property or a person (body)
authorized by the owner on early termination of the
labor contract (Article 278 (2) of the LC of the RF)..
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REVIEW OF TAXATION REGULATORY DOCUMENTS
ISSUED IN THE PERIOD OF SEPTEMBER THRU OCTOBER 2013

L.Anisimova

Although the latest period saw failure in coping with economic stagnation in Russia, it should be noted that
Russian’s economy demonstrated a good stress resistance. In our opinion, this can be indicative of its gradual
adaptation to the market. The ‘budget rule’ has proved efficient — the fiscal relations system didn’t collapse due to
high water in the area of Amur River; Pushkino Bank’s (the Moscow Oblast (Region)) sudden bankruptcy required
no extra infusion of public funds and was localized with the resources allocated by the Deposit Insurance Agency.
This is all indicative of that protection mechanisms of public finances were actuated in a proper manner in emer-
gency, there was no need to increase tax burden or resort to unscheduled emergency-related fundraising. The key
topic of discussion in the period under review a new pension formula and proposal to use its funded component
to finance pay-as-you-go system in 2014. Furthermore, certain tax initiatives which needs to be polished were

discussed in the economic process.

The pension reform decision whose principal tar-
get is mitigate the deficit in the Pension Fund of the
Russian Federation (PFR) by reallocation of the funded
component of a pension is intended to ensure sustain-
ability of the budget system and undercut the infla-
tion effect of the funded component. In our opinion,
it was the only good decision that could be accepted
under the current circumstances!. At the same time,

1 Forreference: Rb 12,8 trillion federal budget revenues in 2012
(Federal Law No. 254-FZ dd. 30.09.2013) included Rb 2,8 trillion
of inter-budget transfers to the PFR’s budget. Total PFR’s revenues
(Rb 5,9 trillion) included Rb 3 trillion of social insurance contribu-
tions payable to the PFR (Federal Law No. 255-FZ dd. 30.09.2013),
i.e., 22% of federal budget revenues were allocated to finance the
PFR, accounting for 47.5% of total PFR’s revenues. It will be re-
called that the funded component (6%) transferred to the banking
system accounts for about 1/3 of social insurance contributions to
the PFR. The gap in funding current expenditures is additionally
covered with budget transfers, thereby setting up the tax pressure.
Some disagree with the pension innovations offered by the Rus-
sian Government — see, E. [oHTMaxep, «Hapog, aeHbrn ectb? A
ecnu Hanay?», caut MK.ru ot 6.10.2013 [E. Gontmaher, “People,
do you have money? What if | say you do? MK.ru dd. 6.10.2013]
MK.ru/free-theme/article/2013/10/06/926187.

In our opinion, there is one thing that the ongoing discussion on
pension ignores — the social insurance contributions rate which
accounts for 30% of the payroll — marginal acceptable rate which
ensures neutrality in allocation of a brand new product (save for
profit) among the three generations for the purpose of simple
reproduction: the middle age generation have to pay from their
salary to maintain themselves, the younger generation, and the
older generation. Should the resources accrued according to this
proportion are insufficient to maintain the older generation, the
increase in such resources would ‘merely’ result in reduction of the
resources of younger generations, being similar to self destruction
of the society. This is why, in spite of all the reproaches regard-
ing non-expediency of the refusal in 2014 to transfer the funded
component under individuals’ control, we believe that it is only the
balance between current contributions to and payments from the
Fund, with a marginal limit on the social insurance contribution
rate (30% of the payroll), that can be the initial point of the pen-
sion reform.

restoration of the balance between the PFR’s current
revenues and expenditures makes it possible to launch
a discussion about whether it is reasonable or not to
replace the source of insurance contributions by car-
rying such contributions from corporate costs over to
employees’ salary and emoluments and other person-
al incomes. This could resolve many issues and, above
all, optimize the amount of such contributions, dis-
continue unjustified benefits for certain categories of
employees, release ungrounded tax pressure upon the
cost of goods (works, services), ensure predictability
of investment-related costs incurred by manufactur-
ers. Changes to the source of insurance contributions
will definitely have to be explained to the effect that it
would have no adverse impact upon real wages (be-
cause in nominal terms the latter will simply be raised
by the amount of insurance contributions), as well as
require addressing the issue of nondiscrimination of
migrants and subsequent creation (under certain cir-
cumstances) of pension liabilities to migrants. Increase
in both the retirement age and pensionable amount
of compulsory seniority, as recommended by the IMF,
could seriously mitigate the issue.

In our opinion, changes to the source of contribu-
tions payable to public social insurance extra-budget-
ary funds could be the most significant precondition
for restoring congenial investment climate in the Rus-
sian Federation.

The PFR’s share in social insurance contributions is 22% / 30% =
73.3%. The marginal amount that can be mobilized in the PFR = 75
million of employed x 30,000 average monthly salary x 12 months.
X30% x 73.3% = Rb 5,9 trillion. This amount exactly corresponds to
the PFR’s revenues in 2012, i.e., much as they would like to retain
the funded component, under the current circumstances it ‘breaks
through’ a 30% marginal restrictive rate on social charges, because
of the need to provide additional compensation with budget funds
for the uncovered current expenditures to pay pensions.
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Special attention should be focused on a few other
issues that received coverage in economic publica-
tions.

A proposal to exempt from taxation capital gains
with regard to government bonds® was made once
again, 17 years on after the crisis in 1998. It will be
recalled that at that time tax exemption of the income
generated from the GKO (Government Short-Term
Commitments) bid-offer spread? in the secondary
market facilitated a higher-than-anticipated growth in
the demand for these government bonds® and even-
tually resulted in insolvency of the state. This is why,
in our opinion, an exemption from capital gains tax
with regard to bonds would be quite a hasty measure.
Should the bid-offer spread be subject to tax exemp-
tion, the budget might be exposed to a specific risk, in
which case profit tax allowance would be unlimited in
terms of volume. Tax allowance on the income (inter-
est/discount) predetermined (preset) during securities
issue is confined to the amount of such income (inte-
rest rate/discount), IPO price or stated interest limits,
and has no such devastating effect as the exemption
from capital gains tax with regard to securities®.

1 «MuHOUH 0cBOBOAMT OT HANOrOB AOXOAbI OT rOCYAAPCTBEHHbBIX
obnvraumity, cant lenta.ru ot 9.10.2013. «...Ceityac poccuitcKue
KOMMNaHWM NAaTAT 15 NpoL,eHToB ¢ KyNoHHOro Aoxoaa 1 20 MpoLeHToB
OT NPUPOCTa CTOMMOCTU 0BAUraumin. B To e Bpema MHOCTPaHHbIe
MHBECTOPbI OT 3TOr0 Hasora ocBoboxaeHbl». [“Minfin will provide
tax exemption on the government bond income”, lenta.ru website dd.
9.10.2013. “...Russian companies currently pay 15 percent from the
coupon yield and 20 percent from capital gain on bonds. However,
foreign investors are exempted from this tax”. ]

2 Issued according to the Council of Ministers’ Order, the Rus-
sian Government dd. 8.02.1993, No. 107.

3 See p. 4, the Letters issued by the State Tax Service of Rus-
sia (hereinafter referred to as the STC RF) No. NP-6-01/362
dd. 23.09.1994; the Ministry of Finance of Russia No. 130 dd.
21.09.1994; registered with the Ministry of Justice of Russia on
November 3, 1994, No. 719 (as amended in 1995): “..umetoTca
NIbTOTbl MO CNefyWUM A0Xo4aM (NOSHOCTbIO 0cBObOXKAAtOTCA
OT HaNoroob6NOXKEeHUA): ...cyMMa [MUCKOHTa (MONOXWUTENbHasA
pasHuUa mexay 6anaHCOBOWM CTOMMOCTBIO U LLEHOM peannsaumm
(noraweHuns) rocyaapcTBEHHbIX KPATKOCPOYHbIX HECKYMOHHbIX
0611raumit), BKAOYAA UX peanmsaumio Ha BTOPUYHOM pbIHKe...”
[“...there are tax allowances on the following types of income (to-
tally exempted from taxation): ... the discount amount (positive
difference between the book value and the redemption price of
the government short-term zero coupon bonds), including their
realization in the secondary market...”].

4 Qualifying interest for allowance means nothing but economi-
cally unreasonable refusal of the state to receive the taxes due to the
state, in particular on Eurobonds — interest recipients are not exempt-
ed from taxation at their place of fiscal residence. With regard to the
bid-offer spread tax exemption, securities constitute movable prop-
erty, and under double taxation conventions the movable property is
subject to taxation at the place of fiscal residence of the owner (seller)
of such movable propertyy. In other words, it is a simple application of
double taxation conventions rather than a special privileged taxation
regime established in Russia for foreign nationals, as presented by the
authors of some publications.

The issue of (at least partly) reallocation of income
related to personal income tax®> withheld by the em-
ployer at the employee’s work place and payable to
the budget at the employee’s place of residence has
sharpened again. A draft law introducing changes to
the personal income tax payment scheme was submit-
ted to the State Duma of the Russian Federation for
consideration. Members of the Murmansk Regional
Duma (the region is facing labor migration outflow)
proposed that contributions be payable at the indi-
viduals’ place of residence rather than the place of
registration of the entity in which they are employed.
Not surprisingly, the initiative encountered stubborn
opposition on the side of the Ministry of Finance of
Russia and a few members of the State Duma Budget
Commission (in particular, Dmitrieva O. G.). Those who
oppose the initiative have the same old arguments
they provided before — the initiative is technically dif-
ficult, costly, and unreasonable.

As a matter of fact, the feasibility issue refers to eco-
nomic issues. Obviously, there is no direct economic
contradiction in paying a most secure and conflict-free
tax to the budget at the individual’s or his/her family’s®
place of residence, quite the opposite, it is economi-
cally unreasonable not to do that. In our opinion, de-
signing a fiscal system should be based on the preva-
lence of the principle of equity, and personal income
tax should be at least allotted among the budget at the
place of employment and residence of the individual.
Such arguments as technical complexity and high cost
are vicious in the era of advanced Internet. The techni-
cal complexity that will be shown below can be sur-
mounted, and the individual will neither have to per-
sonally visit the tax office to file his/her tax return nor
transfer the tax to his/her regional budget.

To technically resolve the issue, a few steps should
be taken, as follows:

1) Since TIN (Taxpayer ldentification Number) may
be assigned only once and cancelled upon taxpayer’s
death, it should be complemented with two additional

5 T.lWupmaHoBa, «[enyTaTtol NpeasaratoT N1aTUTb NOAOXOAHbIV
Haor N0 MeCTY KUTeNbCTBa. Maen, KoTopas NnoaBepraach KPUTUKK
MWHWCTEPCTB, ONATb NPeACTaB/eHa Ha paccMmoTpeHue focaymbl»,
caunT izvestia.ru ot 7.10.2013 r. [T. Shirmanova, “MPs suggest in-
come tax be paid at the taxpayer’s place of residence. The idea
which faced criticism of ministries has again been submitted to the
State Duma for consideration”, izvestia.ru website dd. 7.10.2013. ]
6  All the more so, introduction of the real property tax was
postponed for at least a year, because of the difference between
abutting real property owners’ income and unmatched data of the
Russian State Register and the Federal Tax Service of Russia (here-
inafter — the FTS RF).

See also: . MBawkMHa, « MUHOUH Ha rof OT/IOXKWUA BBeAEHUe
Ha/siora Ha HeaBMXMMOCTbY, canT kp.ru ot 18.10.2013 [D. Ivashki-
na, “Minfin postpones the real property tax for a year”, kp.ru web-
site, dd. 18.10.2013]
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TRRCs (Tax Registration Reason Code) for individuals
— at the place of permanent residence (permanent
registration, registered domicile) and for each place of
employment (by the way, every individual already has
more than one TRRCs — at the place of registration of
immovable property and motor vehicles)?;

2) include a certificate issued by the local tax in-
spectorate on the submission of the TRRC application
at the new place of permanent residence (registered
domicile or permanent registration) into the list of
documents to be submitted to the Resident Registra-
tion Office for the purpose of domicile registration
(registration at the permanent place of residence);

3) the individual must provide the accounting office
at every place of employment with a certificate bear-
ing the TRRC number at the permanent place of resi-
dence (registered domicile or permanent registration)
issued by tax authorities;

4) post information on the nalog.ru website about
all TRRCs linked to the taxpayer’s (physical body’s) TIN.

This is for a reason that we only refer to the personal
income taxpayer’s place of permanent residence (reg-
istered domicile or permanent residence): if the indi-
vidual hires an apartment or a room to be able to live
as close as possible to his/her place of employment, he/
she pays a rent to the owner of the apartment (room),
and the latter as separate taxpayer is to pay the rent
income tax to the budget at the place of his/her resi-
dence. This is why, in our opinion, no confusion or diffi-
culties whatsoever can be encountered in allocating the
personal income tax charged by the employer and its
partial redirection to the budget according to the TRRC
at the employee’s place of permanent residence.

Following are the documents that came into force
in the period under review and play an important role
in the regulation of taxation and are worth describing.

1. The Federal Law dd. 30.09.2013, No. 260 “On the
Amendments to Part 3 of the Civil Code of the Russian
Federation”. This Federal Law plays a special role in
determining the rules for selecting a legislation in re-
solving the issues concerning the commencement, ex-
ecution and transfer of ownership rights, exercise the
title and property right, contractual right in the course
of operation of foreign legal entities on the territory
of the Russian Federation, settlement of property dis-
putes which may arise.

In particular, the Federal Law establishes that if a
foreign legal entity operates predominantly on the

1  The Order of the Ministry of Finance of Russia and the FTS RF
dd. 29.07.2012, No. MMV-7-6/435 “On the Establishment of the
Procedure and Terms for the Assignment, Application as well as
Modification of the Taxpayer Identification Number” (Registered
in the Ministry of Justice of Russia on August 14, 2012, No. 25183).

territory of the Russian Federation, liability under the
commitments assumed by its founders (interest hol-
ders) and other persons authorized to give binding
orders are subject to the Russian law or, as the credi-
tor may choose, the personal law of such legal entity
(Article 1202, Paragraph 2, Subparagraph 9 thereof).

Articles 12051207 specify the concept of, the prop-
erty covered by, and the procedure for exercising the
property right. In particular, it is established that com-
mencement and termination of ownership rights and
other rights to a property shall be determined under
the law of the country where the property was located
at the moment when the action or any other fact took
place, giving rise to the commencement or termina-
tion of ownership rights and other property rights, un-
less otherwise stipulated by the law. In other worlds,
foreign legal entities may not sell a real property situ-
ated on the territory of the Russian Federation under
laws other then the law of the Russian Federation,
because such a deed is simply declared null and void
under the law of the Russian Federation.

Article 1210 establishes that imperative norms of
law prevail, and in the conclusion of an agreement the
parties thereto may not discretionary choose for the
conclusion of the agreement and settlement of dis-
putes the norms of law of a country whose territory is
extraneous to all the facts related to the subject mat-
ter of relations between the parties thereto.

Articles 1222, 1222.1 establish the law of the state
to govern liabilities arising due to unfair competition,
restriction of competition, liabilities arising due to un-
fair conduct of negotiations on the conclusion of an
agreement, etc.

2. The Federal Law dd. 30.09.2013 No. 267-FZ
makes amendments to the Tax Code of the Russian
Federation (hereinafter referred to as the TC RF) with
regard to the specifics of taxation of regional invest-
ment projects implemented in the Far Eastern District,
the Zabaikalye Territory, the Irkutsk Region, and the
Buryat Republic.

The concept of ‘regional investment project partici-
pant’ was introduced. The taxpayer may be entitled to
tax allowances if the taxpayer is recognized as a partic-
ipant of such a project and the project is not designed
to produce (process) crude carbohydrates, manufac-
ture excisable goods (save for motor cars and motor
bikes). Project’s lifespan and payoff period depends
on the volume of capital investments: six years of pro-
ject’s lifespan are established if capital investments
of Rb 50-499m are made within three years, and 10
years of project’s lifespan are established if capital in-
vestments of more than Rb 500m are made within five
years. Taxpayers who obtain the status of investment
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projects’ participants are entitled to a 0% profit tax
rate with regard to the amount credited to the federal
budget, and the profit tax rate credited to the budget
of a constituent territory of the Russian Federation
within the first half of project’s lifespan may not ex-
ceed 10%, and may not be less than 10% in the second
half of project’s lifespan. The project participant is
eligible for a reduced interest rate if revenues earned
from sales of goods manufactured as part of the pro-
ject account for at least 90% of total booked income.
A decreasing coefficient of the mineral extraction tax
rate, depending on the location of a field (increasing
from 0 to 1 within 24 fiscal periods on the mineral ex-
traction tax), was introduced.

The taxpayer may obtain the status of regional in-
vestment project participant 1) if capital investments
result in the construction of manufacturing facilities
exclusively on the territory of the Far Eastern District,
the Zabaikalye Territory, the Irkutsk Region, and the
Buryat Republic; 2) if the taxpayer isn’t integrated into
consolidated groups; 3) if the land parcels where the
project will be implemented are not owned by other
legal persons and physical bodies (save for certain
types of infrastructural objects); 4) if the taxpayer in-
dividually implements the project, isn’t entitled to tax
allowances and special regimes with regard to the acti-
vity conducted as part of the project; 5) if the taxpayer
is registered on the territory of the Far Eastern District,
the Zabaikalye Territory, the Irkutsk Region, and the
Buryat Republic and has no ringfenced entities outside
the foregoing territories and some other restrictions.

In addition, from January 1, 2014, if at least one of
the parties to a deal participates in a regional invest-
ment project subject to a zero rate of the profit tax
credited to the federal budget and/or reduced rate on
the profit tax credited to the budget of a constituent
territory of the Russian Federation, the deal is recog-
nized as being regulated according to Article 105.14 of
the TC RF.

3. Under the Federal Law dated 30.09.2013,
No. 268-FZ, organizations engaged in the production of
hydrocarbons in offshore green fields and offshore ar-
eas of green fields are subject to tax allowances. To be
eligible for tax allowances, the taxpayer must be grant-
ed the status of ‘offshore hydrocarbon field operator’.
An organization can be recognized as such operator as
long as it meets a series of requirements, namely the
organization itself or its participant (founder) who also
has an indirect interest in the organization must have
a license for the development of a respective subsur-
face mineral estate; the organization is individually or
with the help of subcontractors is engaged in at least
one type of activity related to mineral extraction in

the field; the organization and license holder has an
agreement on mineral extraction on a fee basis. The
license holder is entitled to enter into agreement with
no more than one extraction operator at the mineral
estate.

The territory of the Russian Federation is recognized
as place of realization of commodities made of off-
shore crude hydrocarbons, as well as products of their
technological conversion (stable condensate, liquefied
natural gas, broad fraction of light hydrocarbons) if the
commodities are located (or were located at the time
of shipping) on the Russia’s continental shelf and/or
the exclusive economic zone of Russia or the Russia’s
part (Russia’s sector) of the Caspian Sea floor. No pro-
vision is made for granting VAT allowance with regard
to realization of hydrocarbons on the territory of the
Russian Federation.

International shipping services are subject to VAT al-
lowance. International shipping services are referred
to works (services) on transportation and/or shipping
of hydrocarbons from the departure point located on
the continental shelf, the exclusive economic zone or
Russia or the Russia’s part of the Caspian Sea floor to
the destination point outside the Russia’s territory and
other territories being under its jurisdiction. According
to Article 164 of the TC RF, international shipping ser-
vices are subject to a 0% VAT rate.

Paragraph 3, Article 259 thereof defines straight line
depreciation as mandatory method of depreciation of
fixed assets used for the production of hydrocarbons
in an offshore green field of hydrocarbons (irrespec-
tive of the method provided for by the taxpayer’s ac-
counting policy).

Article 261 thereof establishes the procedure for
booking natural resources development costs incurred
during activities related to prospecting, appraisal and/
or exploration of offshore green hydrocarbon fields
to taxpayer’s expenses. Furthermore, it provides for
possible deduction of costs on mineral estates which
are planned to shutdown due to economic ineffective-
ness, lack of geological prospects or for other reasons.
Costs on the mineral estate recognized as unpromising
may be ‘booked’ to other mineral estates in the field,
provided that no more than 1/3 of the such costs is
booked to each mineral estate.

The voluntary insurance payable under the Russia’s
legislation to finance measures provided for by the oil-
spill response plan (Article 263 thereof) has been al-
lowed to be charged to operating costs.

The TC RF introduces a transfer mechanism for ac-
crued expenses on longstanding hydrocarbon produc-
tion projects during license transfer. In particular, al-
lowance is made of a build-up mechanism for provi-
sions (Article 267.4 thereof) for future costs related to
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termination of the production of crude hydrocarbons
in an offshore crude hydrocarbon green field, whose
build-up starts as soon as the level of reserve deple-
tion in the green field reaches 70%. Should the mine-
ral extraction license be transferred to a new lenience
holder at this stage, the previous license holder must
rebuild the accrued provisions as part of the tax base
(Paragraph 7, Part 2, Article 250 thereof) and the new
license holder is entitled to charge the provisions to
the reduction of the profit tax base. Decommissioning
costs don’t include short-accrued depreciation. There-
fore, taxation excludes potential overcosting at the
stage of ‘easy oil’ production by using the abnormal
depreciation mechanism and makes the production
entity focus on the maximum possible development of
hydrocarbon resources at the field.

Article 275.2 thereof establishes the specifics of
determining the profit tax base for green fields. The
taxpayer as license holder is allowed to book costs in-
curred at mineral estates which are recognized as in-
efficient to the costs on other mineral estates of the
field. At the same time, the green field is regarded as
stand-alone project. Neither other fields’ losses, nor
losses from other types of activity may decrease green
field’s profit (see Paragraph 4 thereof), whereas green
field’s losses may be charged to organization’s overall
performance and reduce the total tax base.

The green field’s profit is subject to a 20% rate.

Articles 299.3 and 299.4 of the TC RF establish spe-
cifics of income generation and costing of taxpayers as
license holders and operators. Taxpayers of the mineral
extraction tax are recognized as organizations engaged
in offshore hydrocarbon production. Article 338 of the
TC RF establishes specifics of mineral extraction tax
base formation.

Article 340.1 thereof establishes a mechanism of
pricing per unit of hydrocarbons produced in the ac-
counting period in an offshore green field on the basis
of the average price in global markets and the aver-
age RUB/USD exchange rate in the accounting period.
Minimum marginal price per unit of flammable natural
gas or associated gas produced in an offshore green
field is determined as the average weighted price — by
volume of supplies to the domestic market and for ex-
port — of natural gas in the fiscal period, which is very
important for equalizing the terms and conditions of
gas supplies to the domestic market and for export.

Paragraph 2.1, Article 342 establishes mineral ex-
traction tax rates applicable to the base determined
in accordance with Article 338 thereof. The rates are
differentiated by region in which offshore fields are
located, and varying within a range of 30 to 4.5% for
hydrocarbons (save for natural gas) and 1 to 1.3% for
natural gas.

Transport tax allowances are granted with regard to
offshore stationary and floating platforms, mobile rigs
and drilling vessels, as well as property tax allowances
with regard to the property located in the inland sea
waters, territorial waters, continental shelf, the Rus-
sia’s exclusive economic zone or in the Russia’s part
(Russian sector) of the Caspian Sea floor, which is used
in carrying out the activity related to the development
of offshore hydrocarbon fields, including geological
survey, survey, mineral estate preparation works.

Exempted from customs duties are crude oil (in-
cluding oil, gas and condensate produced due to tech-
nological specifics of shipment of crude oil and stable
gas condensate via pipelines), gas condensate, lique-
fied natural gas and natural gas, broad fraction of light
hydrocarbons which are produced at and moved from
offshore green hydrocarbon fields, as well as the same
products produced in the fields located in the south-
ern part of the Sea of Okhotsk (brown-fields).

4, The Federal Law dd. 30.09.2013, No. 269-FZ
makes amendments to the excise duties payment pro-
cedure for taxpayers.

The computation scheme for excise duties on
manufacturers of alcohols and alcohol-containing
products is updated. Transfer of excisable toll-man-
ufactured products to the owner or, as instructed by
the owner, to other persons if the foregoing products
are sold outside the territory of the Russian Federa-
tion according to the customs export procedure, with
due regard to losses (within the limits of the norms of
natural loss), are exempted (Paragraph 1 Article 183
of the TC RF) from excise duties. In this case, for the
purpose of being extracted from excise duty the tax-
payer shall provide the tax authority with a bank
guarantee not later than the 25" date of the month
of tax return submission. The bank guarantee must
provide for the bank’s obligation to pay in full the
excise duty if the taxpayer fails to provide the docu-
ments and pay the tax. The bank guarantee must be
valid within at least 10 months upon a date set for
the payment of the excise duty. The validity period
of the bank guarantee provided by the taxpayer for
the purpose of simultaneous exemption from upfront
payment of the excise duty on alcoholic and/or ex-
cisable alcohol-containing products and payment of
the excise duty assessed for the foregoing products
exported outside the Russian Federation according
to the customs export procedure must be at least 12
months following the fiscal period in which ethyl al-
cohol was purchased. Not later than the date follow-
ing the date of bank guarantee, the bank must notify
the tax authority at the taxpayer’s place of registra-
tion of the fact of bank guarantee issue.
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Excise duty rates on alcohol-containing and alco-
holic products for 2016 are indexed (indexation will
account for 10% of the 2015a level). Where manufac-
turers of alcoholic and/or excisable alcohol-containing
products buy raw ethyl alcohol in the Customs Union
member-countries (hereinafter referred to as the CU),
the manufacturers must pay excise duty upfront (Para-
graph 8 Article 194 of the TC RF) or provide a bank
guarantee covering the corresponding amount. Per-
haps, this measure could help somehow restrain the
flow of counterfeit alcohol which flooded into Russia
in response to a drastic increase in the alcohol excise
duty vs. excise duties established in other CU member-
countries.

Amendments have been made to the payment pro-
cedure for excise duties on tobacco products. Under
the TC RF, at least 10 calendar days prior to the be-
ginning of fiscal period (calendar month) the taxpayer
must provide the tax authority with a notification spec-
ifying a ceiling price applicable to tobacco products.
The ceiling retail price of tobacco products is referred
to the ceiling (not higher) price at which the pack unit
may be sold to consumers. The taxpayer shall indi-
vidually set this price per retail pack unit of tobacco
products separately for each trade mark (each brand
name) of tobacco products (Paragraph 2, Article 187.1
of the TC RF). Since January 1, 2014 the foregoing noti-
fication must specify minimum retail prices too.

Additional adjustment was made to tax rates on
the 4- and 5-grade motor gasoline, as it was provided
for by the Tax Policy Guidelines for 2014-2016. The
4-grade gasoline excise duty rate will increase up to
Rb 9916 (against Rb 9416 as previously planned) in
2014, Rb 10858 (instead of Rb 10358) per ton in 2015,
while the 5-grade gasoline excise duty will increase up
to Rb 6450 (against Rb 5750 as previously planned) in
2014, Rb 7750 (instead of Rb 6223) per ton in 2015.
(Paragraph 1, Article 193 of the TC RF).

Taxpayers as holders of a no-alcohol containing
products manufacturing certificate are allowed to de-
duct the amount of excise duty assessed during the
purchase of industrial alcohol used for the production
of no-alcohol containing products (Paragraph 11, Arti-
cle 200 of the TC RF). To this effect, taxpayers as hold-
ers of the industrial alcohol manufacturing certificate
must issue registers of invoices to buyers who manu-
facture no-alcohol containing products. The buyer
shall provide the registers to the tax authority at the
place of buyer’s tax registration in order to receive
the mark indicating that the buyer may deduct (credit
for tax) the paid excise duty on the purchased alcohol
(Paragraph 11, Article 201 thereof).

The same procedure (Paragraph 13, Article 201
thereof) for making marks by the tax authority at the

buyer’s premises is established with regard to registers
of invoices issued by the taxpayer as supplier holding
a certificate for the production of straight-run gaso-
line to the taxpayer-buyer holding a certificate for the
refinement of straight-run gasoline (i.e., the buyer of
straight-run gasoline).

5. The Federal Law dd. 30.09.2013, No. 263-FZ
makes amendments to the computation procedure for
mineral extraction tax and the Law of the Russian Fed-
eration “On the Customs Tariffs” (Article 3.1. thereof).
The long and short of the amendments is that the ex-
port tariff declines (according to the terms of accession
to the WTO) as the mineral extraction tax included into
the cost increases.

The Federal Law makes changes to mineral extrac-
tion tax rates per ton of produced crude oil, gas con-
densate and natural gas. The mineral extraction tax
rate on crude oil willamount to Rb 493 per tonin 2014,
with anincrease of 4.9% against 2013 (Rb 470), in 2015
the rate will increase up to Rb 530 per ton of crude oil,
and Rb 559 in 2016. Crude oil export tariffs will decline
respectively: an overrun of more than $182,5 per ton
in the price of Urals crude oil in the global markets is
subject to a base tariff of $29 which is subsequently to
be adjusted in 2014 by an amount equal to 59% of the
overrun amount of the average price over $182,5, 57%
in 2015, 55% in 2016.

Besides growth in mineral extraction tax rates on
crude oil, the Federal Law is distinguished by making
an attempt to introduce for owners and external users
of gas transmission networks universal calculation for-
mulas (Article 342.4 thereof) for mineral extraction tax
on gas within (natural gas, gas condensate) the fields.
In particular, the rate on mineral extraction tax for a
field will be multiplied by the base value of the unit
of fuel equivalent and the coefficient representing the
degree of extraction difficulty in the field. The result-
ed rate should be adjusted by hydrocarbon shipping
costs. And ultimate price of natural gas (gas conden-
sate) will be determined as average weighted of the
shares shipped for export and to the domestic market.

The formula is quire complex, multiple-factor, and
its actual effectiveness can be evaluated in practice.

6. The Russian Government’s Order dd. 26.09.2013,
No. 846 approves the Rules for the establishment and
application of special calculation formulas for crude oil
export customs duties according to Subparagraph 2,
Paragraph 5, Article 3.1. of the Federal Law “On the
Customs Tariff”.

The Russian Government is authorized to estab-
lish special calculation formulas for rates of export
customs duties on crude oil with special physical and
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chemical characteristics produced in the oil fields lo-
cated on subsoil plots which are fully or partly located
within the boundaries of the Republic of Sakha Yaku-
tia, the Irkutsk Region, the Kranoyarsk Territory, the
Nenets Autonomous Area, northward of 65 degrees
of latitude north of the equator fully or partly within
the boundaries of the Yamalo-Nenets Autonomous
District; within the Russia’s part (Russian sector) of the
Caspian Sea floor; within the Russia’s inland sea waters
floor; within the Russia’s territorial waters floor; within
the Russia’s continental shelf.

The Order established a procedure for the submis-
sion of proposals, documents and calculations for the
introduction of such special tariffs. A special formula is
computed in such a way as to achieve a 16.3% internal
rate of return of the field development program (Para-
graph 7 thereof).

7. Given a special emphasis that has recently been
placed upon the issues concerning the counteraction
of the legitimization of proceeds of crime, the Min-
istry of Finance of Russia issued the Letter dd. Octo-
ber 2, 2013, No. 07-02-05/40858 which contains an
extended explanation addressed to accountants and
auditors. It is the first detailed analysis of the law en-
forcement practice which also covers explanations
about measures to be taken upon discovery that an
organization is engaged in financial operations with
customers registered in states and territories of pref-
erential tax treatment, organizations which fail to ob-
serve the FATF’s requirements, etc.

8. The Letter of the Ministry of Finance and the
FTS RF dd. September 30, 2013, No. PA-4-6/17542
as part of the implementation of the Federal Law
dd. 28.06.2013, No. 134-FZ “On the Introduction of
Amendments to Certain Legislative Acts of the Russian
Federation With a View to Counteracting lllegal Fi-
nancial Operations” contains a sensitization campaign
plan and explanations with regard to further interac-
tion between taxpayers and tax authorities.

In particular, from 1.01.2014 all VAT taxpayers (in-
cluding those who are fiscal agents) will be obliged to
file only electronic VAT returns via telecommunica-
tions channels through the electronic document man-
agement operator.

From January 1, 2014, electronic tax returns only
may be filed through the electronic document man-
agement operator.

According to the TC RF, documents submitted to
a tax authority, including invoices, must bear an en-
hanced encrypted and certified signature. The FTS RF
noted that until the end of 2013 all electronic digital
signature (EDS) certificates which taxpayers are cur-

rently using must be replaced with electronic signature
(ES) certified certificates. To do so, one should apply to
his special purpose communications service provider.

Lists of electronic document management op-
erators for every constituent territory of the Russian
Federation are available on information stands at the
territorial tax authorities and official websites of the
FTS RF’s Departments by constituent territory of the
Russian Federation.

9. To reduce the number of tax litigations and
harmonize approaches towards resolving tax issues,
the Ministry of Finance of Russia and the FTS RF is-
sued a Letter dd. October 2, 2013 No. CA-4-7/17648
which contains information about the practice of set-
tlement of tax issues by concluding amicable agree-
ments between taxpayers and tax authorities. Ami-
cable agreements are subject to approval by courts
of arbitration. The FTS RF instructed its subordinated
authorities to take account of this court practice in
their work. Furthermore, draft amicable agreements
must be submitted to the Legal Department of the
FTS RF for approval.

10. Russian organizations have recently been look-
ing forward to moving their manufacturing facilities
outside the Russian Federation. It is private enterpris-
es that may move their screwdriver facilities to other
countries.

In our opinion, an extreme caution should be ad-
dressed to certain public corporations’® intentions to
move their screwdriver most sophisticated technology
facilities to the territory of other states, alleging as the
reason that foreign labor force is cheaper. Public cor-
porations’ activity in external markets is considered
as moving profit-making activities of the state itself
to foreign territories. We already repeatedly stated
that public corporations’ products may be regarded as
state-subsidized, in which case subsidies will be calcu-
lated and surcharged in favor of the organizations and
budgets of countries which are likely to lose their mar-
ket share with the emergence of public corporations
as new market players. Eventually, public corporations’
products manufactured in third countries may happen
to encounter lack of the demand, because they may

1 O. Camodanosa, «EcTb Ha yem C3KOHOMUTb. Poccuiickme
camoneTbl ropasgo Aewesne npowssoguTtb B UHaum» [O. Sa-
mofalova, “There is something to save on. Manufacturing costs
of Russian aircrafts are cheaper in India”], website vz.ru/econo-
my/2013/10/4/653471.html ot 4.10.2013. “Sukhoi Superjet-100
and MC-21 can be assembled in India. This will reduce the price by
40%. It appears that India can offer a complete package of terms
and conditions enhancing cost-effectiveness of manufacturing,
which is not just labor costs which are lower than in Russia. Ac-
cording to experts, Russia will eventually benefit from it.”
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lose competitive advantages as a result of forced in-
crease in their value up to the level of independent
manufacturers. Perhaps, they would have to be re-
purchased with Russia’s federal budget resources for
the reason of low liquidity. Finally, the federal budget
of Russia would have to finance both construction of

manufacturing facilities on a foreign territory (which
may become the matter of commercial disputes on vi-
olations of free competition, like in the case with pipe-
lines to the EU) and wages of ‘cheaper’ foreign labor
force engaged in assembling works, instead of paying
wages to Russian workers. @
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REVIEW OF RUSSIA’S ECONOMIC LEGISLATION

IN OCTOBER 2013

|.Tolmacheva, Yu.Grunina

In October, the following amendments were introduced into the legislation: such new as well as updated norms of
the Civil Code of the Russian Federation as regulate the civil institute of the international private law will become
effective from November 2013, the annual quota on education of foreign nationals and stateless persons at the
expense of allocations from the federal budget does not exceed 15,000 persons.

Federal Law of the Russian Federation

Federal Law No.260-FZ of September 30, 2013 on
AMENDMENT OF PART Il OF THE CIVIL CODE OF THE
RUSSIAN FEDERATION

The Section — the International Private Law — of the
Civil Code of the Russian Federation is supplemented
with norms regulating, in particular, the following:

e responsibility of founders of a legal entity found-
ed abroad as regards its obligations (so, if a legal
entity founded abroad carries out its business ac-
tivities mainly in the territory of the Russian Fed-
eration, the Russian law or, at discretion of the
creditor, the personal law of such a legal entity is
applied to claims as regards liabilities?);

e the domain of the law subject to application of
proprietary rights (in particular, it includes: types
of legal objects of proprietary rights, including
real property and movable things; transferabil-
ity of object proprietary rights; types of propri-
etary rights; scope of proprietary rights; creation
and termination of proprietary rights including
a transfer of proprietary rights; execution of
proprietary rights and protection of proprietary
rights);

e the right of parties to reach an agreement on
creation and termination of such rights of own-
ership and other proprietary rights to moveable
property as are subject to application to their
deal without prejudice to third persons;

e the law applied in respect of agreements on
commercial concession, alienation of the exclu-
sive right to outputs of intellectual activities and
license agreements (revised Article 1211 which
determines that in case of absence of agreement
between the parties on which law is to be ap-
plied to the agreement, the law of the country
where the place of domicile or the place of the
main business of the party carrying out perfor-

1 The Review was prepared with assistance of the Konsultant-
Plus Legal System.

2 The personal law of a legal entity is the law of the state in
which territory the legal entity was registered.

mance which is of crucial significance to the
scope of the agreement is applied);

the law which is subject to application to assign-
ment of the rights of a creditor to another person
on the basis of the law (new Article 1216.1. was
introduced. So, in meeting by a third person of the
creditor’s claims to the debtor (a new creditor), an
assignment of the creditor’s rights on the basis of
the law to such a third person (a new creditor) is
determined in accordance with the law which is
subject to application to relations between the
initial creditor and the new creditor unless oth-
erwise is specified in the law or stems from the
aggregate of facts and circumstances of the case);
representation which is based on the agreement:
in such a case the relations between the repre-
sented party and the representative are deter-
mined in accordance with the law of the country
where on the day of entering into agreement the
place of domicile or the main place of business ac-
tivities of the party which carries out performance
is situated (new Article 1217.1 was introduced);
termination of a liability by means of a set-off. It
is established that termination is determined in
accordance with the law of the country subject
to application to relations from which the claim
arose against which the set-off of a counterclaim
is declared. Termination of a liability by means of
a set-off carried out by agreement between the
parties is determined by rules of the law which is
subject to application to the agreement;

claim for damage: it can be made by the affected
party directly to the insurer if it is permitted by
the law applied to the obligation which arose as
a result of the inflicted damage or that applied
to the insurance agreement (Article 1220.1 was
introduced);

determination of the law which is subject to be
applied to obligations which arose due to the
fact that negotiations on conclusion of the agree-
ment were carried out not in good faith. Article
1222.1 was introduced; it reads that in respect
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of obligations which arose due to unscrupulous
negotiations on conclusion of the agreement the
law which is subject to application to the agree-
ment is used, while in case the agreement was
not concluded the law that would be applied to
the agreement if it was concluded is used.

e selection by the parties to the agreement of the
law which is subject to application to an obligation
which arose as a result of the inflicted damage
or unjustified enrichment if on the day of carry-
ing out of actions or emergence of another fac-
tor which inflicted damage or caused unjustified
enrichment all the circumstances related to the
subject matter of the relations between the par-
ties are related only to one country, selection by
the parties of the law of another country cannot
affect mandatory norms of the law of the country
which all the circumstances of the relations are
related to.

Resolution of the Government

of the Russian Federation

Resolution on ESTABLISHMENT OF THE QUOTA ON
EDUCATION OF FOREIGN NATIONALS AND STATELESS
PERSONS IN THE RUSSIAN FEDERATION

In accordance with the Federal law on Education
in the Russian Federation, foreign nationals have the
right to receive the secondary vocational education,
higher education and additional vocational training
at the expense of allocations from the federal budget,
budgets of constituent entities of the Russian Federa-
tion or local budgets in accordance with international
agreements of the Russian Federation, federal laws or
qguotas on education of foreign nationals established
by the Government of the Russian Federation, as well
as at the expense of funds of individuals and legal en-
tities in accordance with agreements on rendering of
paid education services.

According to the Resolution of the Government of
the Russian Federation, the annual quota on educa-
tion in the Russian Federation (at educational estab-
lishments on vocational programs of the secondary
vocational education, higher education and additional
vocational training at the expense of allocations from
the federal budget) of foreign nationals and stateless
persons, including compatriots living abroad does not
exceed 15,000 persons.

Resolution No.638 of August 25, 2008 on Coopera-
tion with Foreign Countries in the Sphere of Education
is recognized as null and void. @
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CHANGES IN THE REGULATORY BASE OF THE BUDGETARY PROCESS

IN OCTOBER 2013
M.Goldin

In October, the following documents were approved: the procedure for provision of budget investments to legal
entities which are neither state or municipal entities, nor state or municipal unitary enterprises; guidelines for
application of methods of determination of the initial (maximum) contract price and the price of the contract

concluded with a single supplier.

By Resolution No0.941 of October 24, 2013 of the
Government of the Russian Federation on Approval of
the Rules of Taking of Decisions on Provision of Budget
Investments to Legal Entities which are Neither State
or Municipal Entities Nor State or Municipal Unitary
Enterprises in Capital Construction Projects at the Ex-
pense of Funds of the Federal Budget (hereinafter —the
Rules of Provision of Budget Investments), a procedure
was approved for taking of decisions on provision to
nongovernment legal entities (hereinafter—bidders)
of budget investments in capital construction projects
at the expense of the federal budget funds on imple-
mentation of investment projects on building (recon-
struction, including restoration and re-equipment) of
capital construction projects and (or) purchasing of
real property projects.

It is specified by the Rules of Provision of Budget
Investments that the regulatory act in question is not
applied to the following:

e Investment projects included in federal purpose
programs funded by means of budget invest-
ments;

e Investment projects funded by means of fed-
eral budget funds at the expense of budget al-
locations from the Investment Fund of the Rus-
sian Federation (including investment projects
where the above allocations are granted for de-
velopment of project documentation);

e Investment projects whose funding by means
of the federal budget funds was started prior to
January 1, 2014.

A decision on allocation of budget investments to
bidders is initiated by the main administrator of budg-
et funds (the federal state authority which is in charge
of implementation of measures of a state program on
building (reconstruction) or management of the real
property project) and agreed upon by the Ministry of
Economic Development of the Russian Federation. The
final decision is taken by the Government of the Rus-
sian Federation as the decision on allocation of budget
investments is to be executed in the form of a regula-
tory act of the Government of the Russian Federation.

Provision of budget investments is carried out on
condition that the above investments cannot be chan-
neled to legal entities for funding of the following
work:

a) development of the project documentation on
capital construction projects and carrying out of engi-
neering surveys for preparation of project documenta-
tion;

b) purchasing of land plots for building;

c) carrying out of a technological and pricing audit
of investment projects on building (reconstruction and
technical re-equipment) of capital construction pro-
jects in cases established by the legislation of the Rus-
sian Federation;

d) carrying out of state due diligence of the project
documentation and outputs of engineering surveys re-
quired for preparation of such project documentation;

e) checking adequacy of the estimated cost of capi-
tal construction projects (reconstruction, including
restoration and technical re-equipment) which are
funded with federal budget funds.

By Order No.567 of October 2, 2013 of the Ministry
of Economic Development of the Russian Federation,
the guidelines were approved for application of meth-
ods of determination of the initial (maximum) contract
price and the price of contract concluded with a single
supplier (contractor, performer).

The guidelines were approved in accordance with
Article 22 (20) of Federal Law No. 44-FZ of April 5, 2013
on the Contract System in Procurement of Goods, Jobs
and Services for State and Municipal Needs.

The guidelines were developed for rendering of me-
thodical assistance to state customers by authorized
bodies and entities in determination and justification
of the initial (maximum) contract price (IMCP) in carry-
ing out of procurement with utilization of competitive
methods of determination of suppliers, as well as the
price of the contract concluded with a single supplier.

Determination of IMCP is carried out in formation of
the schedule of purchases and preparation of a notifica-
tion and documentation on a purchase. The result of de-
termination of IMCP is shown in the above documents.



CHANGES IN THE REGULATORY BASE OF THE BUDGETARY PROCESS IN OCTOBER 2013

The guidelines are mainly dedicated to explanation criteria of evaluation of a bid as calculation of the cost
of the methods of determination and justification of  of the life cycle of goods and projects created as a re-
IMCP as well as specification of determination of such  sult of fulfillment of work.




