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I. GROWTH AFTER THE 1998 CRisis
A. Overview

1. This chapter analyzes output developments since the 1998 crisis and outlines
near-term growth prospects for the economy.” Output growth accelerated in 1999 and the
first half of 2000, but has since slowed. The

initial output recovery was led by import - REER, Oil Price 2nd Real GDP
substitution as a result of the large exchange (ndles, 19971600
rate depreciation in 1998. Growth was .
sustained by a large improvement in the - | e
terms of trade and a sharp recovery in -
domestic demand as a result of improved
profitability and rising real incomes, while
net exports contributed negatively to growth

from mid-2000. The recent slowdown of “ ST ~eet "
investment and output growth is a result of . N
the real appreciation of the ruble (35 percent T T ST D S S (0L M S8 D8 M ] S D
- since the end of 1999) and decline in oil prices (35 percent since the end of 2000).

Urals oif price

REER.-haed on
relotivs ULC s T

2. Our main findings are that in the context of an overall policy package:

. The real exchange rate and oil prices were the main determinants of growth after the
1998 crisis. :

. Expected increases in labor costs and continuing real exchange rate appreciation,

combined with lower o1l prices, are likely to slow growth in the near term.

. Industrial production is the best coincident indicator for GDP, while the real
exchange rate is the most significant leading indicator.

'Prepared by Emil Stavrev (EU2).

? For a deeper understanding of growth factors following the crisis, it would have been desirable to perform a
more disaggregated analysis of growth; however, the lack of sectoral data restricted our study to the aggregate
level. To alleviate the significant problems in the aggregate data—short-time series, measurement problems,
and structural changes that affect economic agents’ behavior—standard econometric methods are supplemented
with techniques and analysis aimed at identifying important links among the basic macroeconomic variables.
The application of robust econometric techniques does not, though, solve all the problems—a major problem
remains with the seasonal adjustment, which poses serious difficulties with our growth analysis (for a
discussion on seasonal adjustment issues, see Chapter 1, Box 1—IMF (2000).



B. Recent Output Developments
Supply side

3. The growth of basic sectors® of the economy accelerated in 1999 and 2000, but
has since slowed. Industry, construction, and freight transportahon—whmh account for an

estimated 45 percent of GDP—drove growth
Growth of Basic Sectors, 1998-2001

of the basic sectors after the crisis, but a (Year-oueyear percent change)

slowdown in industry and transportation : 1998 19% 3300 2001
since the end of 2000 has been the main e
reason for the slowdown in GDP growth. Busic seciors b 81 08 86 18 93 53 64
These sectors are either all tradable or closely o potuction

linked to investment spending, which has oo 2o et ite 1i o5 ma
declined since the end of 2000 (see below), In At 763 1B 4309 0d
contrast, retail sales, accounting for 8 percent w:m;:;im . v 15 61 a0 25 37
of GDP and being the closest proxy for Retalf rade Al 49 28 53 76 99 99 113
consumption, have recovered from 2000, Source: GoskomsmL

indicating buoyant private consumption.

4, At a more disaggregated level, growth in the tradable sectors of industry was
high in 1999 and 2000 but has declined since, while growth in non-tradable sectors has
remained stable.* The real gxchange rate Industrial Output, 1999-2001

appreciation, weaknesses in global (Volume, year-on-year percent change)
commodity prices, and the slowdown in the W we w e o
global economy have adversely affected Foteous mets A1 w7 W4 Sl 03 4
growth of output in the tradable sectors of Coaates s el sy e h
industry—in particular, the chemical and  Mewewwiswr 8o w e s
petrochemical industry and metals and Commntion il LT lem 69 13 60
machine-building, which together account for o 41 17 188 133 5% 96

more than a third of industrial production. On  sewss: Geskomsur
the other hand, output of construction materials registered robust growth since the second

half of 1999.
Productivity, profits, and external competitiveness

5. Rapid productivity growth has sustained the improvement in profitability and
competitiveness arising from the large depreciation in 1998. Labor productivity in

* These include industry, construction, agriculture, freight transportation, and retail irade, which account for
about 65 percent of GDP.

* The construction materials industry is considered a relatively less tradable sector, while the remaining
industriat sectors are more tradable sectors. This division is based on the weights of the different industries in
total trade as reported in customs statistics. : :



industry increased by almost 40 percent during September 1998-September 2000. While real
wages have been rising rapidly since late 1999, profitability in the domestic market—as
measured by Product Unit Labor Costs (PULC) >—remains 20 percent higher than before the
crisis. External competitiveness—as captured by the Unit Labor Cost (ULC) based REER-—
improved dramatically after the crisis as a result of the depreciation. Despite a gradual
erosion since early 1999, the REER remained about 50 percent below its pre-crisis level in
the first half of 2001. '

o Productivity, Real Product Wage and Product External Coropetitiveness
Unit Labor Cost for Industry - B (Jan 94=100}
(SA, 1997 = 100) T o AR
0 A W YT i 0BOD Ukt Lebor o 15D
'/.- Provrctivity, Sh 255 - ,*-.-'f .
- Roucsiaa, Linit Laboe Cot, usn‘"‘""\z/ o~
110 200 1"\‘ ; -'ﬂ\u/'"““'ﬂ-m‘_,-iﬂ\-"'

Prodiect Linit labar Cost, 8A

—+—+ M e |

+
Jukg? Jans9R Jul-2g Jun Y Juh3d JrpeO Jul-00 Janel3}

0 PR, fompt

T T
Margf7  SepgT  Mar® Sep98 Mar3 Sep89 Marl0 Sepd  Mardl Y2097

6. Slower growth of prices of natural monopelies contributed to lower costs in the
non-energy sector and supported higher profits and growth. The pattern of a slower
adjustment in natural monopoly prices (relative to CPI) after the 1998 crisis continued in
2001 as well. As a result, the energy sector continued to implicitly subsidize the rest of the
economy—Ileading to lower input costs and higher profits, which in turn contributed to
higher mvestment and growth in the non-

6

energy sectors. Enterprise Profits, 1997-2001

7. Economy-wide profitability also 1997 1998 1999 2000 2001

improved significantly after the crisis, (Bitlions of rubles)

further supported by rising global €NCrZY  Gross profits 309 358 729 1,187 1355

prices. Thus, while net profits were negative  Gross losses 135 473 1582 131 155

in 1998, they are now close to 14 percent of ~ Netprofis 1 N5 5771056 1200
(Percent of GDP)

GDP, far above the pre-crisis level of

7 percent. This reflects a sharp decline in the ~ Sross profis 125 181 153 168 153
. . . Gross losses 54 173 32 19 1.7
number of loss-making enterprises and in the .\ i Z0 42 121 149 136

improved profitability of the tradable sector. o Gomoma
L! Estimated using data for the first half of 2001,

* Product unit labor cost is defined as unit labor cost deflated by the producer price index. PULC measures the
relative profitability of enterprises—a decline of PULC indicates an increase in profitability.

® For a discussion on regulated prices, see Chapter 1, Box 3—IMF (2000). -



Demand side

8.

In 1998-99, growth was driven by net exports, while in the last two years

domestic demand has gained in importance. As a result of the sharp real depreciation, net

exports led to growth in 1999, with private
consumption contributing negatively and the
contribution of investment and government
consumption being negligible. However, the
combination of real exchange rate
appreciation and real wage growth since the
second half of 1999 led to a decline in the
contribution of net exports to growth and an
increase in that of consumption. At the same
time, high oil prices that increased profits in
the energy-exporting sector supported a
higher contribution of investment to growth.

9.

Contribution of GDP Expenditure Components
' te Growth

[ Staristical Discrepancy
Net exports

gross capital formation
B government

B8 private consumption

199y 2000 HI 20h

The fiscal stimulus declined after the crisis and turned negative in the first half

of 2001. Reflecting improved tax compliance and expenditure restraint, the general
government primnary balance at constant oil prices has strengthened by more than 2 percent of
GDP since 1999. The impact of government consumption on growth thus declined to

-0.1 percentage points in the first half of 2001 from 0.6 percentage points in 1998.

10.  After a sharp contraction in 1998,
real private consumption has increased

steadily in line with real wages. Two factors

explain the robust growth of private
consumption: a fast increase of reported real
wages since late 1999 (real wages are the
main component of real income though real

incomes rose much slower) and an increase in

incomes of lower income groups, which was
the result of an increase in minimum wages
and pensions by the government.

11

the heels of rapid profit growth but slowed

in 2001. Investment was the fastest growing
component of GDP in 2000. With retained
eamnings the main source of investment, this
reflected mainly improved profitability—
credit from the banking system expanded

rapidly reflecting lower real interest rates, but

remained a relatively minor source of
investment financing. The investment boom

130 r

130

L
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Total investment surged in 2000 on

Retail Sales and Real Wages
(Index, Dec. $3=104, SA)
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Retail Sales index

Rea) Wages

-9 A IRRORSE Chct-55Tan-19 Apr-8Ful-99 Lkt-991an-00 Apr-Xdul-00 Oci-BHsn-D1 AprHIul-G1 Doty

Growih of Investment and Profiis
{Year-on-year percent change)

199§ 1999 2000 2001

H2 H1 H2 H1 H2 H1

Investment -7.1 -10.5 12.4 16.9 179 52
olw

Fuel 17 15.7 15.0 na 215 na 242

Transportation 1/ 1358 0.1 ni 221 na 22.7

Towal profits -3£1.3 -2309 3632 1695 60.9 251
ofw

Indusuy 1576 630.1 -213.0 1935 434 118

Fuel -70.4 -87.6 12677 4333 54.6 -59

Constraction -44.8 I04.1 2677 3340 1160 583

Souree: Goskomstal,
1/ Share of total.



was concentrated in the energy and
transportation sectors and as such was not
clearly related to a general improvement in
the investment climate. With profits
declining, investment became significantly
less buoyant in 2001.

12.  Growth of non-energy exports was
strong in 2000, but eroding
competitiveness of the tradable goods
sector has since slowed growth. As a result
of the real effective exchange rate

Ex-Post Real Interest Rates
wl (En percent) Rral 6 mowhs Jending

BanSE  AprSE b8 Do )99 Aged Jul9s  Ocess Jan0U  ApG  FokDD

Y . Total and Nen-Eo Ex
appreciation since early 1999, growth of non- (Voloapt, yout-on-yonr toreoss change)
energy exports eased substantially in the first s 1999 2000 2001
half of 2001. Non-energy exports to non-CIS H2 W1 B2 W1 O H2 W
X 1 Total e -1 -34 -1.3 36 9.3 3.6
countries declined much faster than to CIS e apors S s e ¥

coumntries reflecting relatively higher growth
in the latter. In particular, growth of

Sources Central Bank of Russia; and Fund staff estimates,

machinery exports to non-CIS countries was halved while that to CIS countries increased.
Light industry exports, facing strong competition, declined for both country groups.

13.  Exports of oil and oil products expanded significantly in 200001 as new
investment eased capacity constraints. Exports of oil and oil products are less sensitive to

real exchange rate developments and their

growth in the short term is determined mainly wfﬁﬁﬁ:ﬁﬂ?;fﬂeﬂ“fﬁng@

by capacity constraints. Increased demand 1998 1999 2000 2001

from CIS countries led to a marked increase H2  Hl M2 Hl W2 HI

of exports of these products to these oil 41 4a 38 58 101 6l
: . - crude 20 -52 21 12.1 39

countries. At the same time, the growth ofoil 51 09 156 19 52

exports to non-CIS countries slowed,
reflecting lower economic activity in Western
Europe.

Gas 17.0 0.5 31 44  -154 -8.4

Sources: Contral Bank of Russia; and Fund stalif estimates.

14. Imports recovered strongly in the first half of 2000 and their growth rate
accelerated subsequently, in line with the real appreciation and recovery in domestic
demand (see Box 1), During 1999 and 2000, a switch by consumers to lower quality but

cheaper goods from CIS countries led to Fmports by Origin
relatively higher import growth from these g s w0 oaw

countries. However, continuing steady real

(Y¥emr-on-year pecceal chanpe, volume)

appreciation has made higher quality goodS o impors 403 b4 41 1B 265 33
produced in non-CIS countries more _ Fenr-cmryem oot change i U dolar)
_ i Total imporis 410 A58 -10 54 179 182
attractive, and growth of imports from ow
Imports from non-CIS countries 489 455 -+8 0.3 115 03

these countries exceeded that from CIS
countries in the ﬁrst_ half of 2001.

Imports from CIS countries -424  -56.8 46 234 358 134

Sources: Goskormarar, Ceasral Bank of Ruauis: 804 Fand sl caimates.



Box 1. Import Demand Function

Imports are an important cornponent of consumption and investment, accounting for 25 percent
of GDP. Twenty-five percent of total imports are food products and 29 percent machinery and transport
equipment (customs statistics). The estimated share of imported consumption goods in private
consumption 1s more than 30 percent, while the estimated share of imported investment goods is more
than 40 percent of iotal investment. :

In the equation below m denotes log of real imports, y is log of real output, z is log of the real exchange
rate and Aug98Dwummy is a dummy for August 1998 crisis and 4 is a difference operator.

Am, =0.17 +3.82Ay,_ +0.46 048y, , —0.517 -~ j 2076, Sta
, 8](354 )Aug98Dummy %-%) Y1 (0'12@{{0_97) Vit 8.1591)4_1 m,_,],AdJustedR 0.76, Standard

error = (.06, Durbin-Watson = 1.9

Our estimation results show several important findings. First, the long-run elasticities with respect o
both real GDP and the real exchange rate are less than one and of a similar magnitude. Second, in the
short run, due to the higher short-term income elasticity, imports are mainly determined by real GDP,
with the price effects having only a longer-term impact.! Third, the import demand fonction has a
relatively high speed of adjustment to its Iong run equilibrium—it takes approximately one and a half
years for a shock to disappear completely. Finally, the results from the Vector Autoregressive
Regression (VAR) representation show that the real exchange rate plays an important role in
determining real GDP in Russia. Details about the import demand function are given in the appendix.

The estimated income elasticities indicate B
that the marginal propensity to spend on a
imports is very high in the short run (0.5)
and declines substantially in the long run
(0.22). v

Forecasting Imports

The estimated import demand function !
shows acceptable dynamic and static
forecast performance. It correctiy captures
all gualitative changes in real imports (see the ¢
graph) and has a satisfactory root mean .
squared error of 1 percent for the dynamic |~~~
forecast. Margs  Decd ScpBs  Jun6 Mac®T  DBocd? Scp® nd9 MasdD  Decdi)

! The short run here should be thought as capturing the impact of the explanatory variables on the
dependent variable during the next couple of quarters, while the long run defines the level to which the

dependent variable will converge in several years.

C. Leading and Coincident Indicators

15.  National accounts statistics are reported with substantial time lags and
frequently revised, which complicates the evaluation of current and near-term economic
activity. If revisions are substantial, initial estimates may not provide sufficient information
for policymakers, which poses problems in choosing the appropriate policy mix. Studying
leading and coincident indicators may help address these problems.



16.  Our analysis shows that the real
exchange rate and oil prices are important
leading indicators (see Box 2). They affect
growth in several ways. First, they have a
direct impact through their effect on net
exports.’. Second, favorable external factors
(high oil prices and prices of raw materials)
and depreciation of the real exchange rate
have a positive effect on profits and will
increase domestic demand (investment) from
the export sector, thus stimulating the rest of
the economy and supporting higher growth.®
Third, higher investment, other things being
equal, wiil increase the marginal product of
labor and hence real wages, which leads to
higher private consumption. Finally, a second
round effect on growth comes through the
impact of investment on next period output
and profits.

17.  Investment has produced
productivity gain that have translated into
increased private consumption, A
relatively high and persistent correlation
between investment and productivity implies
that strong investment during the cutrent
period will increase productivity with halfa
year lag. At the same time, a high correlation
between productivity and real consumer
wages suggest that productivity pick up leads
to an ificrease in real wages, which in turn
will give an impulse to real consumer wages,
causing private consumption to increase.

REER, Exports and Imports
(Cross Correlatlons)

Perind |

Qit Price and Exchange Rate vs. Investment
(Cross Correlations)

it priceft) vs
invostmet(t)

Exchenpe mie(l) ve
Trel L, investment{t+) L

RO v ow oo

lovestment, Consnmer Real Wages and

Industrial Productivity
{Cross Carrelations)

el Urvestment(t) vs
. e
productiviey(t)

" The REER is highly and positively correlated with real imports and negatively correlated with real exports.
The correlation of the REER with imports is much sironger than with exporis suggesting that movements in the

REER influence net exports mainly through imports.

¥ The real exchange rate is persistently and negatively correlated with investment demand, leading investment
by approximately half a year. Oil prices also lead investment, but their impact fades within six months {see

second graph).



Box 2. The Real Exchange Rate and Oil Prices as Leading Growth Indicators

The short-term direct impact of the real exchange rate and oil prices on growth of industrial production
and GDP is captured by the estimated equations given below. In the first equation seasonally adjusted
growth of industrial production is explained by changes in the real effective exchange rate and oil prices
and in the second equation the same variables explain growth of GDP. Both equations were estimated
using quarterly data. The industrial production equation was estimated for the period Q1 1994-Q2 2001
and the GDP equation for the period Q1 1994-Q1 2001.

Industrial production equation:
DLog(IP) = —“{))6%)5 DLog(REER(—l))+ 8{%42) DLog(POilUraI ), Adjusted R? = 0.26, Standard error =
0.033, Durbin-Watson = 1.9,

where IP is industrial production, REER is the real effective exchange rate and PoilUral is the price of
Urals oil.

GDP equation:

DLog(GDP) = 78&%;0 DLog(REER(-1))+ %_gg DLog(POilUral), Adjusted R? = 0.38, Standard error =
0.018, Durbin-Watson = 1.6,

where GDPF is real GDP.

Several important observations flow from the two equations, First, as expected, the real exchange rate
and oil price have a bigger impact on the tradable sector (represented by industrial production) than on
GDP as a whole. The reason is that services, which account for more than 45 percent of GDP, are not as
much directly infleenced by the exchange rate as the tradable sector. Second, a comparison of the real
exchange rate and oil price elasticities shows that the exchange rate plays a more important role with
respect to growth than oil prices. Finally, the two variables explain around 30 percent and 40 percent of
the varation of short-term growth in industry and GDP, respectively. This suggests that although the
real exchange rate and oil prices explain one third of real GDP growth, there are other important
determinants of growth such as technological improvements and structural changes—that are difficult to
measure and not included in the equations. For this reason, the above equations should not be used for
point estimatiort of growth, but rather for providing qualitative signals for future growth developments.

18.  Our analysis shows that GDP Forecast Using Basic Sectors
basic sectors and industrial (Year-on-year growth ip percent)

. - 1999 2000 2001
production perform relatlvelgr U@ @ % o @ » % U @ W
well as coincident indicators. Actual GDP growth 27 22 08 05 90 E& 38 68 4% 53 SRV

CGrawth of basic seclors «13 035 W5 115 £16 98 100 84 4.9 57 6.4

Three important characteristics of
the two indexes make them useful

Source: Goskomsist
1/ Extimae.

® The data of the individual components of the five basic sectors start in 1996 and exist as a chain index (year-
on-year percent change) and a base index (percent change relative the previous month), However, for the first

three years of the sample {1996, 1997 and 1998) the data for December are missing. For that reason continuous
and consistent time series are available only since January 1999, which makes the sample very small for reliable

€Co

nometric analysis.



coincident indicators: they are published monthly and well in advance of the GDP numbers;
they represent a high share of GDP (70 percent for basic sectors and around 35 percent for
industrial production); and, both predict relatively well GDP growth (see the table for basic
sectors results and Box 3 for industrial production results).

19.  As an alternative coincident indicator, we studied the Purchasing Manager’s
Index (PMI) and assessed econometrically how it predicts industrial production (IP)
growth.!® Although we did not find significant correlation between the growth of the PMI
and IP (the correlation coefficient was lower than 0.25) we consider the PMI a good
qualitative indicator for economic activity, because it captures relatively well turning points
in industrial production dynamics. For example, the fall in the PMI prior to the crisis, the
‘slowdown at the end of last year, and the consequent buoyant growth are in line with
developments in the IP index.

-
1’ PME vs. IP index i
PMI vs. IP © (EMI - eft scale, IP - right seale) Lo
(SA, month-on-month percent change) ]
1w
i) “ -
/ 2
LY
] " . o
l as
-/ AN
31 - j sarint production la
”
N °
) 1 - . &
2 Sep??  MmSE  Sepos  Mmes  Spg9  Mw0D  Sopd0  Mw0l  Sepdl

SepST RandB May-08 Sop0% Jan-99 Muy-99 Sep-99 Jun-00 May 00 Sep00 Jan-0F May-0 Scplid

20.  Leading and coincident indicators suggest that short-term growth prospects for
2002 remain broadly positive although growth is expected to be fower. As a result of the
real appreciation, the real exchange rate contributed negatively to growth in 2001 and is
expected to continue to do so. Higher oil ' :

prices contributed positively to growth in the Leading and Coincident Indicators

ﬁl’St thl'ec quaﬂEI'S Df 2001’ bllt price decﬁnes {(Qualitative assessment, '+" pro growth, "-" against growth)

in the forth quarter had a negative impact, _ _ 2000 2002V
which is expected to continue in 2002. The sl proguction T
recently announced industrial production Purchasing Manager's Index + +
growth of 5.1 percent for the first ten months Rol‘_’f‘ ?Zfez““e Exchange Rate ;

of the year (year-on-year) confirms the T

‘positive output developments in late 2001. In

addition, high growth in the remaining basic sectors (6.4 percent year-on-year in Q3)
suggests that GDP growth has a broader base. The PMI is also indicative of continued
growth, although data for November and December show a decline in growth.

'° The Purchasing Manager’s Index is published by Moscow Narodny Bank,
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Box 3. Coincident and Leading Indicators

Main methods
The two most coromonly used methodologies to construct coincident and leading indicators are the

NBER-Department of Commerce approach (NBER) and Stock and Watson (1989) approach (SW). Both
methods construct a composite indicator but differ in their strategy of selecting the indicators.

The NBER. approach is based on a scoring system. The system requires that the time series have the
following characteristics: economic significance, statistical adequacy, conformity to historical business
cycles, smoothness, and currency. These characteristics are then arbitrarily weighted by assigning each
characteristic a maximum possible score. Thereafler, a particular indicator is evaluated given how
closely it follows each characteristic and an average score is then attached to it. The choice of indicators
is based both on the average score and economic judgment.

In the SW approach, time series analysis and econometric techniques (Granger Causality, regression
analysis) are used in the selection process. The weights of the indicators are determined using
econometric methods. As in the NBER approach, composite indicators are constructed using weighted
averages of the selected variables. However, in contrast to the NBER approach, the weights are
estimated in the SW approach.

As mentioned earlier, data problems do not allow using the above methods for all potential candidates
for leading and coincident indicators. Since industrial production data are the most reliable and have the
longest sample, we apply the SW approach to the industrial production index only.

Industrial production as an indicator

DLog(GDF)=0.45 DLog(IP)+0.32 1.6+ 0.6 Log(/P(-1) }— Log{GDP(-1
o ) (0:06) og({F) (9.1%[(0.5) {0.6) Og( ( )) g( ( }))

Adjusted R*=0.75, Standard error = 0.01, Durbin-Watson = 2.3

Unit root tests showed that both series are integrated of order one and Engle-Granger tests confirmed a
co-integration relationship between the two variables. In addition to this we have evaluated the
predictive performance of the estimated equation using “sign statistics” (the ratio of correctly forecasted
growth rates to total number of forecasts).

The above equation was used to produce one

period ahead forecasts of seasonally adjusted s Industrial Production and GDP
quarterly GDP growth. Actual GDP growth a0 _ ) ‘
and the forecast together with + one standard A ; 4

error bands (with a probability of 68 percent
growth will be within the bands) are shown 0
in the graph. The “sign statistic™ is 0.8, 00
meaning that in 80 percent of the cases the

=20
equation correctly predicts the sign of
quarterly GDP growth. The standard error r
implies that the estimates vary within €0
2 percentage points, For example, a %0
2 percent estimate of quarterty GDP growth
means that with 68 percent probablhty GDP JurB4  MarSS  DecSS  SepS6  Jun®7  MarSE  Deed SepSd  Iml0 Masdl

growth will be between 1 and 3 percent.
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IMPORT DEMAND FUNCTION FOR RUSSIA
A. Specification and Estimation Methodology

We begin with a prior specification of the import demand function of the following form:
m= f(3,2,€) | | 1)

where m is a logarithm of the real imports, y is a logarithm of the real GDP, z is a logarithm of
the real exchange rate (positive change implies real depreciation) and ¢ is a random term. In the
above specification an increase in real GDP has a positive impact on imports while an increase in
the real exchange rate has a negative impact.

Next, we apply the Engle-Granger methodology to test if our prior is consistent with the data and
estimate the specified import demand function in an error correction form.

B. Estimation Results

We present here the estimation results for the import demand in Russia in its error-correction
form. Standard errors are given in parentheses. Detailed estimation results are given in the
technical appendix. '

Am, = 96%4? August98Dummy + :()’d % Ay, + 0.45{ 048y, 051z, —m_, ) (2)

(012) (0.07) (0.15)

In order to take account of the August 1998 crisis we include a dummy variable. The coefficient
before the term in the brackets is the speed of adjustment coefficient. The inverse of this
coefficient determines how many quarters it takes for 65 percent of the deviation from the long-
term equilibrium to be eliminated. In this case we need slightly more than two quarters. The
coefficients in the brackets form the co-integrating vector for the import demand function (the
coefficient for imports is normalized to one). The short-term impott elasticity with respect to the
real GDP is 3.82 and the long-term elasticity is 0.48. The long-term import elasticity with respect
to the real exchange rate is -0.51.

C. Impuise Response Functions and Variance Decomposition®’

In Figure 1 we present the impulse response function from the VAR representation. We use the
Cholesky decomposition in order to recover the structural VAR from the reduced form estimated
with Ordinary Least Squares (OLS). In order to estimate the structural residuals we use the
following restrictions. First, we assume that real GDP is affected contemporaneously by real

! The impulse response function and the variance decomposition results presented in Figures 1 and 2 are based on
the estimated VAR model.
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imports and the real exchange rate; second we suppose that the real exchange rate is affected
contemporaneously by real imports; and third we order real imports last implying that they are
affected only in the second round from the other two variables.

On the horizontal axis we plot the time unit in quarters. On the vertical axis we show the impact
-of a shock of one standard deviation of the residuals of the corresponding equation in the VAR
system. For example, the first column shows the response of real imports, real GDP and the real
exchange rate to a shock in the equation for real imports. The full effect of the shocks disappears
in approximately one and a half year. The other two columns represent the reaction of the three
variables to shocks in real GDP and the real exchange rate.

Figure 1. Impulse Response Functions
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APPENDIX I

The results in Figure 2 show that real GDP and the real exchange rate explain a substantial
amount of the variation in the import demand in Russia with real GDP accounting for almost
50 percent and the real exchange rate for 25 percent of the variation.
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Figure 2. Variance Decompaosition
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II. MoNEY DEManD

1. During 2000 and early 2041, ruble broad money grew at a rapid pace as large
foreign exchange inflows from the balance of payments were only partially sterilized.
Despite the rapid money growth, inflation remained at moderate levels during most of this
period due to a strong increase in money demand and higher capital outflows. However there
have been periods during which the growth in ruble broad money exceeded that of money
demand-—as in late 2000, for example—resulting in inflationary pressures. An accurate
assessment of money demand will, thus, be critical in determining the appropriate stance of

- monetary policy in the immediate future.

-2, This paper examines the extent to which empirical models of money demand can
explain the observed increase in ruble broad money. Given the short time period available
and the large shocks that bave occurred—the August 1998 crisis that included an involuntary
change of the exchange regime and a banking crisis, large swings in terms of trade, uneven
pace of structural reform, Y2K uncertainties—it is difficult to place too much confidence in
an empirically determined money demand equation. Thus the approach taken here is to focus
on a number of alternative specifications that have both solid economic foundations and
provide a reasonable fit to the data. The results of the models are then compared in an
attempt to derive common features across the alternative specifications and indicative ranges -
for the key parameters of the money demand function. Selection between the models is left to
future work as more data become available and the out-of-sample predictive performance of
the models can be tested more rigorously. The models are estimated using the error
correction framework in order to identify both the long-term equilibrium parameters of the
money demand function and the short-term adjustment dynamics.

3. The main conclusions are as follows:

. When the estimation was based on data seasonally adjusted over the estimation
period, it was possible to estimate three alternative statistically significant
specifications of money demand function for Russia on the basis of data for the
period June 1995-March 2001. In the first specification-—which excludes measures
of the return on foreign assets—the long run money demand is positively affected by
the level of real output and inversely to the inflation rate, the refinancing and deposit
interest rates, and barter. The elasticity of real output (close to unity) and inflation are
consistent with the findings in other countries. The second specification—including
an additional variable, the depreciation of the exchange rate, as a proxy for the return
on U.S. dollar cash—also yielded intuitively appealing results but the output
coefficient was significantly lower, possibly due to problems of multi-collinearity. In

! Prepared by Angana Banerji (EU2).
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the third specification, the exchange rate level, added as a proxy for convertibility
risk, turned out to be a significant explanatory variable for money demand.

. The results of these estimations—especially the long-run relationship—must be
interpreted cautiously since the time series span only 6 years. Moreover the results
appear to depend on the methodology used for calculating seasonal adjustment factors
for the variables used in the regression and time period analysis.

. The models were also estimated with unadjusted data—including monthly dummies
as an alternative means of capturing the seasonality. It was difficult to estimate
economically sensible models of the second and third specification using this method.
However, it was possible to estimate a money demand model using the first
specification, with the elasticities of most variables broadly similar to those
mentioned above.

. In the short run, the growth of money demand depends on the growth of output,
inflation, barter, and the two interest rates as well as the lagged growth rates of real
money. The short-run equation also indicates that it takes about 2—-3 months for a
money demand shock to dissipate and for it to return to its long run path.

e  The estimated money demand function was tested for stability and was found to have -
a structural break in 1998. However, it was difficult to estimate money demand
equations for the sub-periods before and after the August 1998 crisis because the
available time series were too short.

. A comparison of actual and fitted values indicates that the estimated model provides a
reasonable approximation of the actual money demand process over June 1995—
March 2001, However, possibly due to the instability of the estimated coefficients,
the out-of-sample performance of the model is somewhat mixed. Nevertheless,
extending the model beyond March 2001, we find that monetary policy was tight
during the first half of the year but was loosened during the third quarter. However,
these results must be interpreted cautiously as, in addition to the econometric caveats
mentioned above, they depend on developments in real output during this period,
which are somewhat uncertain. '

A. Background

4, Since 1995, there have been major shifts in the monetary policy regime and only
some progress in the development of broader financial markets (Box 1). The exchange
rate band that underpinned the stabilization program was abandoned in August 1998. At that
point, the exchange rate formally floated but it has been managed following the strengthening
of the balance of payments in late 1999. Broad money has increased during much of this
period, strongly since late 1999, but the level of monetization in Russia remains low. At the
same time broader financial markets have developed only gradually—the market for
government securities (GKOs) was active until the crisis but the subsequent default on those
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Box 1. Trends in Monetary and Exchange Rate Policies, July 1995-March 2001

The economic environment under which monetary policy was conducted in Russia has differed significantly over the
peried 1995-2001. Through 1998, the main objective was to keep inflation under control in the face of large fiscal deficits
which were partly financed by large capital inflows as the government borrowed heavily abroad. The challenpes posed by
the need to accommodate large budget deficits was further exacerbaied in 1998 by the weak balance of payments position
due to a deterioration in the terms of trade znd contagion from the Asian crisis. Since the second half of 1999, as the terms
of trade shock reversed and fiscal financing pressures were brought under control, the CBR has had to tackle the isspe of
keeping inflation under coniroi in the face of strong balance of payments inflows, while, at the same time, resisting the
pressures for the ruble to appreciate.

July 1995-July 1997

Measures were taken to stabilize the economy and dampen inflation. Monetary policy was tightened. The exchange rate was
pegged to a crawling band against the U.S. dollar from July 1995 onwards. Key structural changes were instifuted—-a new
law gave the CBR some measure of independence from the government and greater control over monetary policy and
inflation and a local securities market was developed in order to enable the government to borrow domestically and abroad.

August-December 1998

A wide-ranging financial crisis led to the government’s default on its domestic debt obligations. The ruble was devalued and
eventually floated; the sharp depreciation fed quickly into & rapid acceleration in inflation. Ruble denominated government
debt was restructured. Investor confidence was further eroded by an increase in political uncertainty due to the dissolution of
the Kiriyenko government and private capital outflows increased. The crisis pushed many banks into msuolvency as they had
large open foreign exchange positions and were poorly managed. Confidence was rapidly eroded and the payments system
came to a halt. To preserve the payment system, the CBR. injected liquidity into the banking system by reducing reserve
requirements and providing large new credits. Despite this, however, base money declined significantly in real terms
reflecting the sharp decline in output and increased resort to nonmonetary forms of payment.,

Initiai stabilization, January—September 1999 -

Monetary policy was tightened mainly by reducing net credit to the banking system. Inflation fell sharply and the
depreciation of the exchange rate slowed. Stabilization continued to take hold during the second and third quarters

of 1999—ifiscal performance sharply improved following the approval of 2 new package of fiscal measures and a
determined effort to collect revenues; the external environment strengthened as world energy prices increased; and, the real
economy recovered as inflationary pressures cased. Despite the formal adoption of a floating exchange rate, the exchange
rate effectively became one of the CBR’s key monetary policy targets from about mid-1999. The CBR respended to the
strengthened balance of payments by resisting a nominal appreciation of the ruble through increased foreign exchange

market purchases.
Response to the strong balance of payments, September 1999-March 2001

The continuing strength of the balance of payments and the CBR’s reluctance to permit a nominal appreciation of the ruble
have placed increasing pressure on monetary policy. The CBR has continued its policy of resisting a nominal appreciation,
resulting in substantial injections of liquidity into the banking system. The increase in base money has been limited due to a
sharp contraction in NDA stemming from a combination of a strong fiscal surplus at al levels of povernment and an
increase in sterilization activity by the CBR.

Sines mid-January 2000 the CBR has conducted sterilization using market-based instruments. The CBR has avoided further
adjustments to reserve requirements since January 2000, and, instead, has relied on its other liquidity management
instruments. In practice, the only instrument employed by the CBR has been its deposit facility, although substantial
amounts of liquidity have been “absorbed” in the form of substantial excess reserves held by commercial banks in their

correspondent accounts at the CBR.
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securities effectively wiped out the market, which is only just starting to revive. Corporate
debt and equity markets are small, reflecting remaining weaknesses in corporate governance
and the legal environment. Indeed, nonmonetary transactions (barter) were used extensively
during much of the period.

5. Real ruble broad money grew " _ Developments in Real Broad Money o
steadily during 1995-98. Broad money | -
growth was reduced during this period in money G o

support of the exchange rate band, which
enabled a reduction in inflation from an
average of 10 percent amonth in 1994 to -

less than 2 percent a month in 1996. . P Gontity .
Money growth remained subdued until o ' |
September 1998, with seasonally s .
adjusted ruble broad money growing at N e
an average monthly rate of 1.5 percent Y e .
from January 1996 through August 1998. ‘s wr mx owx ion oow rom om wwm bom som Dom o
This compared with 1.3 percent monthly growth for inflation, which implied a gradual
improvement in money demand.

Nomiina) broad “®
money {monthly
growth, S'A:. ths} dan

6. The August 1998 crisis led to a sharp drop in real ruble broad money. The sharp
depreciation of the rubie as the exchange rate band was abandoned produced a steep
acceleration in inflation. Monetary and fiscal policies were tightened, resulting in the
inflationary shock being quickly brought under control and in the stabilization of the newly
floating exchange rate with modest net intervention in the foreign exchange market.
However, real ruble broad money did not start to recover until August 1999.

7. Since August 1999, real ruble broad money has increased rapidly although the
growth temporarily slowed in early 2001. Real ruble broad money increased by 2.1 percent
a month during August 1999-August 2001, as ruble broad money increased by 3.7 percent a
month while inflation remained at about 1.5 percent a month. Following a sharp increase in
broad money at end 2000 as a result of an expansionary supplementary budget, broad money
growth slowed during the first quarter of 2001 before accelerating again.

8. Movements in velocity reveal a ) ] , )
P . . Rassia: Seasonzlly Adjusted Velocity and Inflation

similar pattern, Since 1995, velocity N

declined gradually as monetary policy was o Hintatin (seasonaty adjsted; Fo) "

tightened and inflation was sharply reduced. - \/\ Veboeiy seasona ; )
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control, it was not until 2000 that velocity \'\,\/‘/V Vo
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stabilization took hold with a pick-up in growth and a decline in barter.

9. Russia’s financial markets Iuterest Rates and Inflation
remain relatively underdeveloped,
resulting in a low level of financial
intermediation, thin capital markets,
and negative real interest rates. While
the payments system works fairly
smoothly, with some exceptions during
the 1998 crisis, the banking system has
been slow to develop and remains small
both in absolute terms and in relation to
other advanced transition countries e
{Chapter III). Interest rates have declined — ‘en ww s s wn am om an wn nmm mew ww e
steadily since their peak in 1995 but have been negative in real terms for much of the period.
Indeed the absence of financial assets is one factor underlying the substantial capital flight
recorded during this period.

o, CPI{I2-month
% growth, 8A)

''''''''

10.  An additional feature of Share of Barter in Tndustrial Sales
Russian financial markets is the role
played by barter, or non-cash, w
transactions. The absence of hard
budget constraints on enterprises and
government combined with legal
uncertainties regarding coniract
enforcement and bankruptcy led to an .
extensive use of money substitutes early

in the transition.” The use of barter :
increased as macroeconomic policies

were tightened in 1995-96 and then i Mn wn R n n mm e es m e e e
increased further in the run up to the crisis. Its use declined sharply in the post-crisis period
following the halting of noncash operations (receipts and payments) by the federal
government in late 1998, improved liquidity situation in the economy following the real
exchange rate depreciation and improvement in international energy prices, and the gradual
impact of ongoing structural reform. While some theoretical studies have included barter as a
determinant of money demand, the empirical literature—which has focused largety on

EL

? Detailed discussion of the role of barter in Russia can be found in Commander, Do]inskaya., and Mumssen
(2000). _

? Barter is measured here as the share of non-cash payments in total receipts of the industrial sector. While it is
difficult to gauge the appropriateness of these trends for the use of barter in the economy as a whole, the sharp

post-crisis decline is also seen in both government operations and in cash coliection rates reported by the major
natural monopolies {notably Gazprom, UES, and the railways).
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developed countries—has mostly ignored its existence (Marvasti and Smyth (1999) is one
exception).

B. Modcling Money Demand in Russia

11.  Empirical modeling of money demand typically begins from a general
specification for the fong run demand for money:

mp = f(y:rx),

where, mp is the demand for real money, y is a scale variable measuring the level of
economic activity, » is one or more variables capturing the opportunity cost of holding
money, and x is one or more variables {including dummies) that are to be included in the
model. Such specifications are consistent with a range of underlying monetary theories
(Sriram (1999a)).

12.  The alternative specifications examined differ through the choice of opportunity
cost variables. One specification is essentially a closed economy model in which the
opportunity cost variables are limited to those on ruble assets. The second model is an open
economy model in which the opportunity cost variables also include the rate of return on
foreign assets as measured by the depreciation of the exchange rate. The third mode! includes
the level of the exchange rate as an explanatory variable for reasons discussed below.

13, Money balances are measured as Ruble M2, defined as ruble currency in
circulation plus ruble deposits held by households and enterprises. Foreign currency deposits
were excluded from the definition of broad money, in part due to the lack of data on foreign
currency cash holdings of the population which are suspected to be significant.

14, Nominal GDP deflated by the CPI is employed as the scale variable. The monthly
nominal GDP series is constructed from published quarterly data using monthly indices of
retail sales, industrial production, agricultural production, and construction. Korhonen (1998)
and Pesoran and Korhonen (1999) used industrial production rather than GDP as the scale
variable but given the large structural shifts occurring in the economy (including an increase
in the share of the service sector), a broader measure—even if it is interpolated—may be a
more reliable indicator of the level of economic activi‘cy.‘1

15.  The appropriate measure of the opportunity cost of helding money in Russia is
difficnlt to determine a priori due to the limited and evolving availability of aliernative
demestic and foreign financial assets during the sample period (Bex 2). There have been
two basic approaches. In either case, variables to measure the return on M2 are included as

* One difficulty in using GDP is that the series has been subject to large revisions with a long time lag. In.
addition, in constructing projections, data on GDP are only available with a lag of several months—the
identification of leading indicators for predicting GDP movements is discussed in Chapter L.
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Box 2: Alternative Financial Assets in Russia

The relative importance of alternative assets to money has varied greatly over the past 10 years. The ratio of their
combined value to ruble broad money has varied from less than 1 to almost 4.' Domestic ruble-denominated
securities have constituted a limited alternative financial asset class to ruble money for several reasons, notably
that markets were created only after 1991, inflation rates were high and variable, and government securities are
concentrated in banks. Not surprisingly, foreign currency-denominated assets have tended to be the main

alternative to holding ruble broad money.

Foreign currency-denominated assets — Despite regnlatory controls on the acquisition of foreign assets, in
practice residents” appetite for such assets has been fairly freely satisfied. An important part of such assets is U.S.
dollar cash. Most estimates — including those of the CBR — indicate that Russian residents currently hold the
equivalent of about $30-40 billion in foreign currency cash (almost all in 1.8, dollars), equivalent to about

75 percent of ruble broad money. Foreign currency deposits held with resident banks are also significant,
accounting for about 39 percent of ruble broad money at end-June 2001. Foreign currency veksels issued by
Russian companies amounted to some 4 percent of ruble broad money at end-June 2001. In addition, while the
holding of accounts by Russian residents with aonresident banks was formally not allowed until July 2001, it is
widely considered that this restriction was not tightly binding. Based on official balance of payments statistics, the
possible accumulation of bank deposits and other financial assets abroad by Russian residents is roughly estimated
to be some 239 percent of rubie broad money during 1994 - June 30, 2001, the bulk of which is accounted for by

the nonbank private sector.
Domestic ruble denominated assets — These comprise the following types of assets.

+ Equities — Since 1999 equities have regained their position as the largest alternative asset class to money
{excluding non-cash foreign currency assets abroad), At end-June 2001 the capitalization of the Russian equity
market was just over US$60 billion (135 percent of ruble broad money), aithough at its pre-crisis peak it exceeded
$150 billior (211 percent of ruble broad money). Banks hold a small proportion of equities, so the nominal stock is
reflective of the role of equities as an alternative financial asset for households and nonfinancial enterprises.

* Government securities — During 1995-97, government securities constituted the largest category of nop-money
financial assets, and the stock of OFZs and GKOs (medium and long-termn government bonds and short-term
treasury bills respectively) outstanding exceeded the value of ruble broad money at end-1997. However, this figure
overstates the role of GKO/OFZs as an alternative asset to money for households and nonfinancial enterprises
since abourt two thirds of the outstanding stock was held by banks. The government securities market has gradually
revived since the August 1998 crisis, but the volume of issuance has remained relatively modest, owing mainly to
the government’s strong fiscal positior in 2000-01, At end-June 2001, the stock of GKOs and OFZs outstanding
was Rub1935 billion (about 15 percent of ruble broad money), with the bulk of securities still held by banks:

+ Cerporate bonds — Domestically issued corporate bonds are a recent phenomenon, with the first issue in June
1999. The market has grown rapidly since then, however; at end-June 2001 there were some Rub51 billion in
bonds cutstanding (about 4 percent of ruble broad money). Banks have increased their holdings of corporate bonds
from virtually nothing at end-2000 to about a fifth of the stock by September 2001. -

* Veksels - Unlike corporate bonds, corporate promissory notes (“veksels”) have a long history in Russia
extending back to the reign of Peter the Great. The market for veksels revived in the 1990s, and on June 30, 2001,
there were an estimated Rubi71 billion in circulation (equivalent to 17 percent of ruble broad money), of which-
Rubs3 billion were foreign-currency-denominated. Banks hold about half of the outstanding stock of veksels.
assets. Including such estimated assets would raise the peak value of alternative assets to about 6 times ruble broad

money.

1/ This excludes the estimated accumulation of non-cash foreign assets referred to in the paragraph on foreign
assets, [ncluding such estimated assets would raise the peak value of alternative assets to about 6 times ruble broad

money.
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well as variables to measure the return on assets outside of the definition of M2. A narrow
(transactions) view of money demand would employ one or more short-term rates—such as
the yields on government securities or commercial paper—that could be considered close
substitutes for money. In broader portfolio choice models, a wide range of returns on
domestic real and financial assets, and foreign assets could be included.

16. A series of opportunity cost variables were employed below:

o Deposit interest rate. Measures the rate of retum on ruble time deposits. Since early
1998, these have accounted for around 40 percent of ruble broad money. About
85 percent of household ruble deposits are at Sberbank, so that developments in
household deposit rates are driven by Sberbank’s marketing policy (Chapter III).

. CBR refinancing rate. The end of period refinancing rate is considered to be of key
importance to the system of interest rates set by the CBR. Changes in the refinancing
rate influence changes in the CBR’s lending rate to banks and signal to market
participants the direction of changes in inflation and influence the expectations of
economic agents and interest rates in the economy. Thus it captures interest rates on
assets outside of M2.

. Inflation rate. Captures the return on real assets.

o Expected depreciation of the ruble/dollar exchange rate. Captures the retirnon
holding cash U.S. dollars, a key asset outside of M2. The actual depreciation was
used as a proxy for the expected rate.

17. Finally, one specification considered below also includes the level of the exchange
rate. While this is not standard, several studies have employed this variable. Sriram (1999b)
argues that in Malaysia under a managed floating regime in which the principal monetary
instrument was interventions in the Treasury bill market, the level of the exchange rate
provides important information on the authorities’ intervention behavior and, therefore,
future interest rates. Black, Christofides, and Mourmouras (2001) include the level of the
exchange rate in 2 model of money demand in Korea on the basis that it serves as a proxy for
convertibility risk followmg a crisis. Both elements could be significant in the case of

Russia.’

* In the empirical work, in addition to the level of the exchange rate, a variable set equal to the distance between
the exchange rate and the upper bound of the peg throngh August 1998 and then set to zero thercafter was
examined. Despite its intuitive appeal as a means of capturing the policy reaction function under the managed
float, the empirical results were difficult to interpret.



C. Estimation Results

18.  The estimation is conducted in a number of steps. First, unit root tests are applied
to all variables of interest to determine the stationarity of the individual variables. As in most
other studies of money demand, real money is found to have a single unit root implying that
it is stationary in first differences. Second, a general autoregressive distributed lag (ARDL)
model is estimated from which the long run relation between the demand for money and its
determinants is derived.® Finally, a more parsimonious error correction formulation is
estimated to provide an explanation of the short term dynamics of money demand and an
estimate of the speed at which money demand converges to its equilibrium.

19.  The estimations were performed using data for June 1995 until September 2001.
Data through end-March 2001 were used for estimation, with the remaining observations
reserved for out-of-sample forecasting. As many of the series exhibit regular seasonal
patterns, it is necessary to take account of the seasonal factors in the estimation. This 1s done
in two ways: first, seasonally adjusted series were estimated using X-11 over the sample

. period; and second, the raw series were used with monthly seasonal dummies included in the
estimation (this s referred to as unadjusted data in the remainder of the text).” The data wete

compiled from a variety of public

sources, as described in Appendix L. Table 1. Test for Unit Root 1/ /
. . . Levels Changes
20.  The stationarity properties of Dekey Pl Aagrestd  Dickey Augmnid
. . . Di ic]
the series were examined using both i o
- H Real broad money -1 -1 ~T0 4.7
Dickey Fuller a‘md Augmen?ed Dickey | dintion iy 27 o 1lges
Fuller tests. With the exception of the Real ousput 3ee 25 -2 RO
v s . . Exchange rate 0.3 0.6 -65.3%¢ «4.§**
exchange rate depreciation (and Inflation  chage in exchange rate 53% B T
H Barter 05 04 Bl -4.77%*
und_er the DICkey-Fuller tes:t)’ the Refinancing interest rare -1.8 -L& -10.4** ~7.G4*
variables were found to be integrated of  Deposicinterest rate -1 09 B4 5w
order one in levels, that is consistent with Seasonally Adjusted Variables
Real broad money -0.9 -4 -5.5%% -4.2%*
Inflation 52" -34 12 %+ =10.5%
Real output -1.6 -1.3 -10.3%¢ =4 g**

1/ Variables arz in Jogarithims.

2/ * indicates rejection of null hypothesis at 5% level, ** at 1% level.

® This approach makes two key assumptions: first, it is simply assumed that there is a single cointegrating
vector and no test is conducted for the presence of more than one such vector—note that the stationarity of the
residuals is {ested to ensure that the estimated vector is in fact a cointegrating vector; second, the single
equation framework assumes that the right hand side variables are weakly exogenous. These assumptions can be
tested in & multivariate setting but, given the limited number of degrees of freedom, the power of such tests is
likely to be limited. Initial Vector autoregressive (VAR) estimations for 1995-2001 for money, prices and
exchange rate, and money, prices and output, did not yield sensible or robust resuits.

A priori, it is difficult to choose between these techniques. Seasonal adjustment was performed using X-11.
The use of seasonally adjusted data may impact the dynamic specification {see Ericsson, Hendry, and Tran
(1994)). However, the alternative approach of including seasonal dummies in the egtimation is not without cost
as it imposes constant seasonal factors (unlike X-11 which permits the factors 10 evolve through time) and uses
up degrees of freedom, thereby reducing the power of test statistics.
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a stationary representation in first differences.

21. A long-run cointegrating relation was estimated on the basis of an ARDL model
linking real ruble broad money and its determinants. The ARDL model was initially
specified with 6 lags and simplified through general to specific modeling techniques to
eventually yield the long-run cointegrating relationship. The basic formulation is as follows:

mp, ;a+ﬁApt +yy +8 id +nir,+80 er, + p barter, +¢,

where, mp stands for real

Table 2. Long-Run Cointegrating Relationship 1/
ruble broad money, Ap § Brating i

denotes inﬂation, y real Output nflation Barter Reﬁnancingkma Deposit Rate
Output I‘d the depGSit 1 0.84* 0.15 -1.43* 0.5 -0.07 0.09 -0 1o .03 o.07* 04
. ? . hij 0.4% 02 -1.93* 0.7 -0.3* 01 -.3% 0.06 8.14* 0.04
interest rate, ir the raie on W 092t 004 144 02 014 00t 004 001
assets outside of M2, er is Exchange Rate _ __ Depreciation Crisis Dummy Constant RMSE 2/
the exchange rate variable 1 009* 004 13+ 04 0.03

. ; . i 3 03 03% 013 2447 06 0.05
and ¢ is a white noise error H  -001* 001 094 003 0.02

term. The long run : - ... -
. e . 1/ Seasonally adjusted data. * implies coefficients significant at 5% [evel. Standard errors in ght colunmn,
elasticities could be 2/ Root Mean Squase Exror for dynamic focecasts.

expected to have the
following signs; B < 0,y 2 0,6 > 0,m < 0, and p < 0. In addition, to the extent that an

increase in the level of the exchange rate causes agents to reduce their ruble holdings, 8 < 0.
All variabies are expressed as a logarithm.

22.  Estimates for each of the models on the basis of seasonally adjusted data have
the anticipated signs (with the pessible exception of the cnsm dummy) and there is
relatively little variation in the estimates of key parameters. ® Models I and II1 provide
very similar estimates, although Model II in which the exchange rate depreciation is included
produces a very low estimate for the output elasticity and higher estimate for the elasticity
with respect to inflation. One possible explanation is that the problems of multi-collinearity
become more acute in Model II due to the close correlation between exchange rate
depreciation and inflation (see Table 5 in Appendix I). However, these results depend
critically on the seasonal adjustment factors used to deflate the raw data. When the data on
inflation were deflated using seasonal adjustment factors that were calculated excluding

1998, the results differed significantly.

® The crisis dummy is specified as equal to { in August and September 1998 and zero elsewhere. In subsequent
work, separate dummies for these months were included to avoid the impiied constraint that the coefficients in

August and September were equal.
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23.  Since the results depend so critically on the seasonal factors used, the aliernative
specifications were also estimated using the raw data and monthly seasonal dummies.’

24.  Estimations using non-seasonally adjusted data yielded sensible results for only

the closed economy model. The estimations of the second and third specification generated

counterintuitive results with respect to output, barter and the interest rate variables, possibly

due to the problems of multi-collinearity. The key difference between the two estimations of
the closed economy specification lies in the inflation coefficient.

Fable 3. Lang-Run Cointegrating Relation 1/

Constant  Inflation  Output ~ Barter  Deposit  Refinancing Dummies
rate rate

Aug-98  Sep-08

Coefficient 1.36* -3.03* 0.9¢* 0.1* 0.04* 0,18 0.14" 1.01*
Standard Error [0.09} [0.33] [0.05] [0.62] [.01] [0.01) [0.04] [6.13]

Dummnies

Jul-98 St 52 83 57 58 53 Si0

Coefficient 02* 0.02* 0.02* 0.06* D.1* 0.035* 0.2* 0.1*
Standard Ervor [0.04] [0.013 [0.01] fo.01] [0.01] [C.01] [0.02] [0.01]

1/ * denotes significant at 5 percent level.

25. The key parameter estimates in Table 3 are consistent with the theoretical
literature and of similar orders of magnitudes to those found in other emerging
markets. The output coefficients are close to 1, consistent with the quantity theory of
money—the point estimates are below one, the difference is not statistically significant.
While most studies find elasticities on the scale variable slightly in excess of one, the
estimates are frequently not significantly different from one.'® The elasticity with respect to
inflation is high, which is consistent with an economy in which the availability of financial
assets outside of broad money is limited so that economic agents have significant holdings of
real assets.’!

® The seasonal dummies are denoted as follows: S (June), S1 (July), S2 {August), 83 (September), 56
(December), §7 (January), S8 (February), S2 (March}, S10 {April).

* In similar empirical techniques: Sriram (1998b) estimates 1.13 in a closed economy model and 1.0358 inan
open economy model of Malaysia; Ericsson and Sharma (1998) estimate an elasticity of 1.22 for Greece;
Nachega (2001) estimates 1.1 for Camercon; and Egoumé-Bossogo(2001) finds 0.8 for Guyana. '

' Sriram (1999b) finds an mflation elasticity of 4.9 in Malaysia, Arize (1994) finds 9.15 in Korea.
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26.  The model suggests that the strong growth in  Table 4. Contribution to fhal Ruble Broad
real ruble broad money since August 1999 was Money Growth (Aug '99-Sep "01) 1/
driven largely by the pick-up of real output, the

decline in barter, and the decline in the real Grovwts 2/ :;:;:f?fﬁ

refinancing rate. While the decline in inflation also money
contributed to increasing the demand for money, its Real money 0.5

effect was relatively small since inflation had already Contribution
been substantially reduced by then. At the same time, et output byl >
the decline in real deposit rates contributed negatively Real refinancing rate 0.14 27
to the growth of money demand during this period. Rea deposit e o ”

1/ Based on long-run modsl.
2/ Difference between values in Aug 99 and Sep ‘01,

27.  The coefficients on the crisis dummies are Hiterence herwect
Variables in logarithims.

consistently positive implying that money demand

was higher than would have otherwise been expected during this period. This contradicts
prior assumptions of a sudden flight from the ruble at the time of the crisis. One explanation
is that during the crisis, especially in the period immediately after the crisis, money balances
were held involuntarily. Disruptions to the payment system and administrative delays
introduced by some banks on the making of deposit withdrawals prevented M2 from

declining."

28.  The short-run dynamics of the models were examined by estimating an error
correction model. The initial specification was estimated with 6 lags on all variables and
subsequently simplified using a general to specific modeling strategy. The basic equation for
Model I was:

6 6 5 3
Amp =C+ Z‘”U Amps +Z,u2_,- AAp,_.j+_Z;.:3, Alreal output )y + Z”“f Ali—ref)y +
=1 J=l 1 1

5
+ Z H5p Adeposit rate); + ¢ (mp — mp);_| + crisis dummies + seasonal dummies + ¢,

j=0

where A stands for the first difference of a variable, the subscripts denote lagged values. The
coefficients ), s measure the short run elasticities of money demand. mp stands for the
fitted values of the long-run equation and the error correction term ¢ (mp — mp);_] Imeasures
the deviation from the long-run equilibrium cointegration relationship. ¢ is the feedback
coefficient which measures the speed with which money demand will return to equilibrium.

"2 It is also the case that part of the flight from the ruble had already occurred prior to August. Ruble deposits in
the banking system had been drawn down during the first half of 1998.
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29.  Detailed results of the short-run specifications are shown in Table 7 (Appendix
I). The diagnostic tests reveal no autocorrelation in the estimated residuals and the normality
of the residuals could not be rejected. To check for parameter constancy the model was
reestimated backwards recursively and the results indicate that the estimated coefficients are
not constant over time (Figures 1-3)."? For instance, the graphs of the coefficients of output,
barter and the interest rates over the sample show that the coefficients estimated recursively
for 1996~98 lie outside the confidence interval determined on the basis of a model estimated
using observations during 1998-2001. Due to a lack of sufficient data points, the model
could not be estimated separately for the pre- and post-crisis period; for this reason it was
also difficult to formally test for a structural break in 1998 using a Chow test statistic.

30.  The estimated feedback coefficients imply a rapid rate of adjustment to
monetary shocks. The estimated coefficient on the error correction term is negative,
consistent with the presence of a long-run equilibrium relation among the variables of the
money demand function. The coefficient of 0.4 implies that some 40 percent of the
disequilibrium is corrected in the subsequent month.

31. Within sample static (one-step ahead) and dynamic forecasts suggest that the
models provide a reasonable approximation of the actual money demand process
during 1995-2001 (Figures 4-5). In the static forecasts shown below, the forecasted value
of real ruble money balances in any period t is calculated as mp, = mp,_, + Amp, , where

A%;, is based on the estimated error correction model. In the dynamic forecasts, the
forecasted value of real ruble money balances in any period t is calculated as

'r —————
mp, =mp, + Z Amp , , i.e., estimation errors get cumulated over time. In particular, the
1

dynamic forecasts for end-2000 shows that the sharp pick-up in ruble broad money during
this period was much larger than the estimated growth in money demand during this period,
generating a monetary overhang which subsequently led to inflationary pressures during

early 2001.

13 Forward recursive estimations could not be done as there were not enough observations to allow us to check
for a structural break in 1998, '
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Figure 3. Recursive estimation (backward)
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Figure 4. Ruble Broad Money (Rub bn): Actuals and Fitted Values
within sample 1/
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I/ Estimation period is July 1996-March 2001. Dynamic forecasts based on June 1995,

Figure 5. Ruble Broad Money (Rub bn): Actuals and Fitted Values for
1200 2000 1/
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1/ Graph plotted for Aprii 2000-January 2001, Dynamic forecast rebased to May 2000,
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32.  The out-of-sample forecast Figure 6. Rube Sroad Mocey (Rab bl Acvualvernss Fitid 1
provides a broadly censistent picture of
the stance of monetary policy during
April-September 2001, aithough this is
subject to errors of roughly 2.5 percent a
month (Figure 6). The dynamic forecast
would indicate that monetary policy during
the first half of the year has been tight as -
ruble broad money has remained below the .
projected money demand. The absence of 4w
monetary overhang is also reflected in the ol _ —
fact that inflationary pressures have been ot
subdued during the third quarter of the year. '
While the growth of ruble broad money appears to have outpaced the increase in money
demand since July, these conclusions depend to a large extent on the growth of real output

during this period and there is some uncertainty in this regard.

Mal
Ml
1oy
0l
=0

33.  The results of the above analysis should be treated with some caution. Such an
exercise is useful to the extent it enables us to determine the most important factors that
affect money demand, and the relative importance of the various determinants. However, the
estimated elasticities must be used cautiously, as it is difficult to interpret them as true long-
run elasticities given the short time series available for our estimation. Moreover, the money
demand function is likely to continue to change in line with structural changes in the Russian

economy.
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~-33- APPENDIX I

DATA APPENDIX

The estimation was based on 72 monthly observations from June 1995 until

March 2001. The data was collected from the following sources: International Financial
Statistics (ruble broad money, exchange rate, deposit rates and refinancing rates); Russian
Economic Barometer (barter); and the Economic Expert Group and Goskomstat (nominal
GDP and CPI). .

Nominal Money The monetary aggregate~—ruble broad money—is defined as
currency in circulation plus various ruble deposits held by the public and is reported
as the value at the end of the month.

Real GDP The monthly series was calculated by deflating monthly nominal GDP by
the CPIL. The monthly nominal GDP series on the other hand was calibrated on the
basis of the time series of indices on retail sales, industrial production, agricultural
production, and construction.

CPI The monthly CPI series (1993 = 100) was used.

Exchange rate. The official end of period ruble-U.S. dollar exchange rate defined as
the CBR rate based on the Moscow Interbank Currency Exchange (MICEX) rate.

Refinancing rate. The CBR’s lending rate to banks is influenced by changes in the
refinancing rate. End of period rate used for regressions.

Depesit rate. Defined as the prevailing rate for one-month time deposits in
denominations of more than Rub300,000. Beginning in January 1997, this refers to
the weighted average rate offered by commercial banks on time deposits of

* households in national currency with remaining maturity of up o one year. The rate is

weighted by deposit amounts.

Barter This variable is defined as the share of non-cash payments in total receipts of
the industrial sector.
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Table 5. Correlation Matrix

Depreciation Exchange Rate  Barter Inflation  Output  Denosit Rate  Refinance Rate
Depreciation 1.00 0.10 0.29 0.86 -0.42 0.05 0.03
Exchange Rate 0.10 1.00 -0.26 0.08 -0.46 -0.73 -0.45
Barter 0.29 -0.26 1.00 0.07 -0.50 0.14 -0.05
Inflation 0.86 0.08 0.07 1.00 -0.39 0.2} 0.24
Output .42 -0.46 -0.50 -0.39 1.00 0.06 -0.05
Deposit Rate 0.05 -0.73 0.14 0.21 0.06 1.00 0.83
Refinance Rate 0.03 -0.45 -0.05 0.24 -0.03 0.82 1.80
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Table 6. Coefficients of Error Correction Model 1/

Variables Lags Coefficient S.E. Variables Lags Coefficient S.E.

Real Money 2 0.37*% 0.06  Deposit rate _4 -0.04* 0.01

3 -0.34% 0.06 6 0.04* 0.01

Qutput 9 0.27* 0.03  Refinancing rate ! 0.03* - 0.01

i -0.16* 0.03 2 0.03* 0.01

2 -0.19* 0.04 _3 0.1* 0.02

5 -0.13%* 0.02 DummyAug9$ -0.14% 0.03

Inflation _0 -0.44* 0.05 Seasonal Dummy 0 -0.04* 0.01

1 -0.6* 0.06 1 -0.03* 0.01

_2 -0.44% 0.06 _6 -0.08* 0.01

_5 0.11* 0.04 Error Correction Term -0.36% 0.63

Barter 2 0.08* - 0.03 Constant 0.03* 0.003
3 0.15% 0.03

1/ Variables are nof seasonally adjusted. They are expressed in logarithims and in first differences. *

indicates significant at § percent level.

L



Tabte 7. Coefficlents of Error Correctlon Equatien 1/

Medel 1 : RMSE = 0,0129 {seatic) and 0.0116 {dynamic); SC = .8.33 1/

Real Maney Inflation Cutput Barter Error correction term
Lags 2 3 _6 0 il 2 R 2 _4 ]
Cosfficients  § |6* G.i6* LA -b.66* -0.44* «0.22% 011+ G.05* -D.or* -0.06* -0, 13

Model 2 : RMSE = 0,019 (static) and 0.020% {dynamic); SC=-8.18 1/

Real Money Infiation Qutput Refinancing Rate Error correction term Depreciation
Lags 2 4 _5 Y _1 3 K] _0 _5 _b 3
Coefficients  29% 220 - 15% -79# ~46* 33 -.18* Ae# g7 -Ddx ~ 05 - 13%

Meodel 3 : RMSE = 0.816 (static) and 0,021 {dynamic); $C = 832 2/

Real Money It flation Cutpuet . Barter Error cotrection ferm
Lags _2? 3 _0 1 _3 _4 _3 0 4 _3
Coefficients  22% 25+ -0.62% - 3L .25% 0.18= o.11* 012+ -0.05* KR -.16¢

1/ Al varisbles in first diffevences and in logarithires. Data seasonally adjusted.
2/ RMSE = Root Mean Square Error; 8C = Schwarlz Information Criteria.
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L. SELECTED ISSUES IN BANKING SECTOR REFORM'

1. The August 1998 crisis led to severe pressures on the banking system and
disrupted the payment system. A large part of the banking system became technically
insolvent as a significant portion of bank assets were short-lerm treasury bills (GKOs), on
which the government defaulted. In addition, the large exchange rate depreciation led to
iosses on banks” short positions in foreign exchange and default rates on other assets (like
loans) increased. Interbank transactions came to a halt due to concerns about counterparty
risk, thereby paralyzing the payments system. Through a combination of measures
comprising liquidity support—reductions in reserve requirements and special rehabilitation
credits to banks with restructuring plans—and the transfer of deposits from a number of
insolvent institutions to Sberbank, a run on the banking system was avoided without resort to

an extension of a blanket deposit guarantee.

2. The recent strength of the economy has led to some improvement in bank
balance sheets, but the lack of fundamental reform continues to inhibit the emergence
of an efficient banking system. The strength of the post-crisis economic recovery, coupled
with the improvement in secondary market prices for government debt, has improved the
liquidity and solvency of many banks. Indeed, the sector is being recapitalized, albeit at a
slow pace. However, the restructuring has been drawn out and, despite significant progress,
the legislative framework is still not fully in place. Moreover, the small size of the banking
system, its concentration into a few state banks, and the difficulty of assessing the financial
position of banks (using Russian Accounting Standards (RAS)) all point to the need for
fundamental reform of the financial system.

3. Banking reform in Russia has received fresh impetus recently. In February 2001,
the CBR formulated and made public a draft strategy paper for developing the banking
system. A revised version of this paper—incorporating comments from a range of
govermment agencies, bankers’ groups, and the IMF and World Bank-—formed the basis of a
joint government-CBR strategy paper approved in December 2001.

4. This paper presents an illustrative assessment of the vulnerability of the banking
sector to shocks and focuses on three areas of reform critical for fostering competition
in an environment dominated by state banks. These reforms address the interrelated role
of state banks, deposit insurance, and consolidation, and are only part of a broad range of
reforms needed to put the Russian banking system on a sound footing. The reforms needed to
improve the environment for the efficient operation of the banking sector—for instance,
improved banking supervision, corporate governance, and legal and regulatory reform—are

L Prepared by Angana Banerji (EU2), Julia Majaha-Jartby, and Gabriel Sensenbremmer (both MAE), in
coflaboration with World Bank staff.
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well specified in the authorities’ strategy paper. The authorities intend to formulate specific
measures and detailed action plans in each of these areas over time.

A. The Russian Banking System

5. Russia has a two-tier banking system with the CBR responsible for supervision
over commercial banks. However, the CBR maintains a number of foreign subsidiaries and
has controlling stakes in two large domestic banks (Sberbank and Vneshtorgbank (VIB)),
thereby blurring the distinction between tiers.

6. The Russian banking system is ot Namberof Operatiop Banks
characterized by a large number of -
banks.? Asin many countries in fransition,
in the early years of transition, the number
of operating banks increased sharply, 0
reaching 2,457 in 1994, as a result of lax
criteria for licensing banks. The number of
operating banks has been significantly P
reduced since then principally because of
stricter criteria for the issue of licenses since
1995 and the removal of licenses from credit - Bl ) ;

institutions with financial difficulties. There  qovwenr 7 ™ ™ o o momom
have been few mergers and acquisitions Table 1. Process of Consolidation

within the Russian banking system in the
past decade. While initially mergers took _

place as larger banks undertook regional i:::q;;s 71 216 275 329 227 §27 33 12 1290
expansion through mergers with smaller =~ Megersand A
regional banks,” during the second half of 10 00 85 26 12 9 & 17 20 2667
2000, mergers were announced between
pnvately owned Moscow banks with a
view to increasing efficiency and cutting costs. However, consohdatlon has been slow
possibly because the lack of transparency of balance sheets and ownership structures has
acted a deterrent (Interfax report (2000)). As a result, a large number of banks—more than
1,300 at end-September 2001—continue to operate, straining supervisory capacity.

2500

i50¢ »

1988-1994 1995 1996 1997 1998 199% 2000 2001 TOTAL

1 3 43

Source: [nterfax,

? The only country with more commercial banks than Russia is the U.S., which has some 9,000 banks.
However, it is difficuit to draw parallels between the banking systems of these two couniries given the vast
differences in the level of sophistication of the two systems, especially in supervisory capacity,

3 Interfax report (2000). One possible explanation for these mergers is that larger banks sought to access a stable
and relatively cheap source of resources.



-40 -

7. Despite the large number of banks, Total Assets at End-2000 (In percent of GDP)
the Russian banking sector is small by
international standards and has remained R
relatively stagnant. Total assets of the
banking sector amounted to only 32 percent
of GDP at end-2000, well below the levels in

other middie-income transition and emerging ' i
market economies. Banking sector assets, * ey
which were increasing sharply as a ratio to i Vesios

GDP before the 1998 crisis, have been on a . I

downward trend since then. In the aftermath Souts teational Pl St

of the crisis, the decline in assets (relative to
GDP) was due to a sharp decline in bank "

Husgary Latvix

z

Decomposition of Banking Sector Assets (In percent of GDP)

lending to the private sector, as well as bank i v

» ] (fis)
holdings of government securities. The : TOTAL As5ETS *b‘<

. . ® T T ~Claiee on Geeamoent
decline in the latter has accelerated recently N
and has only been partially compensated bya  * ; ' pmm..m;‘
growth in private sector lending. Foreign 6 . 7
assets declined as a result of the real . L
appreciation of the exchange rate. X o
8. Despite some improvements, total " w ok om o
Souree: Intersations] Frmmid Shtictics

deposits in the banking sector—some

16 percent of GDP at end-2000—remain
low by international standards. Bank
deposits began increasing steadily as inflation
was brought down in 1996 until the 1998
crisis. Deposits as a ratio to GDP have
resumed growth since 2000 as the strength of
the economy has ailowed savings to be rebuilt
in the aftermath of the crisis. The increase has
occurred for both household (60 percent
growth in real terms during 1998-2000) and e

‘Total Deposits (In percent of GDF)

enterprise deposits (180 percent real growth % B ® ® % @
during 1998-2000). The recent increase may

also reflect a gradual retumn of confidence in the banking system as macroeconomic stability
takes hold, and as the economy enjoys high real rates of growth for the third successive year.
The increase in banking sector deposits has occurred despite negative real interest rates on
deposits and has been accompanied by a switch from foreign currency to ruble deposits.
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Q. Alﬂlﬂllgh lending to the real Table 2. Indicators of Financial Intermediation (end-2000} 1/
economy has increased steadily since the Currency/  Deposits  Liqud M2 Private
crisis, the banking system’s ability to Depostts liabices -
effectively intermediate savings is, to a {Tu percent of GDP)

- large part, hampered by the lack of s . VR A
transparency in the corporate sector and g::ﬂifévubﬁc _g e ;j ;; ;;
by obstacles to the enforcement of creditor ..., 19 19 19 18 %
rights. Intermediation in the Russian banking R o 2 g n
system remains low by international Larvia " 20 w18 18
standards, although at a level appropriate for i o J Loonon
the stage of development of the banking Russia 37 16 2 12 1

Ukrainc 80 9 11 11 9

sector.” Lending is hampered by the lack of
transparency and poor corporate governance - Source: inemational Financial Statistios

in the real sector, which impedes proper rigk 1 s stebetelly.

assessment, a lack of adequate financial instruments with which to diversify risk, and
absence of mortgage Iending, and weak legislative protection of creditor and lender rights.
Nevertheless, as the supply of government securities has declined after the crisis because of
an improved fiscal performance, bank lending to the private sector—which fell after the
crisis—has revived, growing at an annual rate of 37 percent in real terms in 2001. The
growth in lending has been strongest in Sberbank and VTB; however private banks have also
increased lending to the private sector. At end-Seplember 2001, net lending to the private
sector was concentrated in the top 50 banks by asset size, with Sberbank accounting for

24 percent of the net lending to the private sector and 29 percent of all credit to the corporate

sector.

10.  Except at the one-bank level, the Russian banking system is not high!y
concentrated.’ Ninety percent of banking sector assets are concentrated in the top 200
banks, with Sberbank alone accounting for 25 percent of total assets, The vast majority of

4 A recent study of intermediation by the banking sector in transition economies during 1994-99 concludes the
following: while the ratio of private sector credit to GDP in Russia in 1999 was low, its performance was
broadly in line with those of other transition economies when comparing country’s performance relative to an
estimated benchmark for a market economy at a comparable level of development (the “market economy
benchmark™). The latter varies from country to country and is estimated by a nonlinear regression of the ratio of
bank credit to the private sector to GDP on per capita GNP for a sample of 123 developing and industrialized
market economies {see Table 2, Fries and Taci (June, 2001)).

* Measured as bank assets divided by total assets of banking system. For Russia, the ratios are calculated for
end-1999.
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Russian banks are very small and many of the smaller banks operate as finance companies.®’

Excluding Sberbank, the Russian banking sector is not very highly concentrated relative to
transition economies or other large-sized countries. The latter typically have few large-sized
banks-—as evident from the figures below—while the share of banking sector assets
concentrated in the largest bank is higher in Russia than in most other comparable countries,
the share of assets concentrated in the second—fifth largest banks is a lot smaller.

One Bank Cancentration Rafios Concentration Ratio for Second to Fifth Largest Banks

| Latvia L cansta
I |Hlmgm’ L Cacch
{ | Russia I -
[ Joaeet vep L T
L R L | sustata
[ o O p—

China [ o | o
{ |A\mlj | Jmm
e Polmxl [ | Bt
| Az e Usa
- I= T e

e . A —
* oz BankSasre. Sterbvric AsmnlRepor, s rematicral FiancialSivisties ® B0 e Bk Sinpe and Mieniasanat Finmcial Jatigies B @ o
1. The Russian financial sector is dominated by state-owned banks, in particular

Sberbank. Federal and regional authorities hold equity in an estimated 881 banks. Of these,
the state (including regional governments) holds majority stakes in 23 baoks—including
Sberbank and V1B, which are owned by the CBR—which account for a third of the total

assets of the banking system(Goryunaov (2000)). Table 3. Sberbank and VTB (end-March 2001, Rub bn)
The dominance of state-owned banks in the e Do Caal— Troii Branehes
banking system is due in part to the favorable Sherbank 559 386 7 § 1598
treatment accorded these banks. These advantages (Lo A
were not as much of a concern prior to the 1998 (percent of tosal) 7 4 13 Y

Banking system 1/ 2120 719 303 14

crisis as they are now, since at that time Sberbank pe————

operated as a quasi-narrow bank, investing almost 17250 fargest banke

50 percent of its assets in government securities. Moreover, Sberbank played an important
role in helping support some measure of depositor confidence during the turmoil of the 1998
financial crisis. During the crisis, there was a flight of both retail and corporate customers to
the safe haven of state banks, and the CBR encouraged the transfer of private deposits to
Sberbank. Unlike private banks, state banks have benefited from an explicit and uniimited

® The smallest 800 banks have total assets averaging Rub 30 million or roughly $1 million per bank (source:
Interfax).

7 Afier the 1998 crisis, the CBR abolished a regulation that would have required all banks with charter capital
less than €1 million to restructure as non-banking organizations, that allowed such banks to continue to exist but

in a narrower role.



-43 -

guarantee on household deposits, although state banks other than Sberbank do not have a
significant share of household deposits.® In addition to these advantages, state banks have a
substantial role in the payments system and provision of government services that has not

. been opened up to competition.

12. Sberbank accounts for the largest Table 4. Lending to Non-banks (percent of total)
share of banking sector assets and also A M
dominates deposit taking from households. Busincsses | GOVL, seourities
On the asset side, Sberbank already holds
almost 60 percent of government securities E‘;ﬁbmk 36163 32‘3 392
held by the banking system. It is also the Vneshtorgbank 43 46 15.3
largest lender to businesses, increasing its Alfa-bank 3.0 2.6
corporate loan portfolio by 49 percent in Rosbank 26 26
2000, and 54 percent during the first three Bank Moskvy 25 2.5

- quarters of 2001 (Renaissance Capital Source: neeifax
{2002)). Such a sharp increase in corporate
Iending has been possiblc because of Table 5. Interest Rates on Household Deposits in Q1, 2001
Sberbank’s access to stable funding by virtue Deposits
of its dominance of the household ruble Maturity Sberbank Ruz]:mmemial Sb:r::ljfn ?{?ﬁf}iiﬁl
deposit market. Sberbank’s large share of total banks 1/ banks 1/
household deposits—80 percent at end-March ~ Demand 2 15 I !
2001—is due to a number of factors. In 3 onth . oy : py
addition to those mentioned in § 11, Sherbank 6 months 13 15.8 7 72
also benefits from an extensive regional tyear 18 183 10 83

branch network—which aliows unparalieled Source: Commercial banks” data, Interfax.

access to retail d epo sits in re g1 ons of Russia— ;é;g:;i;ted for a sample of nine large retail banks {excluding

and from its large share (60 percent) of the

pension payments system (pensioners account for almost half of all individual deposits in
Russian banks). Its access to a stable source of funds has allowed Sberbank to offer loans of a
longer maturity than other banks. Moreover, large capital base has allowed Sberbank to make

larger loans given the prudential restrictions on banks’ exposure to individual borrowers.

. ® Under the law on banks and banking, the state guarantees household deposits in banks created by the state and
in which the state holds more than 50 percent of voting shares. Banks falling in this category include Sherbank,
VTB, Russian Bank for Regional Development, Russian Development Bank, Roseximbank, and Russian

Finance Corporation.
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Table 6. Deposits in the Banking System

(end-March 2001)
Taotal Deposits Gavernment deposits Enterprise deposits Household Deposits
{In percent of total deposits of banking system)
Sherbank 53.2 Vozrozhdenie 16.9 Surgutneftegazbank 22.5 Sberbank 79.7
Surgutneftegazbank 7.5 Bashkreditbank 15.9 IMB 20.8 Gazprombank 1.3
iIMB 7.0 SBS-Agro 13.8 Roshank 7.4 Alfa-bank 1.3
Rosbank 3.4 Sberbank 7.1 Sberbank - 5.3 SBS-Agro 1.1
Source: Interfax
. ' . . Sberbank’s Share of Total Individual Depogits
13.  The existence of a guarantee on its o

deposits has allowed Sberbank te dominate the "
market for retail deposits. Since the beginning of
transition, the share of total househeld deposits held

in Sberbank declined steadily as other banks were »
able to attract a share of the market for retail "
deposits. However, this was reversed after 1994,
primarily because of the introduction of an explicit

guarantee on deposits held in state banks, and are- o T v T s 7 s
evaluation of risk following the collapse of several R EREEEER R R R R R R

Soume: Avidasheen sl Vakowiey (20003

finaneial pyramid schemes. Sberbank’s share of
household deposits has remained broadly stable since 1997 in contrast with the loss of market

share for corporate deposits, particularly against the larger private banks.
B. Issues in Banking System Soundness

14.  This section looks at various indicators of soundness of the Russian banking

" system and provides a quantitative assessment of its vulnerability to credit risk arising
from default by the government, bank, or non-bank borrewers. The analysis indicates
that risks are building up in the large—especially private—banks, whereas smaller banks
have been unable to improve profitability despite the favorable macroeconomic environment.
Preliminary stress tests indicate that Russian banks would be under-capitalized to various
degrees in the event of a credit shock.

15. Banking ratios calculated from audited financial statements for 2000 point to the
build-up of risk in the large private banks and the lack of profitability among the
smaller banks (Table 7). Although still low by international standards, bank earnings have
recovered in line with GDP growth and the lower loan loss reserves associated with the better
cash flow of borrowers. While this has helped most banks restore capital to pre-crisis levels,
it is unclear whether the better returns reflect the higher credit risks incusred by the banks
while expanding lending or a fundamental improvement in core profitability. With the
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Table 7. Micro-Prudential Indicators for sample of Russian banks 1/
' (In percent)

1997 1999 2000
Sberbank .
ROEA 2 2 3
ROEE 15 25 30
LLR/Gross loans 11 8 6
Liguid assets/Liquid liabilities 14 21 17
Net interest income/Net income -65 16 54
Expenses/Income 36 66 72
Top 11 banks
ROEA 3 2 3
ROEE 15 12 12
LLR/Gross loans 14 6 4
Liquid assets/Liquid liabilities 26 43 45
Net interest income/Net income ' 22 1 39
Expenses/Income (median of 11 banks) . 61 38 54
19 smaller private banks
ROEA ' 1 -5 1
ROEE 4 -13 1
LLR/Gross loans 4 14 8
Liquid assets/Liquid liabilities 25 62 49
Net interest income/Net Income 35 2 24
Expenses/Income {median of 19 banks) 70 33 85

1/ ROEA: return on end-of-period assets; ROEE: return on end-of-period equity; LLR: loan loss rescrves.

exception of Sberbank—whose ready access to financial support allows it to operate with
less capital and liquidity—returns on bank capital for the larger banks (about 12 percent) do
not compensate for the risks in the Russian environment. While the farger banks have
aggressively lent to the Russian “blue chip” companies, often related to bank owners, the
apparent lower credit risk in these “blue chip” exposures is potentially outweighed by legal
risk that could become apparent in a downturn. Moreover, these exposures are typically high
relative to equity and some banks could be vulnerable to defaults of large borrowers.” The
large banks’ dash for market share in the corporate market seems to be abating, based on first
half 2001 figures for a sample of internationally-rated banks. However, risk management
practices need to be closely monitored by the supervisor and the audit profession.

® Related party loans were 33 percent more likely to default and had 30 cents/dollar lower recovery value in the
case of post-1995 Mexico {La Porta and others, (2001)). Mexican recavery rates were 38 percent for secured
. debt and 19 percent for unsecured debt (Fitch, (January 2002)).
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Profitability of the smaller banks (on the ordet of 1 percent) remains insignificant, even in the
current benign environment, and indicates a need to rationalize the market.

16.  The liquidity of bank balance sheets has increased across the beard. To some
extent, this reflects the banks’ inability or caution in expanding beyond relationship lending.
There is as et little lending to middie market corporate borrowers and to individuals,
although there appears to be scope for risk and income diversification from lending to these
under-leveraged and under-banked borrowers. The increase in balance sheet liquidity is also
precautionary: poor perceptions of counterparty credit risk mean that banks cannot rely on
the wholesale funding market. Operating expenses have grown sharply for Sherbank as it
modernizes its network, and they remain too high for the smaller banks. The relatively better
efficiency of the large private banks reflects their minimal retail network. In line with the
growth of lending, net interest margins have risen substantially, except for the smaller banks,
which continue to rely on trading and fee income.

17.  In the remainder of this section a quantitative assessment of the vulnerability of
the Russian banking system to credit risk arising from default by the government,
bank, or non-bank borrowers is provided.10 The assessment is calibrated on the basis of
changes in bank balance sheets observed during the 1998 crisis. However, given the removal
of significant macroeconomic risk factors as well as the recovery in the financial positions of
the enterprise sector, this assessment should be considered purely illustrative. Additional
caveats arise from the limited disclosure of financial information, uncertainties regarding
accounting standards and auditing practices, and the inability to integrate qualitative
dimensions of the data due to a lack of information about, inter alia, the quality of capital and
risk management, uncertainties in the measurement of variables (e.g., classification of loans
and government securities, measurement of capital), regulatory and supervisory standards.
While there is scope for further refining the analysis on the basis of better information, the
overall assessment is not likely to be materially different.

Table 8, Key Halance Sheet Aggregates of Sample of Russian Banks Used for Stress Test

1997 2000
Assets Govermment Loans  Capital  Profits ROE I/ Deposits Assets  Govemment Loans Capiial Profits ROE 1/ Deponits
secwrities {RAS) (RAS) ¥ securities (RAS) (RAS) 2
$billicns £ billions

Shecbank 30 16 7 34 0.5 15 24 29 [ 10 15 D5 30 15
Next 14 top 10 2 € 12 0.2 17 4 13 1 ’ 8 2.6 03 12 5
barks 2/

18 smatler 7 1 4 1.2 03 25 3 ¥ o 4 15 0.0 1 3
privale banks

Source: Bank balance sheats on CBR websita for all banks except Sherbank and Gazprombank. Financia pressfor Scerbank and Gasprombank.

1/ Return on equily. ln parcent.
2/ Excluding VTB.

1° The analysis was based on fairly detailed bank balance sheets provided by the World Bank for end-2000 (see
Appendix I for additional details). No attempt is made to quantify market risk, nor the correlation structure of

market and credit risk factors.
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18.  The analysis estimates the likely costs to the banking system of a default by
creditors on the outstanding loans from the banking system. Concentration of lending
and funding are prominent risks of the Russian banking system, as counterparty risk deters
from interbank funding and few banks have so far diversified outside the industrial holding
structures they typically belong to. Commodity mining and trading (particularly oil and gas),
commercial real estate, and retail trade are the dominant exposures in the credit portfolio, in
contrast to the pre-crisis pattern of relatively large exposure to government risk.!" Interest
rate risk is limited because of the rapid repricing of loans. Also, foreign exchange 2positions
are believed to be generally neutral as ruble stability has reduced currency gains.'

Table 9. Preliminary Results of Stress Tests
(In percent)

Current conditions (end-2000 data) Stress
Assets Leverage Ratio Capital Shortfall
{In percent of (in percent of GDP)

GDP) RAS 1/ Implied 1AS 2/ Large Shock 3/ Medium Shock 4/
Sberbank 5/ 8 8 5 1.8 0.7 .
Next 14 banks 6/ 7 18 - 9 2 1.1
Sampie of private
banks 7/ 3 22 ] 0.5 0.1

1/ Basel-type capital adequacy ratios not used because of uncertainties in the measurement of capital, risk
weights, and asset classification (see Box 1).

2/ Implied TAS derived by applying RAS-1IAS conversion factors to the major asset categories and to
capital. Conversion factors reflect differences between RAS and 1A S, such as valuation effects,
consolidation, and asset reclassification by external auditors.

3/ The large shock has been roughly calibrated on the 1998 event.

4/ The medium shock may he viewed as representing a normal cyclical downturn.

5/ Sherbank represents 24 percent of system assets.

6/ Excluding Vpeshtorgbank with a capital/asset ratio of 40 percent. These banks represent 21 percent of

systemn assets.
7/ These banks represent 8 percent of system assets, or 13 percent of system assets excluding the top 13

banks.
19.  The results of the stress test indicate the following:

. Despite the recent improvements in solvency and profitability, the system
appears to be undercapitalized in light of the underlying credit risks. The stress

1 As two thirds of Sberbank’s GKO/QOFZs holdings were converted into Eurobonds in July 1998, government
securities still represent 30 percent of Sberbank’s assets and contribute half of the bank’s interest income.
Sberbank accounts for 60 percent of government securities held by Russian banks (source: 2000 Financial
Statements and Auditor’s Report for Sberbank and ATON Equity Research (2000)).

12 Source: Fitch rating reports for 19 large Russian banks.
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tests suggest an upper bound for capital shortfall on the order of 8 percent of GDP in
the event of a large shock. This is arrived at by adding the capital shortfall of
Sberbank (1.8 percent) and the next 14 banks (2 percent), and extrapolating the
capital shortfall of the sample of 19 private FIDP banks (¥ percent) to the rest of the
system. FIDP banks represent about 15 percent of system assets, excluding the top
15 banks, and would have a capital shortfall of % percent of GDP. If one assumes a
rule of proportionality and no aggregation bias, this would translate into a capital
shortfall of 2% percent of GDP for out-of-sample banks.

The somewhat unrealistic assumption underlying the estimated shortfall of 8 percent
of GDP is that all banks would be recapitalized by their owners or public funds. A
more likely scenario is that, in the event of a shock, the vast majority of banks would
be left to fend for themselves as they were in 1998. Public money might only be
required in the case of systemically critical institutions with financially weak owners.
Very few Russian banks fit this profile. Even assuming that all the largest 15 banks
are both systemically critical and have owners of weak financial strength, the
need for public money in the event of a large shock would be about 3% percent
of GDP.

The cost of recapitalizing the next 14 banks is of a similar order of magnitude as
Sherbank’s. The recent rapid growth of these banks suggests that risks may be
building up that may not be well appreciated. In particular, several of the more
aggressive banks are so-called “bridge banks.” These banks are the successors of the
larger private Russian banks that collapsed during the crisis. Their owners and
management are believed to be basically intact, and, in light of their aggressive
lending growth, the adequacy of their risk control systems should be subject to close

scrutiny.

Results of stress tests reflect work in progress. In particular, attention is being

drawn to the following qualifications.

With the exception of Sberbank, the results do not yet reflect a detailed bank-by-bank
analysis. This may introduce aggregation bias. Bank-by-bank analysis is not expected
to substantially change the assessment.

Off balance sheet exposures, especially guarantees, may increase certain risks. This
potential vulnerability has not been taken into account.

The assumptions embedded in the stress scenarios are based on the historical
experience of the Russian banking system, cross-country historical patterns, as well
as a fair amount of judgment. In the context of the upcoming work on the Financial
Sector Assessment Program, it should be possible to minimize judgmental factors and
better substantiate the various assumptions made.
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. The latest comprehensive data are available from the World Bank for end-2000 on-
RAS basis. However, World Bank IAS-RAS conversion factors are only available for

1999.

Box 1. Russian Accounting Standards (RAS) and International Accounting Standards (IAS)

Financial statements for banks and enterprises are currently prepared on the basis of RAS. RAS differ from IAS
with respect to the accounting principles underlying the preparation of financial statements and specific
disclosure requirements. The principal differences affecting banks are as follows:

»  Recording income and expenses. Under RAS, receipts and payments are recorded on a cash (not accrual)
basis. '

+  Asser valuation. Under RAS, domestic government and corporate securities can be valued at either market
value or at cost. Under FAS, a fair market value has to be determined for all financial assets and where fair
values fall below market or acquisition cost the unrealized loss needs to be disclosed. In addition, holdings of -
precious metals are recorded at cost under RAS, rather than at a fair market value.

v Consolidation of subsidiaries (domestic and foreign). There is ne consolidation requirement in RAS. Under
LAS, the accounts of a bank as well as its subsidiaries would be presenied as a single set of accounts.

= Stricter disclosure requirements. TAS require extensive disclosure of items relevant to an evaluation of the
financial position of an entity and the risks it faces, e.g., risk management objectives and policies, exposure to
exchange rate, interest rate, and credit risk, etc.

Rationale for moving to 1AS. The purpose of any accounting system is to provide a framework to ensure the
integrity and consistency of all disclosed financial information. This requires adopting an appropriate set of
accounting standards and ensuring that all relevant standards are fully implemenied in a consistent fashion. The
lack of such a systems would make it increasingly difficult for entities wishing to access global capital markets.

Cross-country experience. Accounting standards vary from country to country, but there is now increasing
convergence between national accounting systemis and IAS. The European Union has committed to move from

its underlying national standards to IAS by 2003.

Progress toward IAS in Russia. Emphasizing the need to improve the transparency of reporting by the
banking system, the reform strategy developed by the CBR and the government states that the banking system
and the enterprise sector will adopt IAS by January 1, 2004, To this end, the CBR is closely monitoring a pilot
project developed with the assistance of TACIS to reform existing systems of bookkeeping and reporting with a
view to infroducing enhanced reporting standards for banks in 2002. Since the pilot program was initiated, to
date 9 banks have begun participating in this program. The CBR and the government also intend to identify the
necessary legal and regulatory changes required for the full adoption of IAS reporting by banks and
organizations, as well as develop a tunetable for the removal of current impediments to the adoption of IAS by
Tanuary 1, 2004, Some 130 banks already prepare TAS accounts on an annual basts, but the enterprise sector is

lagging behind in this regard.

C. The Need for Financial Sector Reform

21.  The development of the banking system will be critical for achieving the true
growth potential of the Russian economy. High risks of lending to the private sector have
kept intermediation by the banking sector at a low level. Despite this, the real economy has
grown—and continues to do so—at unprecedented high rates in the post-crisis period,
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mitially the result of a real depreciation and import compression, but thereafter due to a
positive terms of trade shock and a strong recovery in domestic demand. However, the large
windfall accrued mainly to the energy sector, spurring investment in these and related
sectors. The windfall did not spread to other sectors of the economy, partly because of the
lack of intermediation via the banking system. While it would be imprudent for banks to
increase lending indiscriminately without the proper tools for risk assessment, it is also true
that the recent high growth rates are unlikely to be sustainable over the medium term unless
the banking system can provide the necessary intermediation of savings in the energy and
household sectors to other parts of the economy. Thus, the reform process must be
accelerated to establish the necessary conditions in the financial and non-financial sectors,
which would allow proper risk assessment and limit the vulnerability of the banking sector to
credit risk.

22. A strong banking system is also an important pre-condition for the success of the
authorities’ plans to liberalize the capital account. Recent episodes of financial crises
across the globe point clearly to the need for countries to establish sound, sustainable, and
credible macroeconomic policies geared at promoting price stability, supported by measures
to develop and maintain sound and efficient financial systems. Thus, an appropriately
sequenced strengthening of the financial system is needed to ensure an orderly process of
capital account liberalization. Moreover, it would be difficult to reverse the large-scale '
capital flight that Russia has experienced during recent years in the absence of a sound and
well-regulated financial sector. '

D. Reforms to Improve Competitiveness in the Banking System

23.  The reform agenda is vast and progress can be achieved only over time. The
authorities’ strategy paper highlights the need for action on two broad fronts:

. An important first step toward building confidence in the financial system would
be to preserve macroeconomic stability through strict monetary and fiscal
discipline. As past experience in Russia has shown, periods of high inflation and
exchange rate shocks lead to an expropriation of financial assets in the system
through inflation. This undermines confidence, leading to an exodus of deposits from
the banking system and a flight of capital to assets abroad or to foreign currency.
Thus, in order to build a functioning financial system in Russia, a stable
macroeconomic environment is essential, one that would allow the real value of
financial assets to be preserved, encourage a flow of deposits in the banking system
including through the repatriation of savings kept abroad, and allow banking sector
assets to grow.

¢  In addition, a wide range of reforms are needed to establish the appropriate
environment for the growth of a competitive, efficient and stable banking
system. Key among these are: a continued improvement in bank supervision (Box 2);
further legal and regulatory reform; even-handed implementation of laws; greater
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Box 2. Banking Supervision

Despite considerable improvement in the CBR's capacity to supervise banks since the 1998 crisis, much more
remains to be done. A World Bank report (August 2001) identifies the following key areas where work must
continue in order to improve the effectiveness of banking supervision in Russia. Many of these measures are
already in the process of being implemenied and the even-handed implementation of a simplified but effective
bank supervision has been identified as a key priority in the joint CBR-government strategy on banking reform.
The authorities have already initiated work to determine specific reform measures in each of these areas but
these will need to be further developed in the period ahead:

Increased emphasis on on-site supervision to improve the accuracy of regulatory reporting, verify asset values,
assess the operational capacity of individual institutions, and prepare timely and effective supervisory
mterventions. This will involve the introduction of improved reporting standards and continued emphasis on
compliance with accounting procedures and regulatory ratios.

Strengthening bank licensing requirements. When licensing banks, in addition to ensuring that banks meet
certain minimum requirements and that its shareholders and managers meet fit and proper criteria, the CBR
should place mors emphasis on evaluating a bank’s business strategy, internal controls, risk management
systems and safeguard margins on capital and liquidity to ensure that the bank is viable.

Fit and proper reguirements. Increased effort should be made to hold sharecholders and managers of failed
institutions accountable for their actions and to prevent them from reentering the banking sector, Requirements
regarding the regular disclosure of shareholders and the granting of approvals for share acquisition should be
tightened and expanded to include indirect as well as direct shareholder interests. The definition of imprudent
activities should be tightened and enforcement actions against criminat misconduct should be sirengthened.

Strengthened definition and role of capital adequacy. Measures need 10 be taken inter alia to: (1) improve due
diligence on the true nature and availability of bank liabilities qualifying as bank capital; (2) strengihen the
ability of supervisors to charge equity capital down to the value ascertained as part of on-site bank inspections;
and (3) substitute capital insolvency for illiguidity as the criterion for bank bankTuptcy. Legislative amendments
addressing the last two of these points were recently passed by the Duma and would need to be implemented

once they are enacted.

Strengthened oversight of banking groups on a consolidated basis. Oversight of banking groups is important
since many banks are parts of groups. Recently enacted amendments to the Law on Banks and Banking have
introduced the notions of “banking groups™ and “bank holding.” Although the advantages of consolidation
should be considered when assessing the potential risks arising within a financial-industrial group, the fact of its
consolidation should not be used to camouflage the capital weakness of an individual bank within a group
simply because of the strong standing of the industry balance sheets within that group.

Expeditious bank consolidation and exit. The current rehabilitation process is highly procedural, involving long
delays and allowing even badly distressed institutions to continue operations. The supervisor will need 1o be
much more proactive in evaluating bank safety and soundness and, faced by a deteriorating institution, should
act rapidly to implement corrective action, In its supervisory function, the CBR. should focus its activities on
obtaining and analyzing information related to the core elements of bank distress, should encourage
consolidation, and where appropriate shouid target its rehabilitation efforts only on potentially viable banks.




transparency in the banking system, including through a move to IAS-based
accounting (Box 1); improvement in the corporate governance of banks and the real
sector; and, better risk management. Over time this would help create the appropriate
conditions for the entry of other private sector players, including foreign investors, in
the banking system, which would provide further impetus to greater competition and
improvements in technology and corporate governance. In fact, since the introduction
of fit and proper private ownership and management is a pre-requisite for building
confidence in the banking system, this may need to take the form of foreign
ownership until corporate governance in the domestic banking sector can be
improved. The development of a healthy banking system will need to be
complemented by the development of broader financial markets to offer the economy
a diversity of funding sources and thus increase the resilience to shocks. Key areas
would include further developing the government securities markets, deepening
corporate debt and equities markets, the development of a diverse mstitutional
investor base (insurance, asset management, etc.), and pension reform.

24, Reforms would also need to address as a matter of priority the fundamental
issue of how to stimulate competition in an environment dominated by a few large state
banks. Measures to level the playing field in the financial sector would involve creating
conditions that prevent state banks from exercising undue influence on the banking sector.
An important element in increasing competition would therefore be to remove the
competitive advantage enjoyed by state banks from an unlimited, free of charge, gnarantee of
deposits that is not available to private banks, In fact, the strategy for reforming the banking
sector will need to go beyond this and focus on the three core interrelated issues of the role of

the state banks, deposit insurance, and consolidation.

25.  One option being discussed by the authorities to level the playing field involves
the phased introduction of a deposit insurance scheme covering all household deposit-
taking banks in Russia. According to this option, Sberbank will join the deposit insurance
system over time, after an [AS-based assessment of participant banks’ financial situation.
While extending deposit insurance to all banks could go some way toward correcting one of
" the key market distortions that currenily benefit state banks, it is unlikely to level the playing
field. This is because under the currently proposed scheme, private banks would be required
to pay a fee to receive partial deposit insurance whereas state banks would continue to enjoy
full coverage. Moreover, a key concern is that bank supervisory capacity in Russia is
currently inadequate for effectively implementing a scheme covering such a large number of
banks. In particular, on-site examination of banks is essential before they can be allowed to
participate in this scheme, and it would be difficult for existing bank supervisors to perform
such examinations for the 1,300 banks that currently operate in Russia. In sum, a broad
coverage of banks without adequate supervisory capacity would inevitably lead to large costs
to the government and could further undermine confidence in the banking system.
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26.  Three options for leveling the playing field could be considered instead:

Option 1—Convert Sherbank into a narrow bank that would offer deposit insurance through
the portfolio it holds rather than a formal scheme.

Sberbank’s lending activities would be limited to low-risk assets, thereby limiting the amount
of risky lending undertaken by Sberbank and potential costs fo the budget. One issue that
would need to be addressed in this context is how to set limits that are economically
meaningful. It would also be necessary 1o determine which assets could be considered low
risk, not an easy task in Russia. In principle, this could comprise securities issued by the
government or the CBR, mortgage lending, or bonds issued by highly rated enterprises.
However, the institutional basis for mortgage lending does not yet exist in Russia, and given
the lack of transparency and poor corporate governance in the enterprise sector, it is difficult
to know how to determine which enterprises can be classified as “low risk.”" Perhaps most
important, the development of a sound private banking system would suffer if the supply of
low-risk financial instruments for investment were to be reserved for Sberbank. Indeed, if the
ultimate objective is to stimulate the growth of private banks, it may be counter-productive to
channel the best clients to Sberbank. Thus, while such an approach could address near-term
concerns about increased risk from Sberbank’s rapidly growing credit portfolio, it would
likety be detrimental to the growth of the banking system in Russia.

Option 2—Introduce a price-based deposit insurance scheme covering only Sherbank, with
no restrictions on Sherbank’s lending activities. :

Under this option Sberbank would be charged an explicit fee for the guarantee it enjoys on its
deposits; the fee would be set to eliminate its price advantage. The change in the price of
funds for Sberbank would translate into changes in its lending practices only if Sberbank
faces a hard budget constraint that prevents it from absorbing the higher cost of funds
through losses or lower profits. Key issues under this option are how to determine the size of
the fee for Sherbank and whether to aim for eliminating the price advantage over time or
immediately.

Option 3—Mroduce partial deposit insurance on identical terms for a select set of private
and state banks, including Sberbank, which meet stringent pre-annournced eligibility criteria.

Key issues that must be addressed are how to determine how much. additional fee to charge
Sberbank (if necessary), as well as the criteria for selecting banks for inclusion in the
scheme. Participation could be limited to banks meeting enhanced prudential standards,
reporting to the CBR on an [AS basis, undertaking regular onsite examinations and (possibly)

13 Moreover, if this should lead to a reduction in competition in the market for government/CBR
securities, it could hamper the development of capital markets in Russia over the longer term.
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a limit on minimum capital."* Sberbank would be included in the scheme on terms similar to
other banks, and would be assessed higher fees if it is not possible to limit the amount of
guarantee provided to deposits in Sberbank. As in option 2, this option would succeed in
leveling the playing field only if Sberbank faces a hard budget constraint and is therefore
forced to change its lending practices. Banks that do not meet these criteria could either be
issued new licenses that would not permit them to accept household deposits—although they
could continue to operate as finance companies—or they could simply be left as they are and
see their deposit bases eroded by competition from other banks with deposit insurance. The
latter is not expected to be a major problem since deposits are already concentrated in
Sberbank, and because there is, in any case, a great deal of uncertainty about their ownership
and operation.'” This option has the advantage of providing a market-based mechanism to
level the playing field, while fostering a much-needed further consolidation of the banking
system, which would reduce the burden on bank supervision in Russia. However, this scheme
should not be implemented until the necessary pre-conditions are in place. A key source of

* uncertainty is whether banking supervision can be strengthened adequately to allow the risks
to be contained.

27.  Consolidation is not a goal in itself but would help reduce the burden on
supervision, which would be especially important if a broad-based deposit insurance
scheme were to be put in place. According to the CBR, the small banks pose minimal
systemic risk in that they typically are inactive, do not take household deposits, and have few
dealings with other banks. However, if a deposit insurance scheme is put in place, bank
supervision would have to be of adequate quality and have the capacity to supervise all
participants in the scheme so that the risks can be contained. Given the limited supervisory
capacity and the large number of operating banks in Russia, it is therefore important to
reduce the burden on bank supervision through consolidation of the system in the event a
deposit insurance scheme is introduced. Efforts to consolidate must proceed cautiously to
avoid asset stripping, further undermining the confidence in the banking system, and giving
rise to new reunds of resource intensive litigation.

28.  Despite efforts to level the playing field through market-based mechanisms,
Sberbank will continue to enjoy the benefits of cheaper funding in the near term by
virtue of its large branch network and near-monopoly of the pension payments system.
One could at best limit Sberbank’s undue influence in these respects by, for instance,

' It must be noted in this context that larger banks typically entail more complex risks and therefore
are a bigger burden on bank supervision.

15 Some US$13 billion (4.2 percent of GDP) of retail deposits in state banks are already covered by
the existing state guarantee. If the curently proposed scheme is put in place, covered liabilities would
increase by an additional 1JS$4 billion (1.3 percent of GDP). The CBR estimates that covered
liabilities would increase from US$4 billion currently to US$5-6 billion in 2005, excluding Sberbank
and Arco banks. Should the entire amount need to be paid out, it would increase Russia’s debt to
GDP ratio from 36 percent to 37 percent at the 2045 horizon.
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allowing other banks to compete with Sberbank to provide these government services. Given
the lack of confidence in other private and state banks, however, this may not be feasible in
the short run. The CBR may then want to limit the problem by ensuring that Sberbank is Tun
on commercial principles, which would mean that losses made by keeping unprofitable
branches open should be explicitly subsidized by the government.

29. If a strategy to level the playing field is to succeed, Sberbank would need to face
a bard budget constraint. This implies that the issue of Sberbank’s ownership structure
would need to be addressed since state-ownership generally leads to an inefficient
management of resources. While privatization is widely recommended internationally as a
way to deal with the perceived inefficiencies in state-dominated banking systems, in the
Russian case, private ownership is not necessarily a panacea given the deficiencies in the
governance of private banks as highlighted by recent experience. Moreover, any proposal to
change the ownership of Sberbank would need to take into account whether this could
undermine confidence in the banking system. Thus, any decision on whether and how to
change the ownership of Sberbank over the long run would need to be arrived at carefully in
the context of an in-depth strategic review of its operations. If ultimately a decision were
made to privatize Sberbank, the privatization would have to be carefully prepared and
possibly carried out over several years.

30. How then to ensure that Sberbank is run on commercial principles while
preserving the ownership structure in the near term? One option could be to have the
CBR, as owner, set a target for the return on equity for Sberbank at a sufficiently high level

to encourage Sberbank management to raise lending rates to market levels. Another option
would be for the CBR to transfer its share ownership to a trustee established to ensure that
Sberbank operates on a commercial basis. Similar options have been adopted by other
countries where immediate privatization of state-owned banks was not feasible. For
Sberbank, this could imply that the CBR would delegate its decision-making power to
independent “trustees” from the private sector—whether domestic or foreign—appointed on
its behalf to the Board of Sberbank. To preserve the independence of the trustees and to
ensure their accountability, the bank’s charter may need to be amended to include additional
by-laws, to which the Board would be expected to adhere. It would also be important to
increase transparency in the operation and decision-making process of Sberbank by requiring
greater and more frequent disclosure on its part. The CBR would have to determine a
mechanism to ensure that its supervision of Sberbank is not contaminated by its ownership of
the bank. Finally, if Sberbank were to operate on a purely commercial basis, the government
would need to be prepared to directly subsidize the bank for any non-profitable operation it is
forced to undertake on its behalf to meet social objectives.
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TECHNICAL NOTES ON SECTION II (ISSUES IN BANKING SYSTEM SOUNDNESS)

Data set—source and key features

1. The exercise is based on fairly detailed bank balance sheets provided by the World
Bank for end-2000. World Bank anatysts have worked with Russian banking data
continuously since 1996 in the context of the Financial Institutions Development Program
(FIDP). Thus, while generally derived from official data, World Bank data have the
advantage of having undergone a fair amount of cleaning up and harmonization. The dataset
provides only limited information with which to assess concentration risks (on both the asset
or liability side), off-balance sheet items, ownership, and management capabilities. 16

2. The dataset comprises information compiled according to the Russian Accounting
Standards for three sets of banks that account for some 60 percent of the assets of the Russian

banking system at end-2000. These are:
. The two largest state-owned banks, Sberbank and Vneshtorgbank.

. The next 14 banks by asset size, comprising both state-owned banks and private
banks. The balance sheet structure of these banks is similar to the purely private
banks included in the third set.

. Nineteen banks under the World Bank’s Financial Institutions Development Project.
The median FIDP bank ranked approximately fiftieth by asset size, but FIDP banks
also include the sixth and fifteenth largest banks by asset size.

Assumptions underlying the stress test
3. The stress tests for credit risk involve three steps:

. RAS balance sheets were converted into IAS balance sheets by applying conversion
factors derived from World Bank data to establish a more realistic capital base, and
asset classification and valuation.'” This adjustment yielded leverage ratios {bank
capital as a ratio to total bank assets) that are 30-50 percent lower, thus indicating
higher levels of risks than under RAS.

. Under a large shock, it was assumed that assets are written down by 0 percent for
claims on the CBR and claims on the government in the investment book, by

6 Comprehensive data on bank guarantees to borrowers were not available. For one large private
bank, guarantees represent an additional 20 percent exposure on top of loans; in this case, no data
were available that would have allowed to map guarantees into an equivalent credit exposure.

'7 See Box 1 for an explanation of differences between RAS and IAS.
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s percent for claims on banks, non-banks, and government in the trading book, and
by % percent for non-earnings assets (fixed and other assets). With the exception of
government securities, these are orders of magnitude that approximate the 1998
event.'® A medium shock reflects smaller write-down factors.

. Government credit risk for securities in the trading accounts is assumed identical to
private credit risk. Government credit risk in the investment account is assumed
identical to CBR credit risk. Government securities in the combined accounts only
represent 7 percent of private banks’ assets, but 30 percent for Sberbank. However,
Sherbank and other banks hold mainly Russian foreign bonds, and these were not
defaulted in 1998. On restructured GK.Os, while losses in dollar terms by foreign
holders were substantial, the market value of restructured GKOs in ruble terms has
increased from 70 percent of par at the time of the restructuring to above par

currently.
Table 10. Write-Down Factors
(In percent)
Types of Claims In the event of a In the event of a
“large” shock  “medium-sized” sheck

Claims on CBR 0 0
Claims on government — investment account

0 0
Claims on government — trading account 30 15
Clalt_ns on banks 30 i5
Claims on non-banks 30 15
Equity 50 30
Other assets 50 30

. The final step is to derive the capital shortfall implied by the new asset values. The
calculations assume that banks would need fresh equity sufficient to achieve a
10 percent leverage ratio, roughly comparable to current levels, but double of current
level in the case of Sberbank.

'8 Write-down factors were loosely calibrated on the basis of changes in balance sheet items of the
private FIDP banks between end-1997 and end-1998. :
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IV. TAX REFORM IN RUSSIA SINCE 1999"
A. Overview

1. The Russian authorities have, since 1999, been pursuing tax reform as a pillar of
the transition to a market economy.” These reforms have required changes in both

“administrative arrangements and tax policy so as to secure adequate revenue to achieve
macroeconomic stability, foster the development of a market-oriented economy by
minimizing distortions, and support fiscal decentralization. The specific changes aim to
ensure that the tax system has as neutral an impact as possible on the allocation of resources,
distributes the tax burden fairly, is relatively simple to administer, and relies on broad-based
and elastic revenue sources.

2. The tax reform shifts revenue from subnational governments to the federal
budget and exploits high oil prices to partly offset the overall cost of reforms. At
constant 2001 011 prices ($20.4 a barrel of Urals oil, f.o.b.), the reforms cost 2.1 percent of
GDP (Table 1).? These costs largely reflect the reductions in turnover taxes in 2001 and in

profits tax in 2002.

3. The federal government actually gains over ¥: percent of GDP in 2001, with no
net loss in 2002. These federal gains reflect both the complete shift of domestic VAT to the
federal level and changes in hydrocarbon taxation that also shift revenues from the
subnational to the federal level, while largely insulating subnational budgets from further oil
price changes. In contrast, subnational budgets lose over 2 percent of GDP in 2001, reflecting
both the VAT centralization and the loss of tumover taxes, and a further % percent of GDP

in 2002, owing to their diminished share of natural resources taxation.

! Prepared by Ali Mansoor (FAD), and Nikola Spatafora (EU2).

2 The current system of taxation was only introduced in 1991, Officials were initially unfamiliar with key issues
in tax policy, and particularly in tax administration. Moreover, they lacked the time needed to plan and set up a

reasonably effective tax system.

* Since the reforms alter the sensitivity of federal, local, and consolidated revenues to oil prices, the precise
reform cost does depend on which ‘constant oil price” is assumed. Roughly, for every $1 a barrel reduction in
the assumed Urals oil price, the reform cost increases by 0.13 percent of GDP at the federal level, decreases by
0.07 percent of GDP at the local level, and increases by 0.06 percent of GDP at the consolidated level. These
calculations of reform costs should not be directly compared with the calculations presented in Chapter V,
*Fiscal Sustainability”, which assumes a different, non-constant oil price.
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4. These findings highlight the importance of improving tax administration and
compliance, especially at the subnational level.* They also suggest that the authorities’

Table 1. Impact of Tax Reform at Constant 2001 Oil Price

Total Federal Submaticnal TFotal Federal Subnational

(In percent of GDP) (In billions of Rubles}
Total impact of reforms enacted -2.1 0.5 2.6 -191 46 -237
Reforms in 2001 -1.7 0.5 2.2 -150 47 -197
PIT (3.2 -0.4 0.2 -21 -38 17
Domestic VAT 0.6 0.3 -1.4 -52 75 -127
VAT centralization 0.0 1.4 -1.4 ] 127 -127
Other changes -0.6 -0.6 0.0 -52 -52 0
Import VAT 0.6 0.6 0.0 51 51 0
Tumover tax -1.7 -0.8 -1.0 -156 =70 -86
Excises 0.1 G.1 0.0 10 10 0
Gasoline 02 0.2 0.0 16 18 -2
Other excises -0.1 0.1 0.0 -7 -8 1
Export taxes 02 6.2 0.0 17 17
Reforms in 2002 -0.5 0.0 -0.4 -4] -1 -40
Watural Resources Taxation 0.0 0.7 -0.6 4 61 -57
Profits Tax -0.5 0.7 02 -44 -62 17
Memorandum item:
Reforms excluding natural resources :
taxation 2.2 0.2 -2.0 -194 -15 -179

Sources: Ministry of Finance; and Fund staff estimates.

review of fiscal federalism arrangements will need to focus on appropriate tax bases to
devolve to subnational governments.

5. Regarding Laffer effects, the evidence is still unclear, but tax performance in the
second and third quarter of 2001 does appear befter than expected. The strong
performance could reflect higher income rather than a Laffer effect. Evaluating the precise
causes requires micro-level data that will only be available in April/June 2002. Meanwhile,
in view of the interest in the issue, the authorities may want to encourage some data sampling
to obtain a prelimmary picture.

* Although compliance varies between federal and subnational governments, a single organization (formerly the
State Tax Service, and now the Ministry of Taxes and Fees) collects all taxes (other than trade-related ones),
operaling from local and regional offices throughout the country. Until recently, however, the local offices were
generally more sensitive to local than to national interests. As a result, they exerted more effort in collecting
taxes for local governments than for the national government, e.g., collecting first those taxes where the local
take was highest; did not remit to the Federal Government all that it was owed; and provided more favorable tax
treatment to locally based enterprises.
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B. Reforms from 1999 to Date

Context

6. Through the period until 1998, the Russian tax system performed poorly. Taxes
as a ratio of GDP fell almost continually from 39 percent in 1992 1o 33.5 percent in 1998.
Many taxpayers withheld payments in expectation of explicit ammnesties or offset operations
that would allow them to supply goods and services. Large taxpayers routinely negotiated
their tax payments. Measures to address these shoricomings were ineffective. As a result, the
public was left with an impression of an arbitrary tax system where the government was
unable to enforce statutory tax obligations.

7. The rudimentary tax administration and the low levels of taxpayer compliance
were reflected in large tax arrears, Although the stock of arrears was reduced by high
inflation, this stock remained high compared to OECD countries. For example, as a ratio to
tax collections over the prior 12-month period, these arrears reached 34 percent on

August 1, 1997, compared w1th tax atrears to collection ratios of 4—6 percent for Canada, the
United States, and Australia.’

8. These negative developments were the backdrop te continued reform to make
tax rules stable and predictable, while relicving the tax burden on law-abiding
taxpayers and increasing pressure on non-filers and tax evaders. President Putin,
building on efforts initiated under President Yeltsin, made tax reform a cornerstone of the
government’s Comprehensive Program of Economic Reform. The “Strategies and Measures
to Improve the Tax System™ submitted to the Duma proposed phased reforms with the goal
of eventually establishing a fair and consistent tax system.

Objectives
9. The specific objectives of the authorities’ program are to make the tax system:

. fairer, by: ensuring that all taxpayers are treated the same (without any
discrimination); abolishing inefficient and harmful taxes; excluding procedural
requirements that distort the substance of taxes, e.g., negotiating over rates and
accepting non-cash payments or offsets; easing tax pressure on law-abiding taxpayers
by ensuring a more equitable distribution of the tax burden (tax mcxdence) while
gradually reducing rates across the spectrum of major federal taxes;® and lowering
payroll taxes; :

* The accumulation of tax arrears and offsets cannot be blamed entirely on inadequate administration. It also
reflects a circle of non-payment between the government and its suppliers, with the tax authority caught in the
middle.

® The term ‘federal taxes” is used as shorthand for ‘taxes accruing to the federal budget’.
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. simpler, by: establishing an exhaustive list of taxes, duties and fees to be levied while
reducing their total number; minimizing targeted taxes and duties; and adopting
uniform computation methods and payment procedures across all the various taxes;

. more stable and predictable, thus increasing the level of certainty for taxpayers as to
their future tax liabilities on a long-term basis; and

. more efficient, by significantly improving tax collection.

10.  This tax reform agenda, delivering lower rates, fewer exemptions, less discretion,
fewer taxes, and better compliance is being gradually implemented. The initial focus has
been on improving tax administration and lowering the overall tax burden on the economy.

11.  Part] of the new Tax Code was enacted into law in July 1998, It includes the
procedural law and significant substantive provisions, including revenue relations among the
different levels of government, and “definitions” (for example, determining in which
instances the reported price at which a transaction is carried out would not be used for tax
purposes). The Code builds in safeguards aimed at protecting taxpayers’ interest by
establishing an exhaustive list of rights and responsibilities of both taxpayers and revenue
authorities, clearly defines the Revenue Administration’s supervisory role, and requires that
penalties be enforced only by courts coupled with a drastic reduction in penalties.

12.  Reform of tax legislation will be completed as the Duma adopts in steps atl of
Part I of the Tax Code covering the “substantive taxes.” Part I sets out procedures for
computation and payment of federal taxes, guiding principles for regmnal and local taxation
systems, and describes special tax treatments.

13.  In summary, tax reform rests on phased adoption of an integrated and coherent Tax
Code covering the entire tax system at federal and subnational levels and on a modernization

of the administrative processes for tax collection.
| Part I of the Tax Code and tax administration

14.  The adoption of Part I of the Tax Code in 1998 represented a major step
forward in clarifying the obligations and rights of taxpayers and tax officials. However,
major improvements were required in order to facilitate tax administration. Amendments to
Part I of the Tax Code were therefore developed, including: limiting deferral of payment to
exceptional circumstances; attempting to better balance the rights of the tax authorities with
those of taxpayers; improving means of collection; eliminating caps on interest; and
providing adequate authority to issue regulations. These amendments were presented to the
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Duma in 2001.” Once they are adopted, Part I of the Tax Code will help support the required
improvements in tax administration.

15.  Reforming tax administration has proved to be a slow and lengthy process
because of resistance from those benefiting from the status quo. A major deficiency has
been an organizational structure that is open to abuse because it matches tax officials to firms
rather than assigning them on functional lines. Moreover, the tax administration has provided
low priority to taxpayer education and has resisted reliance on self-assessment of tax
obligations by taxpayvers. In view of the difficulties with overall reform, in 1999 the
authorities launched a pilot Tax Administration Modernization project in Nizhny Novgorod,
Volgograd, and Moscow (Box 1).

16.  To emphasize the 1mportance of tax administration, the authorities created a
Ministry of Taxes and Fees in 19995 They also reorganized the debt collection/arrears
management process. This resulted in some Rub 257 billion of extra tax payments
during 1999, or about 25 percent of all taxes collected by the Ministry.

17.  The level of voluntary compliance by taxpagers (i.e., payment by the statutory
due date) remained under 70 percent during 1999”7 Thus, cfforts in 2000 focused on
encouraging voluntary compliance, with timely follow-up action where nonpayment is
detected. This involves telephone action within 3—4 days of a nonpayment by large taxpayers
and computer-generated payment demands within 7-14 days of a statutory due date for other
taxpayers. Tax officials initiated further follow-up action within a relatively short time based
on the size of debt involved.

18.  Neotwithstanding these efforts, tax arrears remain high (over 5 percent of GDP
as of mid-2001), partly reflecting the absence of administrative action to write off
uncollectible debts (i.e., because the taxpayer no longer exists, cannot be located, or has
no assets). This issue is the subject of current discussion, including consideration of a

possible tax amnesty.

7 These amendments to Part I of the Code have been introduced repeatedly by the government, but were not
passed earlier.

% While this ministry is the only organizatior responsible for federal budget and subnational tax collection,
there is also a separate Tax Police, which complicates tax administration.

® This compares with compliance rates of about 80 percent in the U.S., 85 percent in the EU, and 95 percent in
 the Nordic countries. However, in Russia compliance rates relate only to payments of assessed taxes, and nor to

whether or to what extent such assessments cover the real taxes that are legally owed under the statutes. Thus,

the 70 percent is not directly comparable to the 80-85 percent figure for developed countries, whlch COVers a

much higher proportion of truly owed tax.
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Part 11 of the Tax Code

19.  Four chapters of Part 11 were passed by the Duma in July 2000 and have been in
force since January 1, 2001: the Personal Income Tax (PIT), the VAT, Excises, and
Social Taxes. Overall, this legislation represented a major improvement. The legislation also
reduced the turnover taxes (e.g., those earmarked for the Road Fund), but did not eliminate

Box 1. Tax Administration Modernization Project in
Nizhny Novgorod, Volgograd and Moscow

This project aimed at improving e¢fficiency and effectiveness of tax administration in the pilot regions. It
also focused on related areas such as improved service to taxpayers and reductions in taxpayers’
compliance costs. By June 2000, the project had set up data processing centers, trained staff in use of
new software and focused efforts on large taxpayer operations. More importantly, it introduced self-
assessment with a system of audits and a switch 10 a functional organization to replace relations between
tax collectors and taxpayers. The pilots achieved the immediate objectives, but they did not produce the
benefits anticipated. Inter alia, this was due to: lack of clarity in the overail goals of the modemization
project; a strong tendency to simply automate existing, and at times poorly-designed, manual processes,
rather than undertake a fundamental and holistic redesign effort; failure to challenge existing business
practices; artificial limitations imposed by provisions of the tax and other laws governing the work of
the tax authority; and selection of inadequately skilled staff for the redesign effort. Many of the
difficulties reflect the tax administration’s lack of experience.

Meanwhile, starting in the second half of 2000, the Ministry of Taxes began p.lan.m'ng for a “Concept of
Operations™ {CONOPS) that weuld incorporate lessons from the pilot program. The CONOPS
eivisages!

. improving the link between electronic service delivery and data capture {e.g., co-coordinating

electronic data services to taxpayers, data collection and information on taxpayer transactions);

. changing methods of paying taxes to reduce the burden on taxpayers while achieving quicker
crediting of payments to Treasury accounts (e.g., use of pre-identified payment
vouchers/orders, systems of electronic funds transfer and direct debit, internet banking}; and

. creating Data Processing Centers {DPCs) in coordination with a review of the size of the
network of local inspectorates and their internal organjzational design—the bulk of staff is
located in over 2600 local inspectorates, many of which may not be economically viable.

them as originally planned. Legislation on the profits tax and the taxation of natural
resources, as well as sections dealing with the (very) numerous smaller taxes were adopted
in 2001 and will take effect with the 2002 budget. The various measures adopted move
Russia toward a fairer, simpler and more efficient tax system.

20.  These reforms also embody a revised concept of fiscal federalism regulating tax-
sharing mechanisms in the Russian Federation’s three-tier government system. Thus,
the adoption of the chapters relating to the above advances the process of codifying tax laws
under a single source of law—the Tax Code of the Russian Federation. The general approach
adopted has been to split each tax berween the three levels of government, thus unifying in
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one tax the revenue needs of federal, regional, and local budgets. Accordingly, the same tax
base will apply to the three levels. The new system makes it possible to take into account
specific features inherent to each region by allowing each subnational government some
leeway in setting rates for its share of the base. This is particularly important in such a vast
country as Russia where economic conditions vary significantly from region to region.

21.

Some key changes in the Tax Code are shown in Table 2. Effective with the 2001

budget,

the taxation of individuals was modified, with the introduction of a flat 13 percent
rate and a series of social tax deductions to replace the three-band progressive tax
rates of 12, 20, and 30 percent. In counterpart, the number of deductions was reduced.
Before reform, the average effective tax rate was 14 percent, and in practice the tax
was more flat than progressive, owing to the extensive use of deductions;

a unified social tax was introduced, lowering the highest tax rate on payroll by

several percentage points, while applying a regressive rate for contributions to the
State extrabudgetary funds. The pension, social, and medical fund contributions were
consolidated at a maximum rate of 35.5 percent and the 3 percent unemployment fund
contribution was eliminated. The new law enacted a regressive contribution scale
(with, for example, a 5 percent band applying to wages in excess of about $21,000 for

a given employee),

provisions were adopted to enhance excise-tax collection and to counteract
avoidance/evasion schemes. These provisions included the introduction of bonded
warehouses for alcohol products; setting up tax posts to check books and records,
monitor disposal of goods, control access to goods, manage the warehouse, and keep
track of payments made; shifting the tax burden from alcohol distilieries to
wholesalers by making them liable for as much as 50 percent of the statutory rate;'”
and introducing special regional stamps;

the tax base was broadened by subjecting diesel fuel and lubricants to excises and
increasing rates of excise tax on other oil products (by three times) and alcohol-
containing products by Rub 2—5 per deciliter;

a major VAT overhaul was implemented, including, among other things, changes to
the place-of-supply rules; application of the tax to individual entrepreneurs;
elimination of the three-payments-per-month system; crediting of VAT on
construction inputs rather than capitalization; elimination of some exemptions; and
the introduction of small business exemption thresholds as a measure to reduce
compliance burden;

10 Shifting the tax liability from producers {distilleries) to wholesalers was a negative development that
complicates tax administration. :
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* the “road-user’s” turnover tax rate was reduced from 2.5 percent to 1 percent of gross
sales, and a series of taxes were eliminated including those on: the sale of fuel and
lubricants; maintenance of housing stock and social objects; individual types of
transportation vehicles; and acquisition of motorcars; and

. effective July 1, 2001, the destination principle was adopied for VAT on non-energy
trade with CIS countries,'! with analogous changes in excise taxes.

22.  Additional changes which became effective in 2002 include:

. reducing the overall profit-tax rate from 35 percent to 24 percent, while canceling
(mainly local ievel) tax incentives and tax holidays;

. merging the tax on recovery of mineral resources, the mineral excises, and the
subsurface mineral tax into one ad valorem charge (“natural resource tax™), and
simplifying the methods of adjustment for geological conditions; and

. increasing the excise rate for alcohol by 12 percent and raising the specific rates for
oil products (see Table 2).

Impact of reforms

23. We estimate the adoption to date of Part II of the Code to result in a loss of _
revenue (at constant oil prices) equivalent to 2.1 percent of GDP, assuming no change in
compliance (Table 1).”? Losses from the turnover tax (1.7 percent of GDP), domestic VAT
(0.6 percent of GDP), profit tax (0.5 percent of GDP), and personal income tax (0.2 percent

- of GDP) are partially offset by gains from import VAT (0.6 percent.of GDP), and oil and gas
export taxes'? (0.2 percent of GDP). Changes in natural resource taxation were roughly
revenue-neutral.

24, The reforms could cost less than estimated here. This is because the tax reform is
designed to improve compliance, while the above estimates assume unchanged compliance.

VAT on all trade with non-CTS countries was already on the destination principle.

" Some tax reform measures have been (or are close 1o being) adopted by the Duma but would only take effect
in 2002 (e.g., the profits tax and natural resource taxation). We include the impact of such measures in our
overall estimation but distinguish between measures already in place and those adopted but yet to be
implemented. We do not ¢stimate the impact of measures that are still under discussion (e.g., removal of export
taxes and possible unification of the VAT rate with fewer exemptions). The impact is estimated using the 2001
ax base.

3 More accurately, VAT on exports, which are now zero-rated following the partial move to destination basis
for VAT. These losses are almost exacily offset by the increased VAT on previously exempt imports.

" In particular, the gas tariff for non-CIS exports is doubled to 10 percent.



Table 2. Tax Code Changes, Including Measures Effective Only in 2002

of the value of extracted mineral.

Tax Previous Regime before 2001 New Tax Code
Base and rate Split between Base and rate Split between
federal & federal &
subnational subnational
Personal Tax on income of physical persons. Federal: 16% Uniform rate of 13% Federal: 1%
income Tax Up to Rub 50,000: 12% Subnational: §4%, Subnational:
‘ Rub 50,000-150,000: 20% of which local not 95%, of
Over Rub 150,000: 30% fess than % of which local
regiondl share not fess than
i of regional
share.
From 2002 all
to subnational
Profits Tax On profits after depreciation and exemptions. Split according to~ Almost alf incentives, incl.  Split
Federal: 11% tates (sce base) investment allowance, according to
Regional: 19-24% have been eliminated in rates (see
Local: 2% exchange for a rate base)
reduciion from 35% to
24%.
Federal: 74%
Regional: 10¥-—14%%
Local: 2%
Tax on Petroleun: in 2002-2004, Federal: 80%
extraction of Rub 425/ ton, adjusted for  Region; 20%.
economic changes in oil price above
minerals Rub 4,300/ ton (about $17  For
/ barrel); as of onomons
January 1, 2005, 16.5%of  regions:
value; Federal: 70%
Extraction of combustible Region: 30%
natural gas & gas
condensate: 16.5% of
value;
2.5-8% for other minerals
Excise Taxes  Qil : Rub 66 per ton Federal 100% Qil excise replaced by tax
on Mineral on extraction of economic
Raw minerals
Materials Gasoline per ton: Gasoline per ton:
(oil, pas High octane: Rub 1,850 High octane: Rub 2,072 Federal 100%
condensate, Lubncants: Rub 1,500 Lubricants: Rub 1,680
ratural gas) Diesel: Rub 550 Diesel: Rub 616
Other: Rub 1,350 Other: Rub 1,512
Natura] Gas: Levied on value of production excluding “dry Rates unchanged, but
refining gas™ Demestic & Belarus 15 percent; remeved excise exemption
Exports including CIS 30 percent for dry refining gas
Recovery of  10% of the value of extracied oil, reduced by a credit for Hydrocarbon: Replaced by Tax on
minera exploration expenditures incurred by the producer. This is Federat 40% extraction of economic
FESOUNGes 1aX  meant to recoup the State's costs of exploration of fields Regional 30% minerals
(‘mineral prior fo privatization. Local 30%
rehabilitation . Sea:
tax’) Federal 40%
Regional 60%
Continental Sheif
Federal 100%
Subsurface Tax on domestic sales “value” of extracted mineral, excl. Hydrocarbon: Replaced by Tax on
mineral tax VAT, exciscs, and transport costs. The base has not been Federa] 40% extraction of economic
defined clearly and there are many exemptions and Regional 30% minerals
loopholes, depending on the quality of mineral reserves; District/city 30%
natural, geographic, mining, technological & economic Other minerals:
parameters of field developtnents; and risks involved. For Federal 25%
hydrocarbons, the maximum permissible regular royalty, Regicnal 25%
which is a major form of the subsurface tax, is set at 6-16%  District/city 50%

Sources: Ministry of Finance, Fund staff, and FAD TA reports.



-68 -

Some optimism that compliance could improve is in fact justified, since there is still scope
for important tax administration measures (see Section IIT). Moreover, our analysis of the
personal income tax is consistent with the hypothesis of some improvement in compliance
(see Section IV). Further, some improvement in performance could arise from collection of
tax arrears, which in July 2001 were estimated at 11 percent of GDP (including penalties of
5 percent of GDP).

Changing split between Federal and Subnational budgets

25.  As discussed above, the tax reform is shifting resources to the federal from
subnational budgets. The reform broadly completes implementation of the revenue side of
the Concept of Reform of Intergovernmental Relations for 1999-2001, approved in 1998.
With the package of measures already adopted, and holding world oil prices constant at
their 2001 level, federal revenue increased from just over one-third of total consolidated
government revenue in 1998 to almost one-half in 2001 (Table 3).15 '

Table 3. Changing Split' of Revenue between Federal and Subnational Authorities
at Counstant 2001 Oil Price, 1998-2002

1993 1999 2000 2001 2002
{In billions of rubles)
Federal revenue 401 651 1,108 1,535 1,763
Subnational revenue _ 487 681 047 1,017 1,199
Extra budgetary revenue 222 373 575 - 671 813
Consolidated revenue 1,110 1,704 2,631 3,223 3,775
{(In percent of GDP)
Federal revenue : 14.6 13.7 15.7 17.1 17.2
Subnational revenue 17.8 14.3 i34 11.4 11.7
Extra-budgetary revenue _ 8.1 7.8 8.1 7.5 7.9
Consolidated revenue 40.5 358 373 36.0 36.8
{As a share of consolidated revenue)
Federal revenue 36.1 382 42.1 47.6 46.7
Subnational revenne 439 39.9 36.0 316 31.7
Extra-budgetary revenue 20.0 219 21.9 20.8 215
Conselidated revenue 1060 100 100 100 100

Memorandum item:
Nominal GDP in Rub (bn) 2,741 4,757 7,063 8,955 10272

Sources: Ministry of Finance; and Fund staff estimates.

" This analysis explicitly estimates and controls for the significant impact on the federal/local split of changes
in oil prices. Future work might usefully examine the impact of other, less important bu¢ nevertheless significant
factors, such as changes in the real exchange rate.
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26.  Subnational revenue, which fell below 133 percent of GDP in 2000, is set to
decline sharply in 2001, to 11%; percent of GDP, or less than one-third of total
consolidated revenue. Extrabudgetary revenue is projected to decline slightly, from about

8 percent of GDP through 2000 to 7% percent of GDP in 2001. This reflects the unification
of the various payroll taxes into the Unified Social Tax (UST), which was associated with an
overall rate reduction of about 4 percentage points. For 2002, the above projections assume
some increase in compliance, which will help stabilize subnational revenues and reverse the
decline in extrabudgetary revenues (although the extrabudgetary balance is still likely to
worsen).

27.  The sharp reduction in subnational revenue after 2000 may create fiscal
imbalances. Subnational governments may not cut expenditures in line with lower revenue,
and they lack sufficient tax handles to generate the additional resources needed to maintain
spending. Moreover, spending pressures are increasing with the large wage increases in
December 2001 for staff paid under the Unified Tariff Schedule (UTS) and with the
expected burden from reform of housing services (see Chapter VI, “Structural Reforms™).
The transfer of responsibility for welfare payments may also add to fiscal pressures, in the
absence of adequate federal transfers and/or cuts in benefits.

C. The Remaining Agenda
Tax administration

28.  As explained above, despite the measures fo date, compliance rates remain low
and the tax administration still needs fundamental restructuring. The Ministry of Taxes
and Fees is, therefore, incorporating the lessons from the pilot (Box 1) into a strategic plan

~for modernization of the tax administration being prepared with Fund and U.S. Treasury
assistance. To facilitate implementation, it is discussing with the World Bank a second Tax
Administration Medernization Project (TAMP II). This program includes, among other
things, measures to: |

e  increase the level of tax compliance;

. promote efficiency by streamlining the network of offices, generalizing the functional
structure adopted in the pilots, and improving links between departments based on
computerization;

* create a small network of regional data processing centers to undertake the bulk of

information processing tasks together with a new information systems infrastructure
and associated applications systems;

. encourage professional ethics by establishing a code of ethics, increasing _
professionalization of staff, and establishing a strong internal audit function to
monitor integrity;
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refine the system of self-assessment;

improve the fairness of the tax system by improving dialogue with taxpayers and
adopting transparent dispute resolution procedures;

reduce the taxpayer compliance burden by i 1mpr0v1ng service delivery and
simplifying procedures; and

enhance staff development programs.

Tax policy

29.

The key tax policy reforms are now in place or about to be enacted (Section II).

The remaining agenda consists of fine-tuning various measures based on implementation
results and anomalies that slipped into the legislation, particularly the corporate profits tax.
Other areas where the authorities plan to move include:

VAT. The authorities have indicated their intention to adopt the accrual method
of accounting, but have moved slowly. The authorities aim to facilitate compliance
by significantly simplifying the current rnules for the timing of liabilities and credits.
The Ministry of Taxes and Fees will need to develop implementation and education
programs and decide on transition rules. In the medium-term, the authorities are
considering adopting a single VAT rate of about 16-17 percent. As for VAT on
intra-CIS trade in energy products, it is still applied on the origin principle, but in the
medium term consideration may be given to adopting the destination principie.

Export taxes. These taxes were introduced as temporary emergency measures in
the context of the recent Fund arrangements. The authorities plan to phase out
non-energy export taxes over 2002—03. They are also committed, in principle, to
phasing out energy-related export taxes once appropriate arrangements for taxing
minerals are in place. However, there is no clear timeframe for this as of now.

Personal income tax, profit fax and unified social tax. The different rates
applying to income of various types create incentives to shift income from one
category to another. In particular, the large differential that will arise once the profit
tax rate is cut may induce employers to shift some compensation to profits. This
could have a negative impact on unified social tax receipts. The authorities are
currently exploring proposals to move to a flat rate for all income and social taxes.
Unification of the profit tax rate and personal income tax rate is also being
contemplated, but no firm decisions have been made.

Production sharing arrangements. In view of its complexity, this topic was
separated from the reform of natural resources. Consultations are under way with
current and potential investors in the minerals sector {including gas and oil). The
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objective is a transparent regime that protects the interests of the state while providing
appropriate incentives to investors.

. . Property taxes, inheritance taxes, state duties, sales taxes, and small business
taxes. Reform of these taxes may be considered as part of the new fiscal
federalism arrangements that are being developed. The authorities are considering
phasing out the sales tax, given its distortionary nature. The other taxes offer bases
that could be devolved to subnational governments to better match tax and

expenditure assignments.

D. Performance of Personal Income Taxes After the Reform:
Is There a Russian Laffer Curve?

Introduction and overview

30. As mentioned above, in 2001 Russia implemented an income tax reform that
introduced a single 13 Percent rate to replace a progressive schedule with three rates of
12, 20, and 30 percent.'® In the face of this reduction in rates, PIT revenues in Russia have
performed better than expected. During January—September 2001, collections reached

2.7 percent of GDP, compared with 2.3 percent of GDP in the corresponding period of 2000.
However, tax performance has exceeded expectations across the board, and even more so for

taxes other than the PIT.

31. The strong performance of income tax collections has led to a widespread
perception in Russia that lower rates have resulted in increased revenue (the Laffer
curve effect).'” This Laffer effect might arise because of a high elasticity of aggregate labor
“supply, or (likely more relevant to Russia) because tax cuts provide an incentive for labor to
move from the underground to the official economy, discouraging tax avoidance and
reducing tax evasion. In this section, we first review some of the international evidence
(see Box 2) and then analyze the Russian experience to date.’®

32.  We conclude that the positive revenue performance in the first quarter of 2001
can be explained without appealing to Laffer effects, while the second and third
quarters present somewhat of a puzzle. However, we have insufficient data to distinguish

' The effective rate was little changed, from 14 percent to 13 percent. Perhaps more significantly, the
progressive rate structure was replaced by a flat tax, which may facilitate tax administration and improve

compliance.
'7 For exampie, see the interview of Tax Minister Gennady Bukaev with Izvestia on March 12, 2001,

18 Since the Laffer curve is concerned with increases in labor supply, we should ideally consider marginal rather
than average rates. We would like to focus on high income earners, benefiting from a marginal rate reduciion
from 30 percent to 13 percent. Unfortunately, we do not have the micro-level data needed to varify the
importance of the high income group in generating personal income tax revenue. .
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Box 2. Review of International Evidence of the Laffer Curve

Ebrill (1987) fails to identify 2 Laffer effect in Sweden, Korea, Jamaica, or India.
He reviews Stuart’s work on Sweden and Kwon’s work on Korea and fails to find evidence of a Laffer effect
in India and Jamaica despite positive performance of taxes following rate reductions.

Evidence from the United States and Canada also fails to support the argument that cutting top
marginal rates results in increased revenue, The Reagan tax cuts failed to generate revenue and a recovery
in revenue is associated with the Bush/Clinton tax increases of the early nineties. Moreover, Goolsbee (1999)
points out that extensive literature finds very little impact of changes in tax rates on fabor supply in the U.S.,
thus refuting the central Laffer curve tenet.

Goolsbee (1999) also summarizes much of the criticism of the New Tax Respensiveness work and points
out that correcting for the methodological flaws results in significantly lower elasticity estimates. More
importantly, he finds that the high elasticity reported for the eighties tax cuts is atypical. Making the
simplifying assumption that there was only one rate in the fax code, his estimates suggest that the Laﬁ'er peak
for high income taxpayers ranges between 42 percent (198589 data) and 100 percent (§934-38 data).’
Excluding the eighties, the lowest peak would have been 63 percent (192226 dafa). However, the “optimal™
tax rate is likely to be well below the Laffer peak. -

Richupan (1987) finds evidence that a progressive structure yields less revenue than a proportional tax
structure in the presence of significant tax evasion. Sanyal er al. {2000) point out that intensified tax efforts
may have the same impact as higher tax rates in encouraging tax evasion.

Lindsey (1987) and Feldstein (1995}, among others, emphasize the major efficiency costs of high
marginal rates and hypothesize that high rates fail to raise revenue at the top of the income
distribution. Even if labor supply elasticity were zero, the Laffer curve effects would hold if high taxes result
. in a shift of income out of taxable form. This approach, labeled by Goolsbee (1999} as the New Tax
Responsiveness (NTR) literature, focuses on estimnating the elasticity of taxable income with respect lo the tax
rate. This literature suggests that high income individnals may face a Laffer curve (hlgh income Laffer curve).
(Goolsbee finds no empirical support, however.

Notwithstanding lack of empirical support for 3 Laffer carve, Tyler Cowen (1980) poinis out that
cutting taxes has a positive effect on private-sector productivity. This in turn may generate encugh
economic activity to produce, on the same base, enough additional revenue to pay for the cuts. Dalamagas
{1998) confirms this effect for G-7 countries where governments crowd out the private sector (U.S.; UK., and
Italy) while the opposite is true for Japan, Germany, and Canada where public sector activity complements
private capital in the production of private goods.

Hall (1999) points out that the NTR methodelogy does not allow a direct answer to the question of
whether an increase in tax rates raises or lowers revenue. Moreover, he suggests that the variability of the
elasticity estimates across episodes and the high elasticity observed in the eighties unply that institutional
factors may be critical in the observed response.

Jackson (2000) cites evidence from the United States and Canada that tax levels are neutral in
efficiency terms. He argues there is no trade-off between equity and efficiency. Taxes to finance productive
expenditure may result in higher growth than tax cuts with spending cuts. Mackenzie (1987) finds “the impact
of margmal income tax rate reductions depends on the value of many parameters and that the elasticity of
savings, somewhat surprisingly, may be relatively unimportant.”

In summary, the evidence seems to suggest that there is no direct Laffer effect of 2n automatic base
expansion fo compensate for lower rates.

! These are average rates that are welt above those facing high income peopie.
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between Laffer effects and other explanations. For instance, the positive revenue

- performance could plausibly reflect an underestimation of nominai GDP and the wage bill
(which in turn may only partly reflect Laffer effects), and/or errors in estimating the guarterly

profile for effective tax rates and estimated taxes. The paper, therefore, suggests areas for

further work that would help pinpoint the impact on tax revenues of a reduction in tax rates."

Review of evidence from Russia to date

Context

33.  In the case of Russia, given poor compliance and significant unrecorded activity,
the reduction of rates with stronger enforcement may result in an increase in the tax
base. Indeed, this is the objective of the authorities. The international experience (see above)
suggests that the Russian package of lower rates and stronger enforcement could have
indeterminate results in terms of compliance. Nevertheless, if there were a positive effect
from reducing rates in Russia, it would probably arise through a reduction in tax evasion. At
the macro level, the rapid increase in reported wages, which far exceeds the growth of
recorded expenditures (a proxy for growth of actual wages and income), is consistent with

such a hypothesis.

34.  Until the micro-data can be collected, an analysis of available macro-data can
help test for the presence of Laffer effects; however, the test will not be conclusive.
Specifically, we use parameters from previous years, information from the Ministry of
Finance, and macro-data for January—Sepiember 2001 (in particular, the estimated wage bill,
estimated exemptions, and the estimated average effective tax rate) to construct PIT revenue
projections, based on the assumption of no Laffer effects. If these projections fall short of
actual collections, then this suggests that there may be a Laffer effect. However, the
discrepancy may also reflect erroxs in estimating the wage bill and/or exemptions.”®

Personal income tax reform: impact by quarter

35. We estimate personal income tax reform to result in a modest revenue loss of
about Rub 21 billion (0.2 percent of GDP) in 2001. This revenue loss occurs in the second
half of the year, and particularly in the last quarter. In contrast, for the first quarter we project

% As noted earlier, the overperformance of the PIT is relatively unimportant from a macroeconomic perspective:
compared to that of other taxes. It woulid, therefore, be desirable to extend any micro-level analysis based on tax
returns to the major taxes that have shown strong performance, and in particular the VAT, profits tax, and
excises. It will also be crucial to examine the performance of the profit tax afer the rate cuts that came into

effect in 2002,

*® In addition, strong PIT collections could also reflect the positive impact on compliance coming from the

" reduction in social taxes following their consolidation into the UST. While this could also be seen as a Eaffer
effect, it implies that any analysis of PIT revenues should examine their performance not in isolation, but jointly
with that of the UST. Given lags in information collection, we do not aitempt such an exercise. -
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a small gain of Rub 3 billion, owing to an effective increase in the tax rate, offset by an
equivalent loss in the second quarter.

36.  This pattern of increased revenue in the first quarter, with losses concentrated in
the second half, arises because of the tax assessment rules. Under the old tax code,
taxpayers paid at the lowest marginal tax rate (12 percent) until their cumulative annual
mcome exceeded the upper bound for the lowest income-tax band. Any further income was
then taxed at the next higher marginal rate, until the cumulative annual income exceeded the
upper bound for that band too, and so on. This system implied that effective rates increased
through the year, from about 12 percent in the first quarter of 2000, to an estimated

13Y% percent in the second quarter, and about 15 percent in the second half of the year; the
average for the year as a whole was 14 percent. Thus, the move to a uniform tax rate of

13 percent implies an increase in effective tax rates in the first quarter of the year and a
reduction in the second half.

Projected versus actual revenue

37.  Weshould avoid reading toc much into the small deviations observed between
projected and actual revenue (Table 4). There are three reasons for this. First, a small
reduction in the effective rate, from 14 percent to 13 percent, would not be expected a priori
to generate large gains and losses. Second, in the circumstances of Russia, our estimates are
affected by large data uncertainties. In particular, the small deviation between actuals and
projections is very sensitive to two assumptions. We assume that the split of the annual wage
bill across quarters is correctly reported by Goskomstat, even though it estimates a total wage
bill for the year as a whole that is significantly different from that reported to the Ministry of
Finance. Further, we assume that the ratio of deductions to the total wage bill remains in each
guarter at the level observed by the Ministry of Finance in the 2000 outcomes. Finally, GDP
estimates are subject to uncertainty and have in the past been subject to significant revisions.

Table 4. Actual and Projected Personal
Income Tax Collections in 2001

Year Q! Q2 Q3 Q4

: (Percent of GDP)
Projected tax collections 2.6 26 25 25 25
Actual tax collections . 2.6 2.8 2.7
Actual less projected . 0.0 0.2 0.2

Sources: Ministry of Finance; and Fund staff estimates,

38.  Subject to these caveats, tax revenue in the first quarter was virtually equal to
the projected level of Rub 49 billion (2.6 percent of GDP). In contrast, in both the second
and the third quarters, income tax receipts exceeded projections by about Rub 5 billion

(0.2 percent of GDP), Put differently, during the first three quarters, actual collections
exceeded projections by an amount equal to the projected revenue loss from reforms. Prima
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facie, this does not rule out the possibility that the reforms were, if not revenue-enhancing, at
least revenue-neutral.

39. Without detailed information on the source of this increase in collections, we
cannot verify if it reflects a widening of the base, higher compliance, higher nominal
wage growth, or other possibly one-off factors. We can, however, investigate to what
extent plausible changes in the above factors can explain the difference between projected
and actual revenue in Q2 and Q3. In turn, this can help set plausible bounds to the size of any

LafTer effects,

40.  We are interested in which factors could lead us to increase our estimate of the
tax base, which is essentially the wage bill. Higher nominal GDP per se would not directly
change our projections. However, it would be an indication that we may have under-
estimated the wage bill. Table 5 summarizes what nominal GDP levels, and wage shares in
GDP, would be required in 2001 Q2 and Q3 to expiain the observed tax collections,
assuming unchanged compliance. At one extreme, if the estimated nominal GDP were
roughly correct, then the true wage share in GDP would have to be up to 2 percentage points
higher than estimated. Such wage underestimation would hardly be unprecedented, nor
implausible.®'** Alternatively, if the wage share in GDP were correctly estimated, then the
true nominal GDP would have to be about 10 percent higher than estimated. Such a
difference is significantly larger than the typical ex post revision in nominal GDP, but not
unrealistic. Overall, plausible combinations of higher nominal GDP and higher wage ratios
could comfortably account for the revenue overperformance. If neither nominal GDP nor the
wage share are underestimated, then unexplained revenues amount to 0.2 percent of GDP,
which could be interpreted as an upper bound to any potential Laffer effect on personal

income taxes.

41.  To explore this effect further, and to determine whether it could simply reflect
sampling variability, we undertake a simple econometric analysis, running a regression
of personal income tax collections on (estimated) assessed taxes. We use quarterly data for
the pertod 2000 Q1-2001 Q3, and normalize both the independent and the explanatory

¥ 'To obtain a sense of the underlying volatility, note that the percentage wage share in GDP for the first quarter
of each year during 1997-2001 is estimated, respectively, at 30.6, 35.3, 27.4, 24.8, and 28.8. Admittedly, such
estimates are themselves likely to be affected by compliance effects, and may therefore overestimate volatility
in the “true’ wape share. Parenthetically, these wage ratios are as reported by Goskomstat, and cannot be
directly compared to the values shown in Table 5, which have been scaled down to match the much lower

* annual totals reported by the Ministry of Finance,

Z The labor market is clearly tightening, in response to both cyclical and demographic factors, although it is
hard to quantify the precise impact of these changes.
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Table 5. Potential Laffer Fffect for Different Nominal
GDP in 2001 Q2 and Q3

Postulated underestimate of nominal GDP in 2001 Q2 and Q3 (percenty. 0 1 2 514

Hypothetical wage bill required for projected personal income tax 237 235 233 226 216
collections to equal actual (percent of GDP)

Deviation from estimated wage bill {(percent of GDP) ‘ 21 1.9 1.7 10 040

Upper bound to any Laffer effect on tax revenues (percent of GDP) 062 02 02 01 0.0

Sources: Ministry of Finance; and Fund staff estimates.

variables by nominal GDP so as to induce sta‘[icu:az_i_;"ity.23 We run the regression in logarithmic
form and allow for a constant, but the results are not sensitive to the particular specification.

42.  The regression model performs very well, with an R? of 0.88 for the period as a
whole (Figure 1). The elasticity of tax collections with respect to assessed taxes is
insignificantly different from unity, which is in line with our prior expectations. However,
the fit clearly worsens in the last two quarters, where the difference between actual and fitted
collections becomes economically important (the average discrepancy is about 0.15 percent
of GDP, or about 6 percent of total income tax collections), with some indications of
statistical significance (the average residual equals 1.5 times the standard error of the
equation).? The residual would be somewhat larger if we adopted the altermnative approach of
recursive estimation, that is, if we estimated the coefficients using only data through 2001
Q1, and used these to predict the outcomes in 2001 Q2 and Q3.

43. One final crucial issue concerns the interpretation of any change in the wage bill.
So far, we have assumed that, to the extent that high personal income tax collections reflect
high economy-wide wages, there is no puzzle to explain and no need to invoke any Latfer
effect. An alternative view is that the Laffer effect would operate not through an increase in
commpliance as conventionally defined, but rather by inducing a shift from the underground to
the official economy, and in particular by encouraging employers to report payroll figures
more truthfully, with an implied increase in both nominal GDP and the wage share. In
principle, the Goskomstat quarterly wage bill estimates on which we rely (unlike the Ministry
of Finance figures) do embody adjustments for the size of the gray economy; while such
adjustments may be imperfect, any error should be random. In practice, estimates of the
relative size of the gray economy are only revised infrequently. As a result, when the gray
economy is shrinking, the reported wage bill growth may exceed its true value for extended

¥ We exclude earlier periods, for reasons that are both principled (the outcomes were heavily distorted by the
effects of the crisis) and practical (we lack reliable data on the tax base). Given the limited sample, all results
should be treated with great caution.

** The predicted values from this exercise, based on a formal econometric methodology, need not equal the
projected values discussed earlier, based on a deterministic methodology with add-factor adjustments. However,
the two sets of values turn out to be extremely close. In any case, a deterministic approach cannot be used to
discuss statistical significance.
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Figure 1. Personal Income Tax Collection: Actual versus Predicted
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periods. Our methodology would then underestimate the size of any Laffer effect. In the
absence of a well-specified wage determination model, there is no simple way to gauge the
magnitude of this error, but we are confident that it does not findamentally invalidate our
analysis. One reason is that, while the wage share in GDP for the first three quarters of this
yeat is indeed 2 to 3 percentage points above the corresponding values for 1999 and 2000, it
is even further below the comresponding values for 199698, when compliance is generally
estimated to have been lower, and the gray economy significantly larger, than is currently the
case. That is, changes in the relative size of the gray economy appear to be only one,
relatively minor factor behind observed variations in the wage share.

44, Overall, we conclude that the positive revenue performance in 2001 Q2 and Q3
is unlikely to reflect mere sampling error. It could plausibly reflect an underestimation of
both nominal GDP and the wage share, as well as errors in estimating the quarterly profile
for effective tax rates and estimated taxes. Alternatively, the apparent buoyancy in personal
income tax revenues might reflect Laffer-style effects, sufficient to fully offset the projected
Q2 and Q3 revenue loss from reform (amounting to Rub 9 billion). In any case, most of the
revenue loss from reform is not projected to occur until 2001 Q4. Hence, clear conclusions
will be impossible until, at the very least, figures are released for whole year nominal GDP
and tax collections. :
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V. FISCAL SUSTAINABILITY!

1. Despite an impressive improvement in Russia’s fiscal position since the crisis in
1998, questions remain about the sustainability of public finances over the medium to
long term. The enlarged government primary balance strengthened by 11 percent of GDP
during 1997-2000, reaching a surplus of almost 8 percent of GDP in 2000 and is estimated to
have declined only moderately in 2001. At the same time, the level of federal government
debt was roughly halved to 64 percent of GDP at end-2000, that is estimated to have declined
further to about 50 percent of GDP by end-2001, reflecting also strong GDP growth and the
real appreciation of the ruble during 1999-2001. The strengthening of the fiscal position
reflects a sharp compression of noninterest expenditure and, more recently, an increase in
revenues owing to rapid income growth and high global energy prices since 1999. The
question is to what extent this improvement can be sustained in the face of weaker growth,
lower energy prices, a lowering of the tax burden, and potentially significant budget
pressures arising from compressed social spending and reform costs. The latter issues are
particularly important at the subnationa} government level.

2. Our analysis suggests that Russia’s fiscal position should be sustainable, but that
it remains vulnerable over the medium term to a sharp downturn in global energy
prices. While there should be considerable room for the fiscal surplus to decline from its
current high level, this should be implemented cautiously to reduce vulnerability. In this
context, pressures to spend current windfall gains should be contained and the fiscal cost of
reforms carefuily assessed so that the implementation of these reforms is appropriately paced
and sequenced. Further, intergovernmental fiscal relations should be re-examined to ensure
that policies arc sustainable at all levels of government.

3. We examine the issue of fiscal sustainability in a normative framework. We
assume that economic developments in Russia will gradually resemble those in advanced
transition countries and emerging markets. We also assume that global energy prices return
to their “normal” level. Fiscal sustainability is examined both from a fiscal debt sustainability
and from a balance of payments sustainability perspective (or macroeconomic balance
approach). In addition, we look at fiscal policy over the medium term where financing
constraints also need to be addressed.

! Prepared by Thomas Laursen (EU2).
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A. Conceptual Framework

4. Long-term fiscal sustainability is typically analyzed in terms of public debt
sustainability.” The standard analysis of debt sustainability looks at the primary fiscal
balance consistent with maintaining a certain “sustainable” ratio of public debt to GDP given
output growth, real interest and exchange rates:

(1) PB/Y=[(r-g*DN)]/(1+g),

where PB is the primary fiscal balance, ¥ is nominal GDP, r is the real interest rate on
government debt, g is the real GDP growth rate, and D is the stock of public debt. This
formula assumes a constant nominal exchange rate and ignores potential access to nondebt

financing.’

Thus, if the government is in a net debtor position, and the real interest rate exceeds the rate
of real GDP growth, a primary surplus would be required to maintain a constant debt ratio.

5. For a transition economy, the macroeconomic balance approach may be more
relevant. This approach looks at the fiscal balance consistent with a viable or target external
current account position and the outlook for private savings and investment:

(2) (S-Dgov = CA* — (SDpri,

where (5-I)g. denotes the overall fiscal balance, CA* the sustainable current account, and
(S-D)priy the private sector savings-investment balance.*

This approach may be more relevant for a country like Russia, where long-term debt
sustainability considerations are likely to be dominated by concerns about medium-term

? For a resource-rich econonty, fiscal and external sustainability should ideally be examined in the context of
intertemporal welfare maximization, which takes into account the depletion of non-renewable resources. Such
an approach has been the object of extensive rescarch and attempts have been made to apply it in some

- countries (see e.g. Liuksila and others 1994 and Chalk 1998). However, it requires considerable information
and/or assumptions for which there is substantial uncertainty (e.g., existing reserves of natural resources and
future extraction rates, costs, and prices, as well as the sogial discount factor), and it generally also ignores the
substitution of natural resource wealth with other and potentially higher yielding forms of wealth, including the
stock-of physical and human capital which affect fitture income growth in the economy or the stock of financial
assets. In Russia, future generations are likely to be better off than current generations as transition takes hold

and a dynamic market economy is established.

3 Ceteris paribus, the use of nondebt financing such as privatization proceeds does not change the government’s
net worth,

* The macroeconomic balance approach abstracts from the issue of private sector external assets owing to the
difficulties of estimating both their size and yield. This is potentially an important caveat as the cumulative
external current account balances during the 1990s suggests that Russia should be in a net creditor position vis-

a-vis abroad.
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balance of payments viability and where prudential thresholds on public debt ratios for
industrial countries (as established notably for members of the European Monetary Union by
the Maastricht criteria) are probably of limited value in determining sustainable fiscal policy.
Of course, one would need to ensure that the fiscal balance determined in this way does not
raise concern about debt sustainability.

6. We employ a2 medium- to long-term perspective and a “normative” framework.
We assume that the economy will reach during 2010-15 a “steady-state” economic
development path similar to that observed in advanced transition and emerging economies,
and—given the dependence of both public finances and the balance of payments on energy
prices—where global energy prices have stabilized at a “normal” level. It is thus necessary to
- determine “normal” energy prices and a viable external current account balance as well as to
analyze the prospects for real GDP growth, private investment and savings, and real interest
rates and exchange rates.

7. We draw on both theoretical considerations and evidence from comparator
countries, and we distinguish three groups of countries:

. non-transition emerging markets (Argentina, Brazil, China, Korea, Malaysm Mexico,
South Africa, Thailand, and Turkey);

. advanced transition economies (Czech Republic, Estonia, Hungary, Latvia, Lithuania,
Poland, Slovak Republic, and Slovenia); and

* resource rich economies (Chile, Indonesia, Kazakhstan, Mexico, Nigeria, Norway,
Saudi Arabia, South Africa, United Kingdom, and Venezuela).

The latter group is included as these otherwise diverse economies share certain
characteristics owing to their dependence on income from natural resources. In addition to
historical data, we include the latest World Economic Outlook (WEQ) projections.

B. “Normal” Energy Prices

8. Although it has proved difficult to model oil prices, various methods suggest
remarkably similar values for their long-term level, Most studies have been unable to reject
the hypothesis that—over the long run—oil prices follow a random walk either in nominal or
real terms (see e.g., Engel and Valdes, 2000). One statistical approach to determining long-
run oil prices is to examine the 10 -year moving average. This has fluctuated in the range of
$17.6~18.9 a barrel since 1996.° Alternatively, it could be assumed that prices revert to the
level prevailing in a stable period (say 1987-97, where the average price stripping out the
Gulf war spike was $17.8). A third approach is to run an ARIMA regression for this stable

* Oil prices in this chapter refer to a simple average of spot prices of UK. Brent, Dubai, and West Texas
Intermediate.



period, which suggests that oil prices are stationary, with a long-run level of $19.3.°
However, these statistical constructs based on historical prices ignore any information
regarding structural shifts in oil markets and thus in future oil prices. The WEQO forecasts oil
prices five years ahead based on market forecasts—futures prices and/or forward
contracts—and trade publications. For 2007, the December 2001 WEO forecast is $19.5.

9. These methods thus suggest that a plausible “normal” level of oil prices is in the
range $18-20. In line with the medium-term WEO forecast, we thus assume a long-term
average oil price of $19 a barrel. We use this oil price both for extrapolating backward and
for projecting forward the constant-oil-price fiscal and external balances, including to assess
fiscal sustainability.”

C. Growth Prospects and Private Sector Investment/Savings

Potential output growth

10.  Output growth in comparatoer countries has broadly been in the range of

4—6 percent a year. In emerging markets, output growth has generally been in the range of
4-6 percent a year over the last 20 years, except for the period of the Asian and Russian
crisis. Similar growth rates have been experienced by advanced transition economies in the
second half of the 1990s, with improvements in total factor productivity accounting for about
one-half of the growth.® Growth rates appear to have been somewhat lower in resource rich
economies, both in a longer time perspective and in recent years, when it has hovered around
4 percent.

® The baseline specification, selected by hoth the Akaike and Schwartz Information Criteria, is an ARMA (5,3)
regression: ¥, = 183-26Y,,+.03 Y, + 43 ¥; + 21V, 4 -36 Y. s+ 1L.EMA,+ 1.77 M4, + .95 MA,_, where
Y denotes the world oil price.

" This is a useful rough indicator of the underlying or structural fiscal (or external) balance and has been applied
by Fund staff in assessing changes in the fiscal stance (see Staff Report for the 2001 Article TV Consultation).
While one should, in principle, also adjust for deviations in output from its potential level, and for deviations (or
unrealized effects of past changes) in the real exchange rate from its equilibrium level, such adjustments pose
well-known problems in a case like Russia. Tt is aiso assumed that neither imports nor public expenditure are -
affected by changes in energy prices.

® On average, estimates suggest that annual TFP growth in advanced transition economies during the period
199197 amounted to about 2 percent, but with large variations (Poland had the highest growth rates of close to
4 percent per year).
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Real GDP prowth

11.  Empirical evidence on the determinants of ;
{In percent to previous year)

. growth confirms that Russia should be able to
achieve growth rates similar to comparator
countries. In analyzing growth in transition
economies, several authors have used variations of the
following general specification:
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where g is per capita growth, y is per capita income,

PS and SS are the primary and secondary school enrollment rates (proxies for human capital),
respectively, INV is gross capital formation in percent of GDP, GOV is government
consumption in percent of GDP, POP is the population growth rate, and f denotes the first

derivative.

12.  Table 2 below shows the values of these key variables for Russia and for a sample of
fast-growing and of slow-growing developing economies. The high level of education in
Russia suggests that growth prospects are relatively favorable. Based on the empirical
equation first developed by Levine & Renelt (1992), the forecasted per capita growth rate for
Russia would be around 4.7 percent with the relatively high value, in large part, reflecting the
relatively high level of human capital.9

13.  Fischer, Sahay, & Vegh (1998), using a similar approach, forecasted per capita
growth rates in the range 4.8-5.3 percent. Gomulka (2000) studied real GDP growth in
transition economies using as explanatory variables the ratio of gross investment to GDP, per

° The baseline specification for the Levine & Renelt equation is as follows:
g =-0.83-0.0035*Y,- 0.38* POP + 3.17*% 88, + 17.5% INV,

where g, , the growth rate of per capita income, is expressed in percentage points; and ¥, the initial level of real
per capitz income, is divided by 1000. This equation was estimated over the period 1960—89 using data for 119
countries,

The strengths of this equation are that it tries to relate growth to its underlying, exogenous determinants, that it

’ - - - - - 2_ - - -
explains a surprisingly large fraction of the sample variance in growth rates (R"= 0.46), and that its specification
is relatively robust. The main weakness for our purposes is that the estimation sample does not include any
transition economies or resource exporters. Hence, the relevance of this (or any other) cross-country growth -
regression to the long-term growth prospects of transition economies in general, and Russia in particular, rests
on the assumption that in the long run such economies will not fundamentally differ from other developing
economies,
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Table 1. Factors Affecting Long-Term Growth: Russia in a Global Perspective

Variable Russia Fast-Growers Slow-Growers
Primary-school enrollment rate (pct) 91 90 54
Secondary-school enrollment rate (pct) : 92 30 10
Gross investment/GDP (pct) 0.23 0.23 0.17
Government consumption/GDP {pct) 0.21 0.16 0.12
Population growth rate (pet) -0.28

Sources: IMF, The World Bank (WB), OECD, and Levine and Renelt (1992).

_ Note: Data for the various variables refer to the following years: Primary school enrcllment rate: Russia
(1997); Fast & Slow Growers (1960). Secondary schoo! enrollment rate: Russia (1995); Fast & Slow
Growers (1960). Gross investment and government consumption: Russia (1997); Fast & Slow Growers
(1960-89). Population Growth Rate: Russia (1999).

capita income, and inflation. He found that for investment to GDP ratios in the range of 20 to
30 percent, Russia’s forecasted growth rate over the next decade would be between 4.5
percent and 6 percent. The EBRD in its 1997 Transition Report similarly noted that Russia
should be able to grow at rates of around 5 percent per year. In sum, evidence suggests that
a potential growth rate of 5-6 percent in Russia is a reasonable working assumption.
This, of course, assumes that structural reforms are implemented in a comprehensive and
sustained manner.

14.  Russia’s growth potential conld also be examined in a growth accounting
framework (see e.g., IMI 2000a and Laursen 2000). This would be based on the
specification of a production function and assumptions about developments in inputs, output
elasticities, and total factor productivity. We use such a framework below to examine the
level of investment required to sustain output growth at its potential.

Gross investment

15.  Private investment in transition economies has generally been higher than in
advanced emerging markets. Over the last 20 years, gross investment in emerging markets
has fluctuated in the range of 15-20 percent of GDP (it appears to be stabilizing in the upper
end of this interval). In contrast, .investment in transition econornies has been 24-25 percent
of GDP in the second half of the 1990s impiying a higher incremental capital-output ratio.
While there is no evidence of higher investment ratios in resource-rich countries, rather the
opposite, this may not be all that relevant for Russia given its under-developed extraction and
transportation infrastructure. Turning to more disaggregated data, private investment ratios in
advanced transition economies typically lie in the range 19-24 percent of GDP, with public
investment accounting for another 3-6 percent of GDP; in other advanced emerging markets,
private investment generally hovers around 17-20 percent of GDP.
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16.  Imvestment needs may be examined in a Privale Invesiment

. . . ’ . (In percent of GDF)
simple growth accounting framework. Assuminga 35 ¢
constant-returns-to-scale Cobb-Douglas production 10 | Growp 2
function, the gross investment ratio required to . |
support the long run potential growth rate equals: wl o

4) VY=K/Y[(gr-grep-agr)/(1-a)+ 48], B¢ A~
10+

where [ is gross investment, Y is output, 7FP 1s total 5L
factor productivity, K is capital, L is labor, gz denotes | L,
the net growth rate of any variable x, @ and (/-q} are 1980 1984 1988 1992 1056 2000 2004

the marginal elasticities of output with respect to
labor and to capital, respectively, and & is the rate of capital depreciation.

17.  As discussed above, real GDP should potentially be growing at 5-6 percent per year
in the medium to long run, with around one-half being accounted for by total factor
productivity growth. According to the national accounts, the prevailing capital-output ratio is
around seven. However, this implies unrealistically high values for the contribution of total
factor productivity growth, and various studies suggest that the capital-output ratio is
considerably overestimated owing to a low value of pre-transition capital (see e.g.,
McKinsey, 1999). A more plausible number would be around three, implying that pre-
transition capital is worth only about 10 percent of post-transition capital. The depreciation
rate has been around 4 percent a year in recent years according to the national accounts. The
labor force should remain broadly stable based on demographic projections. Finally,
international evidence suggests that the marginal elasticity of output with respect to labor—
equal to the labor share assuming competitive labor markets—is fairly stable at around

65 percent.'® With these parameters, the required total investment-to-GDP ratio would be

about 26 percent.

18,  In sum, it seem reasonable to assume a gross investment ratio of 26 percent, of
which the private investment ratio would be about 21 percent (reflecting both the
evidence from advanced transition economies and the prediction from the growth accounting

framework).

1% This elasticity in Russia (and many other transition economies) is currently closer to one-half, significantly
{ower than in advanced economies and many other developing countries. There are two main explanations:

(i) the labor share may increase as an economy develops; and (ii) developing countries in general, and transition
economies in particular, have a large unincorporated business sector whose operating surplus should be
included in the labor share. Also, part of the remuneration of labor is not presently recorded as wages, e.g.,
subsidized rents and utilities. Adjusting for this, the true labor share may be quite constant aroumd the world at

about 0.65 (see Bernanke 2001).
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Private Savings

Private sector saving (In percent of GDP)

35
19.  Private saving ratios in emerging markets 30 |
and advanced transition economies have been | Grom 1
fairly similar and stable. In these groups of Growp 2
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20.  The theoretical and empirical analysis of 1950 1982 1988 1992 1996 2000 200

private saving has focused little on the unique

institutional structures of tramsition economies. While the literature generally finds that a
number of factors are important determinants of saving levels in countries independent of
their level of development (e.g., the dependency ratio, public saving, the rate of output
growth, and changes in terms of trade), it also suggests that private saving in developing
countries is influenced importantly by other factors than in industrial countries (Appendix I).
In particular, the degree of financial liberalization and foreign saving. Given the different
findings for industrial and developing countries, it is conceivable that emerging markets and
the more advanced transition economies may also exhibit a unique behavior that may be
more relevant for Russia. This could, for example, relate to the significant role of enterprises
in providing social safety nets in transition economies or the deeper integration with
international financial markets in emerging markets, as well as macroeconomic instability in
both groups of countries.

21. - We have therefore estimated 2 private savings equation for a sample consisting
of our two groups of advanced emerging markets and transition economies (Annex I).
The results show a significant positive effect of real GDP growth and financial deepening
{proxied by the ratio of M2 to GDP), and a negative effect of the budget deficit and the
dependency ratio. The unpact of inflation volatility is very small. Per capita income was not
found to be significant.'’ Using this equation and projected long-run values for these
variables for Russia suggests a private savings rate of about 20 percent of GDP.

Real interest rate

22, Evidence on real interest rates in emerging and transition economies is difficult
to interpret. This owes to imperfect financial markets, capital controls, unreliable data on
interest rates on government debt, typically large spreads between lending and deposit rates,
volatile inflation, and uncertain inflation expectations. Estimates suggest that real Iendmg

" Private savings and its determinants in transition economies are discussed in UN (2001)—see Appendix I for
further details. The analysis emphasizes the importance of the leve] of per capita income and the depth and
strength of the financial system. The latter underlines the crucial importance of financial reform and the creation
of sound institutions for encouraging higher levels of saving and investment.
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rates in transition economies have been around 8 percent, somewhat less than in developing
countries but higher than in advanced and industrial countries (Table 2).

Table 2. Real Deposit and Lending Rates (1990—2000)

Industrial Advanced ~ Developing Transition

~Countries Countries . Countries countries
{In percent)
Real deposit rate: mean L5 25 3.5 1.7
Real deposit rate: median 1.7 2.0 40 1.0
Real lending rate: mean 5.0 ' 6.6 12.2 7.8
Real lending rate: median 5.0 6.0 9.9 8.3

Source: IFS.

23.  While real interest rates are currently very low in Russia, they can be expected
to gradually mirror those in transition and advanced economies. The current low rates
reflect the absence of government borrowing requirements. Yield spreads on Russian
Eurobonds have fallen substantially since the crisis but remain relatively high compared to
other transition and emerging markets given the current strength of macroeconomic
fundamentals. This refiects both the lingering memories of the default on government debt in
1998 and the large debt repayments falling due in coming years. Over time one would expect
spreads on new Russian long-ferm borrowing to be broadly similar to those faced by
advanced transition economies and emerging markets, which have typically been around
200-300 basis points (abstracting from cnisis periods). Thus, with real interest rates in
industrial countries around 4 percent (average of the 1990s), it seems reasonable to assume
that Russia would be facing real interest rates the order of 6—7 percent (the choice of ruble
debt versus foreign currency debt is essentially a debt management issue)."

D. Sustainable External and Fiscal Balances

24.  Russia should be targeting an external current account deficit of 2-3 percent of
GDP. This is well within the danger zone experienced by a number of emerging markets and
transition economies where deficits of 4—6 percent have generally proved to be sustainable.
However, most of these countries, especially the advanced transition economies, have
benefited from very high levels of foreign direct investment, and are generally converging
toward lower external deficits in the 2—4 percent of GDP range. A cautious current account

2 Over the medium term, and even beyond, interest rates on aggregate public debt will be lower reflecting the
large stock of outstanding, restructured commercial debt as well as the lower rates on bilateral debt.
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target is also warranted by Russia’s experience with
large capital flight and potentially volatile capital
flows in the future.

25.  This implies that the general government
deficit should be limited to 1-2 percent of GDP.
With private investment expected to expand rapidly,
our analysis above suggests that the private sector
savings-investment balance is likely to turn slightly
negative, by about 1 percent of GDP, requiring that
the fiscal deficit is contained to 1-2 percent of GDP
to be consistent with the current account target (this
compares to projected fiscal deficits of ¥5-2 percent
of GDP in advanced transition economies and
emerging markets). Given projected interest
payments, this in turn requires a primary surplus of
1-2 percent of GDP.

26.  These external current account and fiscal
balances are consistent with debt sustainability.
External and public sector debt ratios would be
declining fairly rapidly over the medium term,
reflecting both the large current surpluses and the
relatively low interest rate on the current debt stock,
as well as real appreciation of the ruble (see below).
Thus, staff projections suggest that by 2005 total
federal government debt would have declined to
about 30 percent of GDP and it would continue
declining thereafter.'? This compares to debt ratios in
emerging market and transition economies that
increased to about 45 percent of GDP during the
1990s but are expected to gradually decline to
30-40 percent over the medium term.'*
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" With output growth of 5%z percent and a real interest rate of 6% percent, the primary surplus consistent with
maintaining a stable debt-to-GDP ratio of 30 percent would be 'z percent of GDP (the analysis here abstracts

from subnational government debt, which is relatively small).

' The Maastricht criteria for membership of the European Economic and Monetary Union establishes a public
debt limit of 60 percent of GDP, but such a threshoid is clearly too high for developing countries. Fischer
{(2001) notes that since the variability of the real interest rate in emerging market countries is significantly
higher (up to a factor of 5) than in industrialized countries, emerging market countries are likely to face a very
large fiscal shock if their debt to GDP ratio is around 60 percent. Thus, ratios nearer 30 percent are much safer.
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27.  Russia should aim for conservative fiscal and external balances and debt levels.
Fiscal revenues and exports remain highly dependent on volatile global commodity prices,
and budget financing is subject to both swings in international financial markets and limited
development of domestic capital markets. Also, both reform costs and contingent liabilities
may prove to be substantial although difficult to quantify ex ante. Further, the balance of
payments remains characterized by large private capital outflows and a relatively low level of
FDI and it is uncertain how fast these flows will improve. Under these circumstances, it
would be prudent to target debt levels at the lower end of those aimed for by advanced
emerging markets and transition economies.

28.  The adjustment of external and

fiscal balances over the medium term to Key Parameters {Share of GDF woless otherwite noted)

the “steady-state” discussed above is of 1999 2000 2001 Steady-State
paramount importance to policymakers. -
While there is considerable room for the Real GDP growth 54 83 - 52 Stob
. Gross imvestment 15.1 17.2 19.5 26

current account balance to deteriorate and the  ow erivate 54 93 122 2

1 MNational savings 269 352 306 231024
real ::exchange rat'e to appreciate over the o sy e a7 -
medium term, this process should proceed External current account U 180 110 2to-3

. . . Federal government 1/ :
cautiously—both to maintain a prudent Primar batee s sa (103
reserve cover in the face of only a slow Ouerall balance o B
- - . . - o I . X
reduction in capital flight and to avoid External debt service 2/3/ 356 253 W7 16
3 171 3 1 Ernlarged government
Jegpardlzmg growtl'} while the investment o e oA o5 _—
climate and domestic demand are Overall balance 38 29 102
.. . . Mema items:
strengthened. Similarly, while there is room o0 180 282 243 19
to ease the underlying fiscal position by about  REER (change; c.0p.) 123 20 128 2
. . - Underlying fiscal
3 percentage points of GDP, caution is _ primary balance 15 a7 lto2
warranted as financing remains limited, the ,
17 Cash basis.

fiscal balance remains vulnerable to a sharp 2/ "Steady State” refers to the average over 2010-15.
downturn in global energy prices, and 3/ Share of federal goverument revenues.

additional budget pressures could arise from the ongoing tax reform and structural reform
related expenditures.

29.  Fiscal policy in the next couple of years is likely to be constrained on the
financing side. With limited access to international capital markets and large debt service
payments falling due, especially in 2003, foreign financing will be negative over the medium
term. While the government should be able to graduaily substitute foreign for domestic
financing, the ability of the financial system to absorb new government debt will be
constrained by the slow process of remonetization and increasing demand for credit to
support a broad based expansion of investment. Under these circumstances, there is little
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scope for the budget to go into deficit, at least through 2003-04, and thus for the primary
surplus to decline significantly from its envisaged level in 2002."

30.  This will place the federal budget under considerable pressures. With revenues
projected to decline by about 2'2 percent of GDP over the medium term (2002-04) as a
result of lower oil prices and macroeconomic developments, considerable expenditure
restraint will be required in the coming years. While it should be possible to maintain
noninterest expenditures close to the level envisaged for 2002 of 13 percent of GDP,
expected reform costs and increased transfers to regions (see below) would mean that
expenditures on existing needs would have to be scaled back.

31.  Further, subnational governments would need to undertake significant
adjustment to cope with losses from tax reform and increased federal expenditure
mandates. Agreed tax reforms will cost local governments about 1 percent of GDP in 2002
(see Chapter IV-—Tax Reform), while planned tax reforms (phasing out of the road fund tax
and abolition of the sales tax) could cost another 1% percent of GDP in 2003-04."% At the
same time, the federally mandated increase in government wages will cost about 12 percent
of GDP in 2002. Thus, subnational government would need to find measures on the order of
2% percent of GDP in 2002 and further savings over the medium term to preserve overall
balance. While part of the adjustment could come from increased cost recovery in housing
and communal services, it is not clear whether net savings can be achieved in the short term
given the plan for introducing targeted subsidies (see Chapter VI). There may also be scope
for reducing employment at the subnational level, but again the short-term savings are
uncertain. '

32. The medium-term outlook and the sustainability of fiscal policy are subject to a
number or risks. Over the medium term, the key risk is that rapid output growth is not
sustained. Sustaining output growth in the range of 5~6 percent over the medium term while
the external current account is deteriorating rapidly in conjunction with the real appreciation
of the ruble, implies that domestic demand continues to recover strongly. Although some rise
in private consumption from its still relatively depressed level can be expected, the driving
force should be private investment. This in turn requires comprehensive structural reform and
an improvement in the investment climate. In particular, financial sector reform is needed to
ensure an efficient intermediation of resources and the provision of adequate liquidity from
the banking system. Over the shorter term, the main risk is a major deterioration in the
external environment, notably a sharp decline in global energy prices.

5 The budget plans for 2002 envisage a decline in the enlarged government primary balance at constant oil
prices to less than 3 percent of GDP (and to 2 percent of GDP at actual oil prices based on the staff’s output and
revenue projections).

' These costs may be smaller to the extent that tax compliance improves.
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Estimating Private Sector Savings'

1. A number of studies have discussed the variables determining private savings in
developing countries and have examined these relationships empirically (see e.g., Dayal-
Gulati and Thimann 1997, Masson and others 1995, Savastano 1995, and Ogaki and others

1996).

2. However, these studies have only to a limited extent included transition economies
and emerging markets, which may be more relevant for Russia, and are somewhat outdated.!’
We have therefore performed an empirical analysis covering the period 1985-99 for two
groups of countries: (1) Argentina, Brazil, China, Korea, Malaysia, Mexico, South Africa,
Thailand, and Turkey; and (ii} Czech Republic, Estonia, Hungary, Latvia, Lithuania, Poland,
the Slovak Republic, and Slovenia. The sample period for the first group is 1985-98 and for
the second 1993-99,

Appendix Table 1, Descriptive Statistics for Group 1

Private  GovernmentDebt  Money Supply Inflation Real  Income Dependency

Savings (in percent of GDP) (in percent of GDP) GDP Per Ratio
' Growth  Capita
Mean 20.0 2.8 37.3 203.2 4.5 4614 61.1
Median 20.6 2.0 302 13.4 5.5 4069 . 636
Maximum 322 4.7 98.9 30798 i3.3 11864 829
Minimum 84 -18.6 6.2 G2 -16.2 1357 40.1

Std. Dev. 43 4.7 217 589.8 54 2318 9.3

17 An exception is the UN Economic Survey of Europe 2001, which includes a chapter on domestic savings in
transition economies. The study identifies the following relevant variables: current account balance, government
savings, social security expenditure, the level and growth of per capita income, the level of monetization, the
real interest rate, CPI inflation, change in the terms of trade, and the age dependency ratio. The estimated

equation for Eastern Europe and the Baitic States (1995-98) is:

- Sp = 0.09%CA - 0.6*Sg + 0.3*SS + 0.7% + 0.09*dy + 0.1 *M —0.2% — 0.01*dCPI + 0.16*dTOT + 0.13*DEP
{R-square=0.79),

- where Sp is private saving, CA4 is the current account balance, Sg is government savings, SS is social security
expenditure, y is per capita income, A is broad money, » is the real (ex-post) interest rate, CP/ is the consurmer
price index, TOT is the terms of trade, DEP is the dependency ratio, and 4 denotes rate of change. The fitted
value for Russia using our medium-term/steady-state projections of the explanatory variables is 19 percent of
GDP.
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Appendix Table 2. Descriptive Statistics for Group 2

Private  Government Debt = Money Supply  Inflation Real Income Dependency

Savings (in percent of GDP) (in percent of GDF) GDP Per Ratio
. _ Growth  Capita
Mean 18.9 -1.8 36.8 22.0 2.8 4085 48.6
Median 19.8 -14 318 17.6 4.0 3460 . 49.1
Maximum 26.9 2.6 71.3 858 106 10716 540
Minimum 11.6 _ -6.7 _ 16.6 4.7 -11.9 1031 42.8

Std. Dev. 4.0 21 le.4 18.1 4.5 2522 29

3. The OLS estimation shows a significant effect of the budget deficit, financial
deepening, real GDP growth, inflation volatility (measured as the difference between
inflation and a two year moving average), and the dependency ratio on private savings
(Appendix Table 3). The estimated coefficients, however, are biased since significant
correlation pattern in residuals is present. This could be as a result of missing explanatory
variables or endogeneity problems inherent in this type of single equation regressions.

4, We use these estimation results to forecast the long run savings ratio for Russia.
Applying the “steady-state” values for real GDP growth and fiscal balance discussed in the
main text, inflation volatility and financial deepening ratios corresponding to the average for
Groups 1 and 2 in recent years (70 percent and 34 percent, respectively), and a dependency
ratio of 42 percent (projected average for the period 2010-15), yields a private savings rate of
20 percent of GDP.
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Appendix Table 3. OLS Estimation Results

Dependent Variable: PRS?

l

Method: Pooled Least Squares

Sample(adjusted): 1986 1998

Inchnded observations: 13 after adjusting endpoints

INumber of cross-sections used: 17

Total panel (unbalanced) observations: 136

Variable Coefficient}Std. Error| t-Statistic | Prob.
C 23.75 2.57 9.24] 0.00
GVBGDP? 041 (.11 - -3.81| 0.00]
GDPDOT? 0.31 0.07 4.11] 0.00
M2GDP? 0.16 0.02 987 0.00
INFLVOL? 0.00 0.00 229  0.02
DEP? -0.21 0.04 -4.99  0.00
R-squared 0.56] Mean dependent var | 21.13
Adjusted R-squared 0.54] SD.dependentvar | 6.52
S.E. of regression 4.41] Sum squared resid  |2523.24
F-statistic 33.11; Durbin-Watson stat 0.65
[Prob(F-statistic) 0.00

Where
PRS?

C
CVBGDP?
GDPDOT?
M2GDP?
INFLVOQL?
DEP?

- is Private savings for the pool of countries

— Constant

— Government deficit as a percent of GDP
- Real GDP growth
— Broad money supply to GDP ratio
— Inflation volatility
- Dependency ratio

APPENDIX I
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VI. STRUCTURAL REFORMS!
A. Overview

1. The pace of stractural reform accelerated markedly in mid-2001. Until late spring
2001, the implementation of the government’s structural reform program for 2000-01,
approved in July 2000, was behind schedule, particularly banking and natural monopoly
reform. However, a package of amendments to bankimg laws was adopted in spring 2001,
aimed to facilitate the regulation and consolidation of the sector, followed by government
approval of a restructuring plan for the railways in May. Subsequently, reforms across the
board accelerated in the summer. The government approved a restructuring plan for the
electricity sector in July, and before its summer recess, the Duma passed the profit tax
chapter of Part [T of the Tax Code; a package of laws to deregulate economic activities; and a
law against money laundering. A new land code was passed at the start of the fall session and
a Government Regulation on housing and communal services reform was issued in
September. A new Labor Code, key pension reform legislation, and parts of the judicial
reform were adopted at end-2001.

2. The government also adopted a new medium-term program for 200204 in July.
The emphasis remains on the improvement of the investment climate for the private sector
and on the achievement of long-term sustainability m public finances. Underlying this
emphasis is the view, articulated by both President Putin and the government, that economic
growth should be increasingly led by private investment and that reltance on volatile raw
material exports should be reduced. Starting in fall 2001 and continuing into the medium
term, the main challenges in impiementing the reform agenda include the mmtiation of
reforms in electricity and railways sectors; the implementation of business deregulation,
pension, labor, land, and housing and communal services reforms; the adoption of customs
and remaining judicial reforms; and the formulation of further reforms in the areas of
banking, foreign exchange liberalization, gas sector restructuring, and intergovernmental
relations.

3. The depth and breadth of the reform agenda pose significant implementation
and coordination challenges. To cnsure consistent and universal implementation of the
enacted reform acts and measures at all levels of government across the whole country is the
main challenge and risk for the success of the reform program. The implementation of many
reforms will also have significant fiscal implications, which, while not readily quantifiable at
this early stage, will necessitate good coordination of reform design and implementation so
as to avoid the emergence of excessive fiscal and macroeconomic shocks and imbalances.

! Prepared by Timo Vililé (EU2).
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B. Energy Sector Reform

Electricity sector

4. In general, the broad aim of a market-oriented electricity sector reform is to
separate out naturally monopolistic from potentially competitive activities. The naturally
monopolistic activities include electricity transmission from producers to retail sellers
(utilities) along high-voltage grids and electricity distribution from utilities to consumers
along low-voltage grids. The need for grids generally makes transmission and distribution
natural monopolies, and state regulation and supervision of these activities is required to hmit
the abuse of monopoly power. The potentially competitive activities, in turn, include
electricity generation (production) and retail sales. Both privatization and liberalization are
generally undertaken to introduce competition in these activities.

5. Currently, the state dominates all activities in the Russian electricity sector. The
state controls electricity generation, transmission, sales, and distribution through its

52 percent stake in RAO UES, which in turn has ownership stakes in all but 2 of the 74
vertically integrated regional energy companies. Of total generation capacity, 84 percent is

- accounted for by RAO UES, the regional energy companies under its control, and the nine
state-controlled nuclear power plants. The federal high-voltage grid belongs to RAO UES,
while parts of the regional high-voltage grids and the low-voltage grids belong to regional
energy companies. Tariff regulation in the wholesale market and in electricity transmission is
conducted by the recently established Single Tariff Agency, with the government approving
any tariff changes, but it remains to be decided whether the Single Tariff Agency or Regional
Energy Commissions control retail tariffs. At present, the implicit subsidy due to below-
market electricity pricing is estimated at roughly at 3—6 percent of GDP. In addition, there is
significant cross-subsidization of residential retail tariffs by industrial retail tariffs.

6. The main problem in the electricity sector has been insufficient investment. As a
result of insufficient investment in generation capacity over the last 15 years and the recent
upswing in industrial activity which has boosted the demand for electricity, the risk for
supply shortfalls in the medium-term has increased. While RAQ UES’s annual investment
budget is currently only around $1 billion, it is estimated by the World Bank that investments
of $30-70 billion are needed over the coming ten years for power plant rehabilitation and
construction and for maintaining and developing the transmission and distribution networks.
While the state will continue to invest in the natural monopoly segments of the power
industry, a reform plan for the entire electricity sector has been developed to attract large-
scale private investments, including from abroad, into the potentially competitive segments
of the sector.

7. The Russian government has approved a three-stage reform plan for the
electricity sector. The broad reform plan, which covers a period of 8-10 years as detailed
below, was approved on July 13, 2001, Ultimately, the plan envisages the liberalization of
both wholesale and retail electricity tariffs, as well as the withdrawal of the state from
electricity generation (with the exception of nuclear power gencration) and sales. As a first
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step to this end, the government approved a detailed action plan for the initial stage of the
reform on August 3, 2001.

8. The first stage of the reform is chiefly preparatory in character. It covers the
period through spring 2004, by when the necessary legal and organizational changes are to be
completed and the wholesale electricity market is to be established, as detailed below. While
tariff regulation in both wholesale and retail markets will remain in place throughout the first
stage, the retail tariff will be linked to the wholesale tariff through a formula.

. The necessaty legal changes include the introduction of a new federal framework law
for the electricity sector, as well as amendments to existing legislation pertaining to,
e.g., natural monopolies, tariff regulation, and competition.

. The organizational changes include the creation of a federal high-voltage grid

' company; a system operator; a number of generating companies consolidating RAO
UES’s existing power plants; and a holding company to manage RAQ UES’s stakes
in regional energy companies, which are to spin off their distribution assets into
separate subsidiaries. All these new companies will initially be fully-owned
subsidiaries of RAQ UES, so the shareholders of RAO UES will receive stakes in
these companies on a pro rata basis. Furthermore, all existing nuclear power plants
will be merged into one fully state-owned generating company. The regulation of the
electricity sector will be consolidated into a uniform system, with a view to ensuring
a level playing field in both wholesale and retail markets and to enhance investment.

. The organizational changes will be accompanied by financial rehabilitation and
measures to enhance financial trapsparency. Financial rehabilitation includes cost-
cutting and, when necessary, the restructuring of companies’ debts and receivables.
Retatedly, a system of social assistance for workers displaced in the reform process
will be adopted. Measures to enhance transparency, in turn, include the separation of
accounting for different activities and the conduct of a full inventory of RAO UES’s

assets.

. The establishment of the wholesale market involves the setting-up of the market
infrastructure, a trading system administrator, a payment system with a settlement
center, and the introduction of forward and futures contracts for the wholesale market.

9. The second stage will culminate in the liberalization of both wholesale and retail
markets in parts of Russia. Following the establishment of the wholesale market in the first
stage of the reform, independent sales companies for the retail market will be introduced in
the second stage, inctuding from regional energy companies; these will divest themselves of
their transmission and, in only a few cases, distribution assets against due compensation from
RAOQO UES. Independent sales companies are not required to spin off their generation assets,
so some degree of vertical integration of competitive activities (generation and sales) will be
allowed to remain. Tariff regulation will be discontinued in the wholesale market and in the
retail markets in European Russia, Ural region, and in Siberia. The deregulation is expected
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to lead to a rough doubling of wholesale prices from their current levels. All in all, the
second stage will take place two-three years after the completion of the first stage.

10.  In the third stage, the state will withdraw from electricify generation and sales.
In the course of the next three—four years, RAO UES will divest itself of its stakes in power
plants and regional energy companies, while increasing its stake in the federal high-voltage
grid company; in other words, RAO UES will eventually become a transmission company
controlling the naturally monopolistic high-voltage transmission network. The privatization
of all assets in the competitive segments of the sector (which will have been liberalized
during the previous stage) is expected to ensure sufficient and appropriate investment in
generation capacity.

11.  The strategic choices embedded in the plan follow largely those made by
industrial countrics that have embarked on market-oriented electricity sector reforms.
In the past two decades, a number of OECD countries have embarked on electricity sector
reforms to liberalize both wholesale and retail electricity markets and to strengthen the
regulation of the naturally monopolistic segments of the markets. While no universal
consensus on electricity sector reform has emerged, it appears the Russian government’s plan
described above follows the mainstream in terms of key strategic choices (see Box 1).

Gas sector

12. The current structure of the Russian gas sector resembles that of the electricity
sector. The state exercises significant control of the sector through its 38-percent ownership
of Gazprom and its majority representation at the Board of Gazprom’s Directors. Gazprom
operates as a vertically integrated company with both naturally monopolistic activities (gas
transmission and distribution) and potentially competitive ones (gas production and sales).
Gazprom accounts for some 90 percent of gas production in Russia; it controls 80 percent of
gas reserves; it controls the gas transportation network; and it has monopoly rights to gas

~ exports outside the CIS. Gas transportation tariffs as well as Gazprom’s domestic retail tariffs
are controlled by the Single Tariff Agency, with the government approving any tariff
changes. Notably, independent gas producers are in principle free to set their own retail
tariffs.

13.  Problems in the gas sector have included:

. Gazprom’s control over the pipeline network and below-market regulated tariffs for
its domestic sales have created a barrier for independent producers to enter the
domestic market. This, in combination with Gazprom’s export monopoly beyond the
CIS (with only Itera allowed to export to CIS countries), has curtailed independent
producers’ incentives to invest in their gas fields, which have significant potential,
and to start up and expand production. :
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Box 1. International Experiences in Reforming the Electricity Sector

Until the late 1970s, the electricity sector was viewed either as a single natural monopoly (in Europe) or
as a private monopoly that required public regulation (in the US). Following the oil shocks of the 1970s,
fuels other than oil were introduced into ¢lectricity generation, which contributed to the unbundling of
generation from transmission. Vertical disintegration of the eleciricity sector allowed the introduction of
competition in some of its segments, first in generation and subsequently in sales. The first set of
countries embarking on reform along these kines included the UK, Norway, Sweden, Australia, and New
Zealand, with more recent entrants including ali EXJ members, the US, Canada, and Japan. The
experience from these reforms, most of which are still on-going, suggests that the following are ameng
the key strategic issues:

EUnbundling. The naturally monopolistic activities need to be separated from the potentially competitive
ones to prevent the abuse of the naturally monopolistic segment as a barrier to entry {e.g., a generating
company controlling transmission could prevent other generators’ access to the grid), While there are
many ways to separate activities, ownership separation is generally a better guarantee against
discrimination than, e.g., mere operational or accounting separation.

Retail market liberalization. To benefit the end—consumer, electricity sector reform needs to include
the liberalization of the retail market which, in tumn, requires the unbundling of sales from distribution.
Retail market liberalization needs to encompass both free éntry and free tariff-sefting.

Reguiation. Regulation needs to develop in parallel with the reform and encompass both the regulation
of the naturally monopolistic activities and the implementation of an appropriate competition policy in
the competitive segments. The regulatory authority should be independent of the regulated and of the
government, particularly in cases where the government is a grid owner. The role of competition policy,
in turn, has been particularly important in merger control and in the elimination of explicit subsidies.

Sequencing. While most reforms have proceeded from legal changes to regulatory reforms to
restructuring and privatization, the sequencing of privatization and hiberalization has varied between
countries. For example, utilities were privatized before liberalization in the UK, while liberalization
preceded privatization in the Nordic countries.

Sources: International Energy Agency Electricity Market Reform. An IEA Handbook (1999) and

Competition in Electricity Markets (200]).

Gazprom’s exports, particularly to non-CIS countries, have cross-subsidized its
domestic sales, which have been subject to not only below-market tariffs (the current
tariff for industrial consumers is around one-tenth of the world-market price and
below the break-even level) but also, until last year, to pervasive nonpayments.
Abstracting from nonpayments, the implicit subsidy due to below-market pricing is
estimated at roughly 3 percent of GDP. Exports to many CIS countries have also
included a subsidy element in the form of below-market pricing or nonpayments.

Gazprom’s corporate governance record has suffered from poor transparency,
particularly related to its relationship with Russia’s second-largest gas producer, Itera,
and extensive operations outside its core business. Also, the ring-fence around
Gazprom’s domestic share market (foreigners are not allowed to purchase Gazprom’s
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shares in Russia; they can oaly hold Gazprom’s ADRs) has created a dual market for
its shares and prevented foreign shareholders from exercising normal shareholder
control.

14.  Some of these problems are being addressed. Gazprom’s cash collections for
current domestic shipments have improved from below 20 percent in the spring of 1999 to
80-100 percent since spring 2001. Progress has recently been made in restructuring other CIS
countries (notably Ukraine) arrears to Gazprom. To enhance transparency, Gazprom has
prepared financial statements based on International Accounting Standards since 1998. Also,
Gazprom commissioned in the spring of 2001 its regular auditor to conduct a special audit of
~ the relationship between Gazprom and Itera. Gazprom has furthermore initiated the
development of ifs own corporate governance code. Finally, a working group has been
working on a proposal to gradually liberalize Gazprom’s domestic share market.

15. A comprechensive restructuring plan for the gas sector will be developed in the
near future. While the government’s program for the second half of 2001 envisaged a draft
plan to be finalized by end-2001, this schedule may slip because of the need to first conduct a
thorough inventory of Gazprom’s assets. The main elements of the restructuring ptan would
concern the reform of gas transportation and the fiberalization of domestic gas market and
exports, On gas transportation, the key issue to be determined is whether it will be spun off
from Gazprom into a separate state-regulated natural monopoly. On domestic gas market
liberalization, the government’s long-term energy strategy envisages that domestic gas prices
rise gradually to the “European level” (net of taxes and transportation costs) by 2007. On gas
exports, it remains to be determined to what extent and how fast they will be opened up to
independent producers. ' '

Oil sector

16.  The reform of the oil sector has advanced further than the reforms of the
electricity and gas sectors. Oil exploration, production, refining, and sales have been
separated from pipeline transportation, and the majority of oil companiées were privatized in
1995-96. The state retains majority interest in two vertically integrated companies, Slavneft
and Rosneft, which account for less than 10 percent of Russia’s total crude oil production.
Although the majority of the oil sector has been privatized, however, administrative control
of exports have distorted domestic markets by depressing prices and by encouraging
excessive substitution of other fuels by oil and oil products.

17.  The state controls the oil pipeline company and allocates access to the pipeline
administratively. Transneft, the oil pipeline company, 1s 75 percent state-owned. The Single
Tariff Agency controls Transneft’s tarift-setting, with the government approving any tariff
changes, and a special governmental commission regulates oil companies’ access to the
export pipeline. While part of the pipeline capacity is allocated among oil companies on the
basis of their production volumes—with small and medium-sized oil companies allowed to
export a larger share of their production than large ones—the commission has considerable
discretion to allocate the residual capacity.
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18.  The administrative control of exports of both crude oil and refined oil products
drives a wedge between domestic and world market prices. The production-based
allocation of part of the export pipeline capacity creates an incentive for oil companies to
overproduce crude oil. The excess production is either sold domestically, which widens the
wedge between domestic and world market prices further, or refined. However, as the state
has in the past conditioned certain refined products’ exports on the fulfillment of domestic
delivery targets, a wedge has also been driven between domestic and world market prices for
these refined oil products. The significance of these administrative export restrictions
depends naturally on the volatile world market prices for oil products. Fund staff estimates
suggest that the wedge between domestic and world market prices was approximately

2 percent of GDP at end-2000.

19. The government is contemplating some liberalization measures. While auctions to
allocate export pipeline capacity among oil companies have not been introduced yet,
preparatory work to this end is underway. Also, the government hopes to eliminate the need
to introduce domestic delivery targets for oil products while ensuring sufficient supplies to
the domestic markets by creating a physical oil product reserve and by continuing the use of
export tariffs for that purpose. Nevertheless, quantitative export quotas were imposed on fuel
o0il in the last quarter of 2001. Finally, the government envisages the privatization of a
blocking stake in Slavneft in 2002.

C. Other Structural Reforms

Railways restructuring

20.  Currently, the Ministry of Railways controls the entire railways sector. The
Ministry controls a large vertically integrated structure of production facilities; railway
infrastructure; railway operations; repair services; social services, including education and
health facilities for railway employees and their families; and even regulatory and
supervisory bodies. Current problems in the sector include the lack of oversight,
accountability, financial transparency, and profitability resulting from vertical integration;
insufficient investment in infrastructure and rolling stock; overstaffing; and tariff cross-
subsidization (freight tariffs subsidizing passenger tariffs and export/import tariffs
subsidizing domestic tariffs).

21.  The government approved a restructuring plan for the railways sector in

May 2001. The broad aim of the restructuring is to separate out naturally monopolistic
activities (railway infrastructure) from the potentially competitive ones (both passenger and
freight transportation as well as repair services) and to eventually liberalize and privatize the
latter (see Box 2). In addition, the pian envisages the spin-off of non-core functions from the
railway sector (social and educational responsibilities currently borne by the Ministry of
Railways) and the establishment of an independent authority to regulate and supervise the
sector. Also, cross-subsidization is to be phased out within five vears, and the on-going
reduction of the number of emplovees is to continue.
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The restructuring is envisaged in three stages. [n stage one (2001--02), the

necessary legal bills will be drafted and approved, paving the way for the reorganization of
the sector. Also, a fully state-owned holding company is ereated to control a railway
infrastructure company; regionally independent commercial railway companies (selling
passenger and freight transportation services); and other non-core functions. In stage two
(2003-05), the potentially competitive activities are spun off from the holding company into
daughter companies, and regulatory functions will be separated out from the Ministry of
Railways. In stage three (2006—10), the holding company will be liquidated and commercial
railway comnpanies will be privatized on a case-by-case basis.

Box 2. Separation of Railway Activities

The economic raticnale for separating naturaily monopolistic from potentially competitive activitics in
the railway sector goes beyond the introduction of competition within the sector. In the power sector,
electrivity and gas face few, if any, perfect substitutes that would not need to use and finance the
maintenance of a naturally monopolistic segment (power grid, pipeline). However, rail transportation
(both freight and passenger) faces competition from other means of transportation, including road, sea,
and air, which need not maintain any naturally monopolistic segment; on the contrary, they ofien benefit
from subsidized supporting infrastructure. Therefore, a vertically integrated railway sector has a
competitive disadvantage vis-a-vis its competitors as it has to bear the cost of maintaining the railway
mfrastructure.

While many European countries have recently proceeded with the separation of railway activities, they
have chosen different approaches to privatization. In the UK, separation was followed by the
privatization of all activities, including infrastructure and traffic control. In Germany, while the state-
owned railway company both manages the infrastructure and provides transportation services, a phased
introduction of competition into fransportation operations is taking place. In France, a separate
infrastructure authority has been created without any privatization of non-infrastructure activities.

Separation has improved financial transparency but raised questions about regulation. There are
technical, as opposed to economic, arguments for integrating railway infrastructure with locomotive fleet
and rolling stock. To the extent that financial and ownership separation lead to technical separation,
concems about compatibility and maintenance may arise. Therefore, and in order to ensure fair access to
and non-predatory pricing of the naturally monopolistic services, an adequate regulatory framework is
required. '

Business deregulation

23.

As part of the effort to improve the investment climate, the Duma approved, in

July 2001, a package of laws aimed to deregulate the conduct and establishment of
business activities. Running or establishing a private business has been administratively
burdensome as the regulatory framework has been ambiguous and numerous authorities at
different levels of government have had far-reaching powers of administrative intervention.
This has also created a fertile breeding ground for corruption and poor governance.

24,

The deregulation package consists of three laws. Specifically, they aim at easing

the administrative burden on enterprises by limiting state inspections of businesses; reducing
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the number of activities requiring a license and eliminating subnational licenses; and
simplifying the registration of new firms, as detaifed below.

. Regulatory bodies' (e.g., fire safety and sanitary inspectorates, but excluding tax and
financial inspections) ability to carry out unannounced inspections will be limited to
cases of filed complaints, which may not be anonymous. Regular inspection visits
will have to be preannounced and there will be authority-specific annual caps on the
number of inspection visits per enterprise.

. The number of activities requiring state licensing will be cut from the current level of
above 2000 (including both federal and subnational licenses) to about 100, and
subnational licenses will be eliminated. Licenses issued by the designated federal
agency will be automatically recognized throughout the country. The process of
obtaining a license is streamlined and made unambiguous by including all
requirements in the law.

. Registration of new enterprises will be moved to an announcement basis (as opposed
to a permit basis, except for activities requiring a license) and to a one-window basis,
where the responsibility of informing tax, social, health, and other authorities of the
establishment of the new firm will be shifted from the firm itself to the registering
authority. Also, a five-day time limit for registration is established where all relevant
registration documents have been provided by the entrepreneur.

25, Deregulation is part of a comprehensive agenda to support private sector
growth. Apart from deregulation, the tax reform, strengthening of property rights
(particulariy through land reform), labor reform, and judicial reform will all—if adopted and
implemented-—significantly stimulate the growth of particularly small and medium-sized
enterprises, which have been the engine of sustainable growth in most transition economies.
In addition to these reforms that have already been adopted or formulated, progress on
financial sector reform will be a key determinant of the private sector’s growth potential.

26.  Deregulation has merits in its own right but needs to be accompanied by
competition policy to be fully effective. The specific role of deregulation is to lower
barriers to entry and to reduce the costs of establishing and conducting business. While
deregulation therefore has potential in its own right to enhance competition, the simultaneous
formulation and implementation of an adequate competition policy is necessary to ensure that
competition takes place on a level playing field. To this end, the government’s recently
adopted medium-term program specifies measures aimed at leveling the playing field,
particularly between public and private sector enterprises.

Land reform

27.  Land reform is another key element in the effort to improve the investment
climate and strengthen property rights. While the right to private land ownership was
written into the 1991 constitution, its exercise was effectively blocked by the absence of a
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legal and procedural framework. These frameworks have been created in the Civil Code
(whose Chapter 17 “On Transactions with Land” was unfrozen by the Duma at the beginning
0f 2001) and the Land Code (that was adopted in October 2001, and will come into force at
the beginning of 2002). In addition, the improvement of the land cadastre is a priority so as to
- allow the strengthening of the link between the cadastre and the registration of land rights.

28.  The Land Code covers only urban land. It establishes the right and procedures for
owning, trading, and collateralizing commercial and residential land as well as household
plots and family farms by resident and non-resident individuals and enterprises. This covers
all non-agricultural land except land occupied by military or nuclear facilities; lands of
ZATOs (closed administrative districts); and conservation areas and national parks.
Foreigners are not allowed to own land in border areas and other special territories, as
defined in other legislation.

29.  Ownership of and trade in agricultural land will be regulated separately. As
stipulated in the draft Law on Differentiation of Land Property, which regulates public land
~ ownership between different levels of government, agricultural land belongs currently to

municipalities. A separate law on the ownership of and trade in agricultural land is being
drafted, with a view to submitting it to the Duma in March 2002 (see Box 3 on agricultural
reforms more broadly). '

Labor reform

30. The Duma approved a new Labor Code in December 2001. The old Labor Code
originated from the Soviet era and thus, among other things, did not recognize private
employment. Therefore, it only covered a fraction of the current labor force. The new Labor
Code aims to be better compatible with a market economy and to increase the flexibility of
labor markets, including by granting employers the right to terminate labor contracts; by
extending the use of fixed-term labor contracts; and by streamlining the collective bargaining
process. In addition, the new Labor Code details the basic parameters of labor contracts, such
as minimum wage (which is to converge to the official minimum living standard over a
transitional period), working time, overtime compensation, leave entitlements, penalties for
wage arrears, efc.

31. At the same time, the authorities will strengthen the social safety net. From the
viewpoint of labor markets, the most relevant pieces of social legislation to be prepared
according to the government’s program are bills aimed to improve active and passive
employment assistance, including the Employment Law. The former consists of improving
access by the unemployed to already existing employment assistance programs as well as of
introducing procedures to evaluate the efficiency of active employment assistance programs.
The latter, in tum, consists of enhancing the adequacy and efficiency of the existing
unemployment benefit system. The medium-term program envisages strengthening the
system of mandatory social insurance for work-related injuries and occupational diseases.
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Box 3. Agricultural Reforms in Russia

Background. Agricultural production could be amoang Russia’s main comparative advantages. Its arable
land area is vast; a significant share of arable land has very fertile soil; the growing season is long
particularly in southern Russia; and agricultural human capital remains abundant.

However, lack of farm-level restructuring in cembination with declining subsidies and the introduction
of market mechanisms into agriculiural fnput and output markets has hit the agricultural sector hard in
the past decade. Total agricultural production dropped by one-third between 1990 and 2000—with
livestock production halving and crop production declining by a quarter--and the GDP share of
agriculture declined from 14 percent to 6.5 percent. By 1999, the share of the rural population with cash
income below the subsistence level had reached almost three-quarters. Some 90 percent of farms are
now unprofitable, and 70 percent of the debts of agricultural enterprises are in arrears.

Reforms so far. Agricultural reforms to date have focused on limiting distortions from federal
government intervention in the agriculturat sector. Agricultural prices have mostly been liberalized
(although a revival of federal procurement to regulate grain markets is being planned); federal irade
protection of agriculture is low compared to many industriail countries; and direct subsidies from the
federal budget are only one-third of their level in OECD countries. Furthermore, $0 percent of
enterprises servicing farms and enterprises processing farms’ output have been privatized. One positive
result of the reforms so far has been the emergence of private farming (mainty houschold plots), which
now accounts for as much as 60 percent of all agricultural production despite operating only around 10
percent of agricultural land.

Remaining agenda. At the federal level, a general rural development strategy remains to be developed,
aimed in particular at leveling the playing field between public and private producers by ending the
current policy which has used soft budget constraints and debt forgiveness to favor large collective
enterprises. Therefore, a comprehensive program of debt settlement is needed, combined with farm
restructuring, genuine privatization, bankruptcy where necessary, and hardening of budget constraints.
To support this agenda, agricultural land reform is key, as is the development of a market-based system
of agricultural financing. However, the bulk of agricultural reform need is at the regional level. Regions
have considerable autonomy in formulating their agricultural policies, and this autonomy is exploited by
many regions in main agricultural production arcas to support inefficient production. This is done
through regional trade barriers; physical food reserves aimed at controfling prices; implicit subsidies
(including in the form of tolerance for nonpayments); as well as the use of commodity credit schemes as
a way of non-cash public procurement. All these practices are inherently distortipnary and stand in the
way of farm-level restructuring and, bence, Russia’s ability to utilize its comparative advantage in
agriculture.

Source: World Bank

Housing and communal services

32.  Housing and communal services are characterized by pervasive implicit
subsidies and other non-market features. Cost recovery levels for housing and communal
services are low; for example, operational cost recovery (i.e., cost recovery excluding long-
term investment needs) for public housing maintenance is estimated at below 50 percent
(1999); for heating, water, and sewage at 35 percent (2000); for gas at 50 percent (2000); and
for electricity at 40 percent (2000). Utility tariffs are partly cross-subsidized, with industrial
consumers subsidizing low tanffs for the housebold sector. In addition, public housing
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construction—which in 2000 still accounted for 20 percent of all residential housing
construction by area—as well as publicly organized housing maintenance remain
characterized by the absence of market-based and transparent tendering procedures.

33.  The government aims to introduce market mechanisms into housing and
 communal services. Operational cost recovery in both housing and communal services is
envisaged to be achieved by 2004. Furthermore, municipal housing maintenance and
construction will be moved to a competitive tender basis. To facilitate the financing of
housing investments by households, legislation on mortgage markets and instruments will be -

introduced.

34.  These principles are spelled out in the government’s reform program for
housing and communal services. The program, approved by the government in September
and further detailed in November 2001, has four main parts to it: administrative and financial
reform of housing and communal services; provision of access to affordable housing; reform
of housing construction; and fulfillment of current housing obligations of the state to certain
categories of citizens. The program covers the period through 2010 and is divided in two
phases. Apart from the financial measures mentioned above, the first phase (through 2004)
consists of legal, regulatory, and organizational changes, including the approval of a new
Housing Code. The second phase (2004—10) comprises the refinement and universal
implementation of the reform measures introduced in the first stage.

35. The reform, while improving economic efficiency generally, could necessitate
significant fiscal subsidies. Given the current low cost recovery levels, housing rents and
communal services’ tariffs need to increase substantially over the medium and long term.
Preliminary estimates by Fund staff suggest that if all households whose housing and
communal services expenditures exceed 22 percent of their income (which has been
established as a threshold) are to be compensated for the difference between their actual
expenditures and the threshold, the fiscal cost of introducing operational cost recovery could
amount to 0.7 percent of GDP annually. Additional subsidies would be needed to compensate
budgetary organizations for increased ufility tariffs, which in the case of electricity alone
could amount to some 0.4 percent of GDP. With the threshold described above, the
introduction of full cost recovery could imply a fiscal cost of subsidies to households of as
much as 3—4 percent of GDP. : '

36.  Several factors, however, can mitigate the fiscal impact of the reform. First, given
the present inefficiencies in housing construction and the production and provision of some
communal services, the estimated operational and investment-inclusive costs are likely
exaggerated, resulting in too high projections for fiscal subsidy needs. Second, consumption-
side inefficiencies due to below-market pricing imply scope for savings, in particular through
energy conservation, which will also reduce the fiscal subsidy need. Furthermore, the reform
will also likely generate higher fiscal revenues through improved profitability in the utilities’
sector, which will reduce the nef fiscal cost of the reform. Nevertheless, as all these offsetting
effects are difficult to quantify, measures to improve the efficiency of the subsidy schemes
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(e.g. introducing metering to utilities other than electricity, which is currently the only
metered utility) need to be taken to ensure the affordability of the reform.

External trade reform and WTO accession

37.  The reform of the external trade system comprises import tariff reform and
customs reform. A major revision of the import tariff schedule was approved in

November 2000 and came into force at the beginning of 2001, with the number of basic rate
bands declining from 7 to 4 and the maximum tariff declining from 30 to 20 percent (except
for automobiles for which the tariff rate is 30 percent). The tariff schedule has subsequently
been amended, further reducing the level and dispersion of tariffs. Customs reform, in turn,
aims to streamline and modernize procedures for customs clearance and the organization of
the State Customs Committee (SCC). Customs procedures will be streamlined by a new draft
Customs Code, which is aimed to be WTO-compatible and compatible with the Kyoto
convention on harmonization and simplification of customs procedures. Discussions
concerning the reorganization of the SCC are ongoing.

38.  Russia is also in the process of negotiating membership in the World Trade
Organization (WTO). Russia’s formal application for membership was submitted in 1993.
The approval of the tariff reform in the fall of 2000 marked an acceleration of the accession
process, and the current government has declared WTO accession a priority. The ongoing
stage of accession negotiations involves a multilateral review by the Working Party on
Russia’s Accession of Russia’s trade regime, as well as the preparation of bilateral
agreements between Russia and WT'O member countries on future market access
commitments. The Russian authorities’ apparent objective is to join the WTO by 2004,

39. The accession negotiations have focused on trade protection and the necessary
legal changes and their implementation. Tariffs for some 20-30 percent of a total of 11,000
categories of goods remain to be negotiated, with agriculture, machinery and equipment
(aircrafis, trucks, cars), furniture, pharmaceuticals, and chemicals among the sectors where
progress has been slowest. In the area of non-tariff barriers, negotiations have focused on
certification and standardization requirements. Apart from tariff and non-tariff barriers, the
extent of protection of domestic producers through direct agricultural subsidies and indirect
“energy subsidies—as well as through restricting foreigners’ access to services (particularly
banking, insurance, telecoms, transportation, and health care)}—remains to be agreed upon.

40.  Apart from the approval of relevant legislation, legal enforcement has been a
concern in the accession negotiations. As for introducing necessary legal changes, the
Duma is scheduled to consider a package of important bills, including the draft Customs
Code, in its spring 2002 session. As for legal enforcement, negotiations have focused on the
protection of intellectual property rights, including on audiovisual products, as well as on the
‘implementation of relevant laws and agreements at subnational levels of government.
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Judici_al reform

41.  The transformation of the Soviet judicial system began in the early 1990s. The
most important changes at that juncture were organizational in character, including the
establishment of the Constitutional Court as well as special courts (arbitration courts) to
handle commercial disputes instead of the system of state arbitration. However, the division
of responsibility for commercial disputes between arbitration courts and courts of general
jurisdiction was ambiguous. Therefore, commercial disputes are often brought to both
arbitration and general courts, which has led to prolonged processes.

42. Current judicial reforms aim to simplify and professionalize the court system
improve the status and independence of judges and provide a more humane penal
system. The court system is envisaged to be simplified by a better delineation of
responsibilities between different types of courts, including by a transfer of all commercial
disputes to arbitration courts. Enhancements to the professionalization of the court system
and to an improvement in judges’ status and independence will result from significant
increase in judges’ average salaries; an imposition of age and term limits on judges, and a
shift of power from prosecutors in favor of judges. In addition, judges’ independence from
regional authorities and legislature is to be increased by removing their right to approve
judicial appointments and by shifting the financing of the judiciary to the federal budget.
Finally, the use of jury trials will be generalized, suspects in criminal cases will be protected
against police brutality, and separate first-tier appeal courts are to be created in selected
regions.

43, Approximately one-third of the legal bills relating to the reform have been
enacted. They relate to legislation on the judicial system and the Constitutional Court; on
criminal investigation and court procedures; and on the appointment and status of judges.
Also, the government has approved a judicial reform program through 2006, including
financing for wage increases for judges and computerization of courts.
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Russian Federation: Basic Data

Social and demographic indicators 1/
Area
Population (in millions) 2/
Urban {As a percent of total population)
Rate of population growth (Percent per annum}
Life expectancy at birth (Years)
Infant mortality rate (Per 1,000 live births)
Literacy (Percent of population)

Share of gross domestic product 3/

Agriculture 4/
Industry
Services

GDP
Nominal GDP (in billions of rubles}
Real GDP (percentage change)

Consumet prices {percentage change, period average)
Enlarged government finances 5/

Total revenie

{in percent of GDF)
Total expenditure

(in percent of GDI")
Overall balance

{in percent of GDP)

Money and credit (end-period)
Ruble broad money (in billions of rables)
Velocity of ruble broad money (level)
Balance of payments
Total exports (in billion of US dollars}

Total imports (in billion of US dollars)
Current account balance (in billion of US dollars)

-3-

Official reserves (in months of imports of goods and services)

Exchange rate, rubles per U.S. dollar, end-period

17,075,400 s5q. km
144.8
72.9
0.5
653
153
99,1
1995 1996 1997 1998 1999 2000
7.2 7.3 6.5 5.7 7.9 74
290 295 28.3 29.9 311 325
546 542 56.7 56.6 543 53.0
1,541 2,146 2479 2741 4757 7,063
4.1 234 0.9 49 5.4 8.3
1976 478 14.3 2.7 857 208
526 720 920 903 1,619 2,711
34.1 3315 371 33.0 40 384
619 910 1,119 1,119 1,769 2482
402 424 45.1 40.8 372 351
-93  -190  -199 215 <150 229
-6.0 -89 -8.0 -7.9 3.1 32
221 295 370 448 705 1,144
89 8.3 7.4 7.3 8.1 6.8
82.9 90.6 89.0 749 757 1056
62.6  68.1 72.0 58.0 39.5 449
7.5 117 -0.4 -1.6 227 453
2.4 2.0 29 25 2.4 4.6
456 5.6 6.0 207 270 282

Sources: Russian authorities; and Fund staff estirates.

1/ Data for 2000 or latest available,
2/ Resident population at Jznuary 1, 2001,

3/ GDP share of gross value added by economic sectors, in basic prices, not adjusted for imputed financial services.

4/ Agriculture, including companies servicing agriculture and forestry,
5/ On a cash basis before 1996, commitment basis thereafter.



Table 1. Russian Federation:

Selected Indicators of Economic Activity, 1995-2001

1995 1996 1997 1998 1999 2000 2001
(Percentage change, year-on-year)
Gross domestic product 4.1 -3.4 0.9 -4.9 54 8.3 50 1/
Industrial output 2/ -3.3 -4.5 2.0 5.2 11.0 11.9 4.9
Agticultural cutput -8.0 -5.1 1.5 -13.2 4.1 7.7 6.8
Crops 4.6 0.3 73 2223 9.1 13.6
Livestock -104  -11.0 -5.0 -1.8 0.7 0.8
Freight transport 3/ -1.0 4.6 3.4 33 5.3 5.0 3.1

Source: Goskomstat,

1/ January - September.

2/ Adjusted for informal production; data for 1999-2001 revised using 1999 weights.

3/ Turnover of transport companies (including pipelines).
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Table 2. Russian Federation: GDP by Expenditure, 1995-2001

1995 1996 1997 1998 1999 2000 2001 2/
(Annual percent change 1/)
Gross domestic product -4.1 -3.4 09 -4.9 54 83 5.0
Total domestic demand -4.9 -1.7 13 -7.8 -0.5 8.9 9.2
Consumption 2.7 -3.1 3.0 -1.5 -2.4 7.0 7.0
Households -2.8 -4.7 5.4 -24 -4.4 89 9.8
General government 1.1 0.8 -2.4 0.6 3.0 L6 -1.1
Non-profit institutions -30.5 -0.5 -1.8 -1.6 0.4 04 0.1
Gross investment -10.8 -20.6 -3.6 -28.7 8.5 173 16.5
Capital formation 1.5 0 -193 -5.7 9.8 4.7 15.5 6.0
Net exports of goods and services a2 212 -8.8 111.0 723 24 96
Memorandum item:
GDP at production basis 4.1 -3.4 0.9 -4.9 54 83 5.0
(Share of nominal GDP, in percent)

Total domestic demand 97 96 87 93 83 80 g6
Consumption 71 71 75 77 68 62 64
Households 49 49 50 35 52 46 48
General government 19 20 21 19 14 14 14
Non-profit institutions 2 2 3 3 2 2 2
Gross Investment 25 24 22 16 15 17 22
Capital formation 21 21 19 18 16 18 17

Changes in inventory 4 3 3 -2 -1 -1 5
Net exports of goods and services 3 4 3 7 17 20 14
Exports of goods and services (fob) 28 25 23 31 43 45 38
Imports of goods and services (fob) 24 20 21 24 26 24 23

[;

Source: Goskomstat; and Fund staff estimate,

1/ In previous year's comparable prices.
2/ January-September,
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Table 3. Russian Federation: GDP by Sector, 1995-2001 1/

1995 1996 1997 1998 1999 2000 2001 2/
{In percent)
Agricuiture 3/ 7.2 73 6.5 5.7 7.9 7.4 8.6
Industry 29.0 295 28.3 299 311 325 309
of which:
processing industry
Construction 8.5 8.4 7.9 7.1 6.2 67 6.6
Wholesale, retail, foreign trade, public catering,
procurement 19.6 18.3 17.6 19.5 21.7 21.1 192
Transportation and communications 4/ 11.9 124 12.1 10.9 8.6 85 g9
Finance, credit, insurance, real estate operations,
science and research, housing, geology, subsoil
resources, exploration, meteorology, computer .

_services, others 9.5 8.6 2.6 92 10.2 11.0 12.4
State administration and defense 4.7 4.6 5.5 59 4.6 49 5.1
Education, culture and art, health care, physical
education & social security, utilities, non-
production activities services to houscholds,
people’s associations 9.6 1¢.9 12.5 11.8 8.7 79 83

Source: Goskomstat.

1/ GDP share of gross value added by economic sectors, in basic prices -- excludes taxes, includes subsidies;
not adjusted for imputed financial services.

2/ January-September.

3/ Agriculture, including companies servicing agriculture and forestry.

4/ Transport, communications, road infrastructure.



Table 4. Russian Federation: Gross Industrial Output by Sector, 1995-2001

1995 1996 1997 1598 1999 2000 2001

(Percent change, annual average)

Total -33 -4.5 2.0 -5.2 11.0 11.9 4.9
Electric power generation -3.2 -2.7 -1.8 23 -1.2 2.3 1.6
Fuel ' _ 0.8 -3.1 -0.4 -2.6 25 4.9 6.1
Ferrous metallurgy 9.6 -4.8 ¢.9 -7.6 16.8 15.7 -0.2
Nonferrous metallurgy 28 -3.6 6.0 -4.3 10.1 15.2 49
Chemicals and petrochemicals 8.0 -84 2.0 -6.0 24.1 13.1 6.5
Machinery 93 -137 3.5 -8.7 17.2 20.0 7.2
Forestry, timber processing, paper and pulp -0.7 -22.6 -0.4 04 17.8 13.4 26
Construction materials -8 -25.5 -4.1 -6.3 10.2 13.1 55
Light industry -30.2 -28.2 -3.9 -10.3 12.3 209 5.0
Food processing -8.2 -9.3 -2.8 0.8 316 14.4 84

{ In percent of 1991 level)

Total 539 51.5 52,5 49.8 55.2 61.8 64.8
Electric power generation 802 78.0 76.6 74.8 739 75.6 76.9
Fuel 73.2 71.0 70.7 68.8 70.6 74.0 78.5
Ferrous metallurgy 63.2 60.2 60.7 56.1 63.5 75.8 75.6
Nonferrous metallurgy , ' 60.0 579 61.3 58.7 64.6 744 78.1
Chemicals and petrochemicals 495 45.4 46.3 435 54.0 61.t 65.0
Machinery 448 38.7 40.0 36.5 428 514 55.1
Forestry, timber processing, paper and pulp 479 31t 36.9 371 43.7 49.5 50.8
Construction materials 44.7 333 320 299 33.0 37.3 394
Light industry 203 14.6 14.0 12.6 14.1 17.1 179
Food processing ' 576 523 50.8 512 530 607 658

Source: Goskomstat.
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Table 5. Russian Federation: Employment, Labor Preductivity and Real Wages in Industry by Sector, 1995-2001

1995 1996 1997 1998 1999 2000 2001
{In thousands)
Employment 1/
Taotal 16,006 14,934 14,009 13,173 13,077 13,294 13,421
Eleciric power gencration 750 790 810 842 880 913 926
Fuci 846 856 821 794 738 730 939
Ferrous metallurpuy 727 727 683 673 674 71 795
Nonferrous metallurgy 549 537 508 480 503 560 649
Chemicals and petrochemicals 895 851 821 TI5 761 785 241
Machinery 6,149 5,590 5231 4,833 4,688 4,709 4,675
Forestry, timbes processing, paper and pulp 1,383 1,261 1,138 1,034 1,057 1,102 1,008
Construction materials 973 863 783 T3 718 684 597
Light industry 1,332 L133 1,006 2.3 863 849 842
Food processing 1,506 1,487 1,454 1,396 1,439 1,484 1,433
Others 8536 834 754 745 754 767 716
{In percent of 1991 levels)
Total 54 51 52 50 55 62 &5
Electric powet generation &0 78 77 75 74 76 77
Fuel 73 k! 71 &9 71 74 79
Ferrous metallurguy 63 &0 6! 56 66 76 76
Nonferrous metallurgy &0 58 6l 59 65 T4 78
Chemicals and petrochemicals 50 45 46 43 54 6i 65
Machinery 45 39 40 37 43 51 55
Forestry, timber processing, paper and pulp 48 7 37 37 44 50 51
Construction materials 45 3 32 30 33 37 39
Light industry 20 15 14 13 14 17 18
Food processing 58 52 51 51 53 61 66
Aversge Labor Productivity 2/
Total 68 69 75 7% 85 94 97
Electric power generation 60 36 53 50 a7 47 47
Fug] 71 68 70 71 78 k] 68
Ferrous metallurguy 67 64 659 64 75 82 73
Noenferrous metallurgy 55 54 &1 41 64 67 60
Chernicals and petrochemicals 57 55 58 58 74 81 g0
Machincry 86 & 69 68 £ 99 107
Forestry, timber pracessing, paper and puip 4] 51 56 62 n 78 87
Construction materials 49 M1 44 45 49 b1 70
Light industry 33 28 30 30 35 43 46
Food processing 59 54 54 56 57 63 70
Real producer wages 3/
Total . k¥l 40 43 46 44 49 66
Electric power generation 46 50 30 53 47 48
Fuel 51 54 57 57 59 T2 10]
Ferrous metallurguy 39 47 47 47 46 55 66
Nonferrous metalturgy 47 43 49 55 59 70 73
Chemicals and petrochemical 37 40 43 47 45 49 61
Machinery 32 is 37 41 38 44 58
Forcstry, timber processing, paper and pulp 33 13 34 34 34 37 48
Congtruction materialg 34 35 37 37 32 36 46
Light industry 20 19 21 2 21 bl 30
Food processing k1 40 41 43 40 40 52
Product Unit Labor Costs 4/
Total 55 38 57 60 52 53 58
Electric power generation 76 g9 094 107 99 103 128
Fuel - 30 81 81 76 88 143
Ferrous metallurguy 59 73 68 73 62 67 89
Nonferrous metailurgy 4] 88 £0 89 91 105 130
Chernicais and petrochemicals 64 72 74 ] 62 50 76
Machinery 49 55 54 59 46 44 54
Forestry, timber processing, paper and pelp 55 65 60 56 48 48 55
Construction materials 0 87 84 84 66 61 65
Light industry (] 70 69 71 59 53 66
Food processing 62 74 76 76 71 64 73

Source: Goskomstat; and Fund staff estimates,

V/ Average payrolf fund data.

2/ Measured as the ratio of production to workforce,

3/ Deflated by industrial PP1.

4/ Measured as the ratio of real producer wages to average labor productivity.
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Table 6. Russian Federation: Labor Force Turnover, 1995-2001 1/

1995 1996 1997 1998 1999 2000 2601 2/
{In thousands)
Total number of separations 13,060 11,372 11,017 16,650 10,274 11,616 9,127
of which: in industry 4,284 3,709 3,385 3,333 3,152 3,503 2,813
Number of new hires 11,480 8,982 8,981 8,984 10,128 11,236 8,935
of which: in industry 3,192 2,321 2426 2,387 3,200 3,582 2,675
{As percent of total employment)
Total number of separations 25.7 239 24.5 24.9 24,5 27.8 221
of which: in industry 284 27.0 26.8 277 27.0 29.5 23.8
Number of new hires 226 18.9 19.9 21.06 242 26.9 216
of which: in industry 21.1 16.9 19.2 19.8 274 30.1 226

Sources: Goskomstat,

1/ Drata for iarge and medium enterprises.

2/ January-September.
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Table 7. Russian Federation: Employment by Sector, 1995-2000 1/

1995 1996 1997 1998 1999 2000
(In thousands)

Total 66,409 65,950 64,693 63,812 63,963 64,327
Industry 2/ 17,161 16,366 14,905 14,162 14,297 14,543
Agriculure and forestry 10,003 9,508 8,832 8,963 8,738 B,609
Construction 6,208 5,875 5,664 5,094 5,083 5,002
Trensportation and communication 5,250 5,220 5,124 4,852 4,919 5,011
Commerce, food service, material and technical

supply, marketing and procurement 6,676 6,795 8,725 9,312 9,320 9,421
Public health, physical fraining, social security,

education, art, culture and science 13,446 13,358 12,995 12,795 12,769 12,719
Administrative staff, lending

and state insurance 2,713 3,454 3,359 3,513 3,602 3,667
Other sectors (housing, pub. utilities, nonpro-

duction rypes of gen. services 1o the public) 4,952 5,374 5,089 5,121 5235 5,355

(In percent of 1991 level)

Total 88.6 88.0 86.3 85.2 854 85.8
Industry 2/ 7.0 67.7 61.7 58.6 59.1 60.2
Agriculture and forestry 93.6 89.0 82.6 83.9 B1.8 B0.6
Construction B1.6 82,9 80.0 7.9 71.8 0.6
Transportation and communication 7.6 712 69.9 66.1 67.1 68.3
Commerce, food service, material and technical

supply, marketing and procurernent 107.3 109.2 140.2 149.7 149.8 1554
Public health, physical training, social security,

education, art, culture and science 993 o386 95.9 %94.4 4.3 93.9
Administrative staff, lending

and state insurance 150.0 150.9 1B5.7 194.2 199.1 202.7
Qther sectors (housing, pub. utilities, nonpro-

duction types of gen. services to the public) 1214 131.7 124.8 1255 128.3 1313

(In percent of total employment)

Total 100.0 160.0 100.0 100.0 100.0 100.0
Industry 258 24.8 23.0 222 224 22,6
Agricuitre and forestry 15.1 14.4 13,7 14.0 13.7 13.4
Construction 9.3 8.9 8.8 8.0 79 78
Tmnaportation and communication 19 7.9 79 7.6 .7 7.8
Commerce, food service, material and techmical

supply, matketing and procurcment 10.1 163 13.5 14.6 14.6 14.6
Public health, physical training, social security, .

education, art, culture and science 20,2 203 20.1 20.1 20.0 19.8
Administtative staff, lending

and stae insirance 4.1 5.2 52 55 5.6 37
Other sectors (housing, public utilities, nonpro-

duction types of general services to the public) 7.5 52 7.8 8.0 8.1 83

Source: Gloskomstat.

1/ Average for the year; does not include students.
2/ Qoskorngtit estimates, which do not necessarily match the payroll fund data.
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Table 8. Russian Federation: Indicators of Hidden Unemployment, 1995-2001 1/

Shortened Workday 2/ Forced Leave 3/
Thousands In percent Thousands Avg. leave days per
of persons of workforce of persons person per quarter

1995

Q1 2244 44 2466 11.0

Q2 1991 39 1868 110

Q3 1900 38 1793 11.0

Q4 2051 4.1 2401 10.0
1996 _

Q1 2952 6.1 2316 11.0

Q2 3292 6.8 1991 10.0

Q3 3134 6.6 1793 12,0

Q4 3409 7.2 2408 10.0
1997

Q1 2382 5.2 1708 11.0

Q2 2552 5.6 1638 9.0

Q3 2482 5.5 1223 1.0

Q4 2506 5.8 1494 9.0
1998

Q1 2324 5.4 2471 18.2

Q2 3060 7.1 4095 210

Q3 3724 8.6 4155 33.0

Q4 4306 10.1 4742 38.8
1099

Q1 2196 53 2000 17.6

Q2 2444 58 2484 23.8

Q3 2591 6.2 2804 284

Q4 2728 6.5 3325 29.5
2000

Q1 1069 26 1204 151

Q2 1253 30 1562 21.0

Q3 1367 33 ‘ 1798 254

Q4 1499 36 2175 27.1
2001

Q1 792 1.9 1137 13.6

Q2 928 2.2 1492 18.3

Q3 . 986 24 1658 22.6

Q4

Source: Goskomstat.

1/ In industry, construction, transportation, communication, services, science, and scientific support.
2/ For 1995-97 data include number of workers on shortened workday at the end of each quarter;

for 1998-2000 data show number of workers on shortened workdays over the course of the period.
3/ Without pay or with partial pay. -



Table 9. Russian Federation: Selected Labor Market Indicators, 1995-2001

Registered Unemployed Unemployment
Receiving According to
Employment Vacancies Jobseekers Total Benefits ILO Definition
(In thousands, end of period)

End-year 1995 66,441 309 2,549 2,327 2,026 6,712
End-year 1996 65,950 255 2,751 2,506 2,265 6,732

End-year 1997 64,639 369 2,203 1,999 1,771 8,058
End-year 1998 63,642 328 2,148 1,929 1,756 8,902
" End-year 1999 63,082 588 1,443 1,263 1,090 9,094
End-year 2000 64,465 751 1,196 1,037 910 6,999
August 2001 65,459 1,153 1,208 1,014 883 6,149

(Percent change) (Percent of labor force)

End-year 1994 -33 0.4 235 2.2 19 7.7
End-year 1995 -3.0 0.4 3.5 3.2 2.8 9.2
End-year 1996 0.7 0.4 3.8 34 3.t 9.3
End-year 1997 2.0 0.5 30 2.7 24 111
End-year 1998 -1.5 0.5 3.0 2.7 24 12.3
End-year 1999 -09 0.8 20 1.7 1.5 12.6
End-year 2000 2.2 L1 1.7 1.5 1.3 9.8
August 2001 15 L6 1.7 1.4 1.2 8.6

Source: Goskomstat,

-ZI-
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Table 10. Russian Federation: Unemployment Rate by Regions (ILO methodology), 1995-2000
(In percent of labor force)

1995 1996 1997 1998 1999 2000

Northern Region
Karelian Republic 13.2 11.5 11.9 16.6 15.7 115
Komi Republic 1.9 10.4 13.9 17.6 16.1 12.1
Arkhanpel'sk Oblast 11.0 12.0 124 14.6 14.9 12.2
Nenets Autonomous Okrug 13.3 11.5 - 200 17.0
Vologodsk Oblast 8.3 8.0 10,5 124 11.5 8.0
Murmansk Oblast 12.4 14.7 18.5 21.1 16.4 12.8
North-western region
Saint Petersburg 10.6 10.3 5.9 11.3 11.0 6.3
Leningrad Oblast 10.2 10,0 12.8 14.9 14.56 8.7
Novgorad Oblast o 10.2 9.1 13.5 14.8 14.1 7.8
Pskov Oblast 12.2 13.7 14.2 15.9 13.3 12.5
Central region
Bryansk Oblast 9.4 82 129 15.6 15.5 13.2
Vladimir Oblast 13.1 115 116 12.1 12.1 12.2
Ivanovo Oblast 14.6 16.5 169 18.6 175 10.1
Kaluzhska Oblast 83 7.8 112 10.2 11.2 8.0
Kostromska Oblast 9.4 9.9 9.4 11.0 10.0 8.6
Moscow 7.0 6.3 48 4.8 5.6 38
Moscow Oblast 7.9 76 8.8 9.9 10.5 74
Orlov Oblast 8.0 9.6 9.8 12.6 8.6 8.5
Ryazan Qblast 6.7 6.4 10.1 7.3 12.4 8.5
Smolensk Oblast 10.2 11.3 12.9 164 136 12.2
Tver Oblast 8.2 57 9.9 1.3 10.t - 54
Tula Oblast 6.2 6.9 10.0 11.6 113 9.7
Yaroslav! Oblast 12.1 10.8 8.8 11,2 8.7 7.3
Volga region
Marit-El Republic 11.8 113 18.0 i3.1 10.3 13
Mordoviya Republic 1.6 13.1 122 13.7 12.6 10.7
Chuvash Republic 10.2 1.1 13.9 13.6 13.1 9.1
Kirov Oblast 9.2 80 11.4 13.1 2.5 8.2
Nizhegorod Oblast 8.7 9.0 9.7 9.2 74 - 15
Central-Chernozem region
Belgorod Oblast 6.6 10.7 113 13.1 11.2 11.2
Voronezh Oblast 8.2 9.2 8.1 9.7 114 10.0
Kursk Oblast 6.1 7.4 8.1 10.3 10.7 10.4
Lipetsk Oblast 6.3 6.7 98 10.9 16.3 85
Tambov Oblast 10.6 1t.1 12.9 12.6 12.8 8.2
Povolgski region
Kalmykiya Republic 22 14.5 26.1 33 23.8 20.1
Tatarstan Republic 6.5 6.5 758 1.1 1.1 8.0
Astrakhan Oblast 14.7 12.8 14.6 15.5 14.1 10.8
Volgograd Oblast 11.5 11.2 14.4 14,1 11.8 9.7
Penzensk Oblast 13.9 14.9 12.6 17.3 10.8 11.2
Samara Oblast 8.0 8.7 93 87 122 10.3
Saratov Oblast 10.4 10.5 15.8 15.9 10.7 9.5
Ulyanov Oblast 83 8.2 9.8 11.1 B.8 6.4

Continued on next page.
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Table 10 (contd). Russian Federation: Unemployment Rate by Regions (ILO methodelogy), 1995-2000

1995 1996 1997 1998 1999 2000

North-Kaukaz region
Adygeya Republic 124 11.1 15.6 19.6 14.1 254
Dagestan Republic 253 27.7 270 30.0 279 25.6
Ingush Republic 43.1 322 58.2 509 518 32.0
Kabardino-Balkar Republic 14.3 17.1 17.7 239 25.1 16.6
Karachaev-Circassian Republic 274 20.8 189 255 214 207
North Ossetian-Alaniya Republic 233 30.1 222 26.6 320 285
Chechen Republic
Krasnodarsk Krai 93 10.7 16.5 16.3 15.1 16.0
Stavropol Krai 9.4 9.8 13.9 16.2 18.5 13.8
Rostov Oblast 85 8.5 i2.0 15.6 17.8 14.9
Ural
Bashkortostan Republic 78 79 11.2 13.3 i2.1 11.5
Udnurt Republic 11.6 13.1 12.1 12.6 113 8.3
Kurgan Oblast 84 102 12.5 12.9 12.6 13.2
Grenburg Oblast 7.5 55 95 12.7 13.6 1L.8
Perm Oblast 9.0 8.8 111 12,7 14.0 14.4
Komi-Permyatsk Autonomous Ok 17.6 17.1 8.3 7.6
Sverdlovsk Oblast 85 85 10.2 10.5 13.9 10.0
Chelyabinsk Oblast 8.2 8.7 9.5 12.4 11.8 8.1
West-Siberia
Altai Republic 9.9 13.2 184 18.0 19.0 17.5
Altai Krai 11.t 10.7 13.9 16.1 12.5 1L.5
Kemerovo Oblast 6.6 6.8 11.2 12.4 13.7 10.4
Novosibirsk Oblast 10.1 89 10.7 13.5 14.5 13.4
Ormsk Oblast 54 7.0 13.4 15.4 4.5 13.9
Tomsk Oblast 7.9 7.9 12.8 14.7 162 12.2
Tyumen Oblast 6.9 9.2 8.9 14.0 111 10.3
Khanti-Mansi Autonomous Okrug 12.5 14.6 11.3 11.2
Yamalo-Nenetsk Autonomous Ok 10.7 11.2 10.0 7.9
East Siberia
Buryat Republic 15.1 14.6 213 22.0 173 19.1
Tyva Republic 214 18.1 220 20.9 25.7 229
Khakasian Republic 8.7 1.6 13.0 9.6 15.7 12.3
Krasnoyarsk Krai 9.0 &1 133 16.4 4.2 11.9
Taimyrsk Autonomous Okrug 7.0 15.5 9.6 5.7
Evenkisk Autonomous Okrug 34 6.2 6.9 3.2
Irkutsk Cblast 8.9 11.2 14.4 13.6 14.7 11.4
Ust-Ordinsk Buryat Autonomous ( 77 8.2 11.8 8.9
Chitinsk Oblast 9.2 14.9 18.5 19.8 20.1 139
Aginsk Buryat A. Okrug 28.1 352 20.5 25.6
Far East region
Sakha republic (Yakutiya) 7.1 6.7 12.6 13.4 13.8 113
Jewish Autonomous Oblast 17.0 12.6 251 23.9 17.6 15.2
Chukotsk A. Oblast 8.4 47 93 10.0
Primmorye Krai 10.0 9.6 13.3 14.7 13.5 11.9
Khabarovsk Krai 1.4 12.1 127 12.5 14.2 1.6
Amur Oblast 134 11.0 15.6 16.2 16.2 134
Kamchatla Oblast 6.8 7.0 12.5 17.8 18.1 16.0
Koryak Autonomous Oknug 6.8 84 8.8 12.5
Magadan Oblast 9.7 10.4 13.6 17.9 20.3 10.8
Sakhalin Oblast 113 10.9 15.0 17.4 204 13.0
Kaliningrad Oblast 9.2 13.5 115 16.8 15.6 15.4

Source: Goskomstat.
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Table i1, Russia Federation: U oy Compositien by Duration of Job Search amd Age Group, 1995-2001
Job search fime (momths) .
Under § 1.3 -6 [X] 9-12 12+ Average

(In percent of ol L/}

Toml unenployed, Deiober 1996 14 103 268 23 18.7 325 82
of whick: ages
Under 20 104 13.1 92 151 127 1846 68
20-24 7.1 116 280 133 1 2848 i
25-29 8.1 B4 WA 103 93 366 LA
30-34 7.1 1 253 12.8 g1 363 8.5
35-38 (] %6 210 s 104 343 84
40-44 19 103 258 123 122 s 8.4
45.49 68 59 49 18] 1.5 364 8.7
50-54 35 103 W48 126 124 M4 86
55-59 [ %} 9.t 27 - (LR 112 357 .13
60-64 1% 127 126 123 39 369 80
&1 16,3 t43 358 65 i35 2.7 6.0
Total uncmployed, October 1957 78 155 138 197 IL6 381 3.8
of whick : sges
Under 20 (14 a2 244 103 108 20.1 63
-4 9.1 121 19.9 ({1} 10.7 k1 RS 19
35-29 5 16.0 5.1 102 110 3.t . B8
334 73 149 139 103 124 40.¢ a1
35.39 6.6 149 132 14 1.8 422 93
40-44 X1 140 143 9 [F%) 06 93
4549 57 122 132 1Ll 124 454 pA ]
50-54 59 ILl 1t7 1.5 129 459 0o
35-59 7 1.7 137 7 128 459 25
60-6 60 159 153 (1] 54 0.7 9.7
6372 33 127 133 49 10.2 56 104
Total tnemployed, Ociober 1998 8] 60 159 0.3 108 40.9 9.1
of which: ages
Uledar 20 16 M6 274 92 it 24 6.7
2024 17 185 135 10.2 UK 344 83
o1 53 153 6.5 2.6 104 s %0
30-34 33 151 133 105 125 414 %5
31539 58 1.1 128 0.0 1L.¢ 462 7
044 52 131 144 9.5 10.8 471 93
4549 35 13.7 i34 10,1 114 459 9.7
50-54 46 154 3.9 83 22 486 93
55.5¢ 64 16.0 2.5 93 . f0.s 453 9%
66-64 4.6 13.9 159 i34 131 391 93
65-12 6.6 127 {3 74 150 17.0 [LE]
Tevwk unemployed, October 1999 64 136 131 53 106 471 9.8
af which: sgrs,
Usder 20 13.0 ni 178 93 122 150 74
20-24 19 171 14.6 108 103 9.4 81
25.29 6.1 121 42 44 n2 48.0 99
0-34 53 (kN ] 133 5.6 4.5 4746 99
35-39 57 1.8 123 20 w3 5.0 102
44 52 1.2 [FA] .0 103 314 183
45-49 52 13.6 10.3 93 10.1 110 1632
50-54 43 104 - 108 9.z 109 555 o8
35-59 47 97 LX) 87 104 574 110
- 6.k 04 4.3 58 84 505 e
6372 44 58 LR 56 82 68.1 [¥113
Tota] uncmplisyed, October 2000 B 164 14.1 58 10.2 423 9!
of which: sges,
Under 20 128 255 ns 5.3 93 157 58
20-24 115 13.0 169 92 102 342 3L
2529 9.5 17.2 146 91 a3 dla 4.8
30-34 7.8 9.0 nz oz 108 404 R
3N 53 139 4.t &1 104 7.6 8.7
40-44 7.0 154 105 82 10.3 A7.7 9.7
45-4% 53 4.6 0.7 6.9 1.9 49.5 10.1
505-54 12 t20 124 i35 1.7 5t2 00
55-5% 16 tn.g 17 1.1 131 5L 0.3
60-72 44 8.7 1o a0 12.2 60.7 1.3
‘Total unemployed, August 200§ 9.7 188 13.0 7.8 28 392 L]
af which: ages,
Under 20 32 3.0 120 51 05 17.1 53
20-24 10y 859 123 9.2 2.3 302 74
54 8.1 155 14.4 iR} 102 339 57
30-34 af 16.9 13.1 j£.3 L%} 446 9.2
15.39 33 13.1 125 23 1.7 A5.1 93
4044 24 152 133 75 102 22 89
4549 3.0 124 148 8.7 1 45.4 9.5
50-34 94 132 80 &l 122 50.6 104
35-39 110 7.8 17.8 46 76 482 94
60-712 67 10.5 163 16 85 6.4 103

Sowrce; Goskemstat Stetistical Bulletin, various issued.

1/ For age groups i percent of toial for each group
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Table 12. Russia Federation: Unemployment by Reason of Being Unemployed, 1995-2001 1/
(In percent of total unemployed)

1995 1996 1997 1998 1999 2000 2001

Total unemployed 100 100 100 100 100 100 100
Those who had a previous job 832 83.7 82.0 859 80.6 8i.2 76.4
of which: left the previous employment because of - '
release, redundancy, liquidation 28.3 29.8 34.0 371 344 293 222
resignation 394 384 250 222 20.8 24.4 2538
compietion of term of temporary, seasonal or contract work 48 4.0 4.4 53 4.1 48 5.1
discharge from military 15 1.1 0.9 12 0.5 0.5 0.2
other reasons 9.2 10.6 237 20.2 20.8 222 23.0
Those who have not had a job before 16.8 16.3 12.0 14.1 194 18.8 23.6
Total unempioyed: male 100 100 100 160 100 100 100
Those who had a previous job 84.8 856 89.0 86.8 80.6 81.1 78.1
of which. left the previous employment because of :
release, redundancy, liquidation 238 26.0 311 344 317 257 19.7
resignation 439 424 285 25.7 24.1 28.5 303
completion of term of temporary, seasonal or contract work 4.6 3.7 52 5.8 50 5.8 6.0
discharge from military 2.8 1.8 . L6 2.1 c.9 0.9 0.2
other reasons : 9.7 11.7 21.7 189 18.8 202 21.8
Those who have not had a job before 15,2 14.4 11.0 13.2 19.4 18.9 21,9
Total unempioyed: female 100 100 100 100 100 100 100
Thase who had a previous job _ 314 815 86.8 84.8 80.7 814 74.5
of which: left the previous employment because of :
release, redundancy, liquidation 336 34.2 375 40.3 375 335 25.0
resignation 34.1 33.6 19.7 18.0 17.1 19.6 209
completion of term of temporary, seasonal or contract work 5.1 43 36 4.7 30 3.7 4.1
discharge from military ' 0.0 0.2 0.1 0.1 0.1 0.1 02
other reasons 8.5 9.2 259 216 23.0 24.5 243
Those who have not had a job before ' _ 18.6 18.5 13.2 152 193 18.6 255

Source: Goskomstat.

1/ For 1995-1997, data refer to end-October values; for 1958-2000, data refer to annual average; for 2001 data are for August.



Table 13. Russia Federation: Distribution of the Unemployed by Job Search Methods, 1995-2001

(In percent of total)

1995 1996 1997 1998 19991/ 2000 1/ 20012/

Oct, Mar. Oct. Oct.
Application to the state employment service 36.3 39.0 399 37.2 33 27.7 28.0
Application to a commercial employment service 3.8 4.2 2.4 2.4 24 23 2.8
Placing ads in papers, responding to ads 16.9 17.6 16.3 18.6 19.2 21.8 213
Contacting friends, relatives, acquaintances 38.5 37.0 55.0 57.8 55.7 59.0 59.8
Directly contacting the management/employer 27.9 25.6 28.8 29.5 31.5 314 277
Search for land, machines and equipment, raw
materials, financial resources for starting own
business, applying for licenses, etc. 1.4 0.9 1.1 1.0
Other methods 3/ 15.3 143 14.7 15.6 12.8 12.6 12.3

Source: Goskomstat.

1/ Annual average.
2/ August 2001.

3/ From 1999 "Search for land, machines and equipment..." is included in Other methods.

_LI-
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Table 14. Russian Federation: Migration Between the Regions of Russia, 1995-2000 1/
{In thousands)

1995 1996 1957 1938 1999 2000

Federal districts:

Ceniral 70.8 60.4 80.8 85.4 829 739
Belgorod Oblast 6.4 6.8 6.8 76 9.4 6.9
Bryansk Oblast 31 0.6 04 0.9 1.0 -0.3
Vladimmir Oblast 4.2 25 2.9 2.1 1.1 0.5
Voronezh Oblast 4.6 34 1.1 3.8 38 1.4
Ivanovo Oblast 1.5 ] 0.9 1.1 14 0.7
Kaluzhska Oblast 22 1.1 1.0 0.3 -0.9 -13
Kostromska Cblast 15 0.8 1.0 1.0 1.0 1.0
Kursk Oblast 1.4 0.7 04 0.8 -1.0 -2.3
Lipetsk Oblast 37 31 32 19 26 1.8
Moscow Oblast 13.6 9.6 242 22.6 18.0 22.7
Orlov Oblast 0.5 0.1 0.6 0.7 1.1 01
Ryazan Oblast -0.6 -1.9 -0.8 -12 -0.4 -1.4
Smolensk Oblast 2.3 0.6 -0.4 -09 -L2 =20
Tambov Oblast 1.0 -1.3 -1.1 -1.3 -1.1 -2.1
Tver Oblast 5.8 4.3 14 02 -0.4 -2.0
Tula Oblast 23 1.1 03 -0.5 0.7 2.0
Yaroslavl Oblast _ 32 1.8 23 1.5 2.0 1.0
Moscow 14.0 26.1 36.6 46.7 47.2 513

North West -18.2 -11.5 -13.1 -8.4 -12.6 -1.6
Karelian Republic 0.5 0.1 02 0.4 03 0.6
Komi Republic -12.9 9.7 -11.1 -10.5 -10.7 -8.7
Arkhangel'sk Oblast 6.5 -6.2 -7.9 -1.8 -8.1 -6.4

Nenets Autonomous Okrug -0.1 -0.8 0.5 -0.3 3.2
Vologodsk Oblast 2.0 21 1.5 1.3 09 0.6
Kaliningrad Oblast 1.6 20 4.4 4.1 02 0.7
Leningrad Oblast 9.3 83 11.2 9.1 83 10.0
Murmansk Oblast -18.6 -15.8 -16.1 -16.3 -13.6 5.9
Novgorod Oblast 12 14 3.0 1.9 1.0 02
Pskov Oblast 2.1 1.4 1.0 0.2 0.7
Saint Petersburg 32 3.0 1.0 10.2 8.1 9.3

South 28.5 133 32 3.7 -0.8 -12.6
Adygeya Republic -0.1 1.2 i4 0.6 0.3 -0.1
Dagestan Republic -3.8 -5.9 -5.6 -1.4 -1.1 -5.7
Ingush Republic
Chechen Republic -21.1 -142 =213 -20.5 -19.3 -11.7
Kabardino-Baikar Republic -2.2 -1.2 -0.5 -12 -1.6 -1.%
Kalmykiya Republic -3.1 2.0 -1.4 -1.5 -1.6 -2.2
Karachaev-Circassian Republic -0.1 0.6 09 -1.0 2.1 -2.0
North Ossetian-Alaniya Republic -2.0 -1.5 -3.0 =2.1 =25 -24
Krasnodarsk Krai 294 19.2 16.2 10.7 19.3 126
Stavropol Krai 10.7 6.6 11.4 92 75 2.1
Astrakhan Oblast 3.1 0.8 0.3 -0.5 -0.3 0.7
Volgograd Oblast 10.0 6.7 5.3 3.2 03 -2.7
Rostov Oblast ' 7.8 43 2.0 0% 0.6 0.5
Continued on next page.

1/ A positive entry indicates a net inflow,
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Table 14 (contd.) Russian Federation: Migration Between the Regions of Russia, 1995-2000 1/
‘ (In thousands)

1995 1996 1997 1593 1999 2000

Volga ' 373 20.0 18.2 20.5 233 -2.3
Bashkortostan Republic 8.6 4.8 1.6 25 4.9 -2.0
Marii-El Republic 14 0.2 0.4 1.1
Mordoviya Republic -0.6 -1.1 -1.8 -1.9 -1.6 -2.3
Tatarstan Republic 2.6 4.7 6.6 55 45 3.0
Udmurt Republic 23 1.4 1.3 1.3 0.3 -0.8
Chuvash Republic 24 1.3 13 24 2.0 0.5
Kirov Oblast -0.5 -1.7 =22 -1.9 -1.0 2.1
Nizhegorod Oblast 9.2 7.8 5.0 78 6.4 28
Orenburg Oblast =27 -28 -39 -3.0 4.4
Penzensk Oblast 0.1 0.6 6.3 -13
Perm Oblast 0.1 0.5 0.3 04 - 2.0 0.7

Komi-Permyatsk Autonomous Okrug 221 -1.3 -0.5 -0.3 -0.3
Samara Oblast 8.7 7.6 6.5 7.2 7.1 54
Saratov Gblast 1.5 -16 0.9 3.0 24 0.6
Ulyanov Oblast 1.5 -1.6 -2.8 -2.5 -1.7 -2.3

Urals <15 i1 5.0 -4.7 -14.3 1.6
Kurgan Oblast =20 =27 -36 =27 -23 3.9
Sverdlovsk Oblast 338 34 21 1.3 14 1.0
Tyumen Oblast -12.5 0.3 2.0 -1.6 -15.1 44

Khanti-Mansi Autonomous Okrug 204 4.2 -2.6 -8.8 9.4

Yamalo-Nenetsk Autonomous Okrug 9.2 -2.0 -5.0 -6.3 -2.6
Chelyabinsk Oblast : 33 2.1 4.6 43 1.6 0.1

Siberian -14.1 -19.0 -30.5 =25.7 -21.6 =224
Altai Republic 0.8 0.1 0.3 04 0.3 02
Buryat Republic ' -16 -3.3 -54 -5.3 4.7 4.2
Tyva Republic -0.6 -1.2 -1.0 -0.7 -0.7 -1.0
Khakasian Republic 4.0 1.5 L3 09 1.3 1.2
Altai Krai 0.3 -0.2 «2.1 -3.2 -0.6 29
Krasnoyarsk Krai 9.3 -7.3 -9.5 -8.7 -9.4 4.9

Taimyrsk Autonomous Okrug -1.3 «1.1 -0.7 -0.1
Evenkisk Autonomous Okrug -0.2 -0.4 0.5 0.5 -0.4
Irkutsk Oblast -3.7 3.8 -6.6 -4.4 =35 -1.6
Ust-Ordinsk Buryat Autonomous Okn 0.5 0.2 6.1 0.1 -0.4
Kemerovo Oblast 1.7 ~1.4 -4.6 24 -0.1
Novosibirsk Oblast 5.1 6.2 6.0 6.9 4.1 0.8
Omsk Oblast 0.7 0.1 0.2 -1.2 -3.4
Tomsk Oblast -1.6 -0.9 -0.3 -0.5 -1.2 -0.1
Chitinsk Oblast -9.4 -8.6 -8.8 -8.6 -6.2 -6.6
Aginsk Buryat A. Okrug 0.1 0.6 0.2 03 -0.3
Far East -96.8 -66.3 -63.6 -63.3 -57.0 . -36.6
Sakha republic (Yakutiya) -19.6 -13.5 -16.4 -18.1 -14.2 =72
Primorys Krai -10.8 -7.8 -8.3 -7.8 -8.7 -6.1
Khabarovsk Kraij : -11,5 -8.5 -4.8 -5.4 -5.8 -1.9
Amur Oblast -3.7 -4.9 -5.5 -5.9 5.1 -3.9
Kamchatkz Oblast -12.3 -8.4 -1.2 -6.6 -6.3 -4.4
Koryak Autonomous Okrug 1.3 -1.0 -0.9 -0.8 -0.7
Magadan Oblast -20.4 -11.8 -6.4 -6.1 -6.3 -52
Sakhalin Oblast : -18.9 -11.2 -i1.3 -9.8 -7.1 -4.5
Jewish Autonomous Oblast ' 1.4 1.5 0.1 -0.2
Chukotsk A. Oblast -1.0 -1.6 -3.7 -3.6 »3.5 -3l

Source: Goslomstat.

1/ A positive eniry indicates a net inflow.
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Table 15. Russian Federation: Consumer Price Inflation, 1995-2001

Overall Paid

CPI Food 1/ Noafood 2/ Services 3/
(Percentage change, end of period)
1595 1313 1234 1163 2322
19%6 218 17.7 17.8 48.4
1997 - 11.0 9.1 8.1 22.5
1998 844 96.0 99.5 18.3
1999 365 359 39.2 30
2000 20.2 179 18.5 BT
2001 18.6 17.1 127 369
{Percentage change, month-on-month)
1998 Jan 15 21 05 1.7
Fsh 0.9 - 1.2 03 1.0
Mar 0.6 0,7 6.2 12
Apr . 0.4 0.3 02 1.0
May 0.5 0.6 0.1 1Lt
June 0.1 0.0 0.0 0.6
July 6.2 0.1 0.1 12
Avg ki) 24 71 12
Sep 334 395 54.3 314
Qct 45 39 7.4 1.6
Nov 57 76 4.3 .3
Deg 1.6 17.1 6.3 18
1999 Jan B4 103 6.2 4.1
Feb 4.1 44 4.0 32
Mar 28 28 32 1.9
Am 30 26 4.0 il
May 22 20 2.7 2.1
June 1.9 1.7 1.6 35
July 2.8 32 1.9 LR
Aug L2 0.5 2.4 1.9
Sep 1.5 0.8 27 2.0
DOet 1.4 0.9 22 20
Nov 1.2 1.0 15 1.7
Dec 13 1.4 L1 09
2000 Jan 23 22 22 34
Feb L0 0.5 i3 3.0
Mar 0.5 0.1 i4 L5
Apr 0.3 0.3 1.5 21
May LB 22 1.1 )
June 2.6 33 0.8 30
July 1.3 1.3 0.8 38
Aug 1.0 0.3 14 3.0
Sep 13 0.6 2.1 28
Oct 2.1 2.1 19 24
Nov 1.5 15 1.5 1.6
Dec 1.6 19 1.2 L6
2001 Jan 28 31 1.4 4,6
Feb 23 2.3 13 4.3
Mar 1.9 L8 13 14
Apr 18 2.0 09 2.8
May 1.3 23 0.9 1.8
Junc L6 19 0.6 25
Tuly 0.5 -0.3 0.5 29
Aung 0.0 -1.0 0.8 23
Sep 0.6 0.2 12 26
Oct L1 0.7 13 1.2
Nav 14 1.5 11 15
Dec 1.6 2.0 0.9 14
Memorandum items:
1995 weights 100 525 378 9.7
1996 weights 100 56.6 30.2 132
1997 weights 100 4.4 290 16.6
1998 weights 100 519 321 16.0
1999 weights 100 59.9 272 128
2000 weights 100 53.7 279 13.4
2001 weights 100

Source; Goskomstat,

1/ Includes food, beverages, and tobacen,

2/ Inchudes clothing asd f , househald goods, medicines, recreation, education, eulture, and
personal care and cffects.

¥ Includes rent, water, fire] and power,

port, and
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Table 16, Russian Federation: Industrial Producer Prices, 1995-2001

Overall Ferrous Construction Light Food
PP1 Index Electricity Fuel Metallurgy  Chemicals = Machinery Materials Industry Industry
{Percentage change, end of period}
1995 1750 199.0 187.0 185.0 168.0 178.0 171.0 163.0 156.0
1996 26.0 35.0 40.0 16.0 18.0 24.0 34.0 0.0 290
1997 7.0 9.0 11.0 1.0 49 87 8.0 10.0 120
1998 232 26 0.8 110 259 292 126 44.4 529
1999 67.0 14.0 135.0 89.0 440 500 370 56.0 63.0
2000 32.0 40.0 55.0 29.0 27.0 28.0 3.0 220 19,0
2001 1.7 302 22 35 19.8 16.5 19.5 10.9 i5.0
(Percent change, month-on-month)
1998 Jan .9 1.2 1.1 0.4 1.1 0.9 1.0 1.0 0.9
Feb . B3 1.7 0.0 0.5 0.8 1.2 0.6 0.9 0.3
Mar 0.1 -0.3 0.7 0.8 -1.2 0.4 0.4 0.6 0.4
Apr 0.0 L7 -1.9 0.5 -1.0 04 0.6 0.3 0.1
May -0.9 -1.8 3.4 -1.9 0.8 0.7 0.0 0.1 02
Jun 0.0 Lo -1.6 01 0.5 04 0.l at 0.5
Jul -0.8 0.1 -4.9 1.0 0.6 -0.1 03 -02 £.2
Aug -1.2 -2.1 -3.6 -1.7 0.3 0.1 0.3 0.2 0.2
Sep 74 1.2 LB 2.4 8.3 2.6 s 10.5 21
Oct 59 1.4 5.3 29 7.5 33 2.7 9.2 5.1
Nov 5.1 £.9 7.3 1.9 4.5 59 1.6 82 7.6
Dec 4.3 0.5 42 32 39 4.1 1.6 7.3 113
1999 Jan 6.9 1.3 80 6.2 49 86 32 6.6 92
Feb 5.6 s 34 4.9 3.2 5.8 1.6 83 8.7
Mar 39 0.2 iy 7.6 3.2 33 1.9 54 6.2
Apr 3.7 0.7 39 4.4 4.0 3.6 1.6 2.6 4.2
May 18 14 52 57 1.5 33 18 22 2.6
Jum 3.7. 13 64 6.6 L8 22 2.0 25 2.1
Jul 31 0.7 18 3.2 4.4 30 35 1.8 29
Aug 4.7 0.0 1L 6.5 0.8 1.9 39 2.8 5.4
Sep 59 1.7 15.0 7.1 36 23 38 3.5 4.5
Qat 55 0.6 i5.2 51 25 2.7 kX)) 38 26
Nov 39 0.7 58 4.9 59 23 4.0 35 0.9
Dec 22 1.2 1.9 33 14 22 19 2.5 0.7
2000 Jan 4.0 20 2.6 5.0 1.7 38 2.5 1.3 1.0
Feb 3.7 44 5.6 51 14 AR 235 23 0.8
Mar 26 4.7 23 34 30 2.6 28 1.9 05
Apr L6 0.3 24 0.9 19 3.0 13 kX 0.1
May 1.7 2.7 L5 0.9 3.0 23 29 0.7 1.2
Jun 2.3 4.6 1.3 s 33 24 .8 1.0 20
Jul 34 8.7 682 0.7 2.0 1.2 EE] 1.4 33
Aug 1.7 3.5 21 a1 0.9 1.8 33 1.9 1.6
Sep 1.9 L3 19 28 20 1.7 22 2.0 1.4
Oct 2.7 0.0 Bg 23 1.6 1.5 24 2.6 1.8
Nov 12 1.3 0.6 2.2 1.5 1.0 27 1.8 21
Dec 1.0 1.0 23 0.2 1.8 0.1 2.0 0.6 1.3
2001 Jan 1.8 1.8 1.4 0.7 6.1 25 24 1.4 1.8
Feb 1.7 5.6 <13 0.5 4.8 29 31 1.9 0
Mar L1 4.6 -1.3 1 35 1.5 1.6 1.1 14
Apr 09 1.7 1.0 0.4 0.8 1.5 2.0 0.4 L7
May 0.9 1.2 0.8 0.0 0.0 2.0 1.2 0.4 [N
Jum 2.0 2.1 6.2 1.5 0.2 0.9 19 0.6 1.0
Tl 0.9 4.5 L5 -1.2 1.3 0.6 1.0 0.1 0.7
Aug 0.0 1.9 0.8 0.4 14 03 L1 1.8 05
Sep 0.1 1.3 -2.3 0.5 0.6 L1 1.0 0.7 0.5
Oct 04 0.5 0.2 0.6 1.3 0.9 10 1.0 09
Nov 0.3 04 0.3 1.1 -0.1 0.6 0.6 0.7 08
Dec 0.2 1.2 -3a 0.6 -0.9 0.6 1.0 0.5 0.7

Source: Goskomnstat,



Table 17. Russian Federation: Wages, Pension and Per Capita Income, 1995-2001

-22.-

1995 1996 1997 1998 1999 2000 2001 1/
(In rubles per month)
Average monthly wages 472 790 950 1,052 1,523 2,223 3,262
Minimum wage 425 73 84 84 84 108 250
Pensions 188 302 328 399 449 694 1,023
Income per capita 515 766 934 999 1,609 2,151 2,878
{Annual percentage change 2/)
Real wages -28.0 6.4 5.7 -13.3 -22.0 209 1.8
Minimum wage -18.6 15.7 0.0 -21.7 -46.1 6.9 90.9
Pensions -19.5 8.7 5.4 -4.8 -394 28.0 214
Real income per capita -16.1 04 5.9 -16.4 -136 10.2 72

Source: Goskomastat.

1/ Preliminary data.

2/ CPl deflated numbers.
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Table 18. Russian Federation: Wage Arrears in Industry, Agriculture, and Construction, 1995-2001

Industry

Agriculture Canstruction
Nominal I/ Real 2/ Nomina! 1/ Real 2/ Nominal 1/ Real 27

End year 1992 15 3.6 6 1.4 8 1.9
End year 1993 364 9.2 287 7.2 1i5 2.9
End year 1994 2,170 17.4 1,301 10.4 28 5.8
End year 1995 7,734 26.8 2,572 8.9 1,941 6.7
End year 1996 22,149 63.0 5,913 16.8 6,467 18.3
End year 1937 26,607 67.1 7,965 20.1 7,457 18.8
End year 1998 32471 452 9,398 131 9,600 13.4
End year 1999 17,058 174 7,859 8.0 5,622 57
End year 2000 11,893 10§ 7,816 6.6 4,043 34
End first half 2001 12,681 9.5 8,703 6.5 4,080 3.1
1998 Jan 28,011 709 8,285 21.0 7,989 20.2
Feb 29,541 74.1 8,393 210 1,769 19.5

Mar 30,746 76.6 8,388 20.9 7,870 19.6

Apr 31,812 790 8,331 20.7 £,026 19.9

May 33,542 82.8 8,504 210 8,363 20.7

Jun 34,963 86.3 8,848 21.8 8,387 20.7

Jul 16,474 £9.8 9,240 228 8,302 207

Aug 39,106 929 9,645 29 9,469 225

Sep 39,264 674 9,909 17.0 10,095 173

Ot 36,879 60.5 10,040 16.5 10,280 16.9

Nov 35,807 556 9,747 15.1 10,181 15.8

Dec 32471 452 9,398 131 9,600 13.4

1995 Jan 2,122 412 9,866 127 9238 Ly
Feb 30,078 371 9,623 L9 8,943 1.0
Mar 27,929 333 9,348 112 8,471 10.2
Apr 25,948 3oz 9,159 0.7 7,895 92

May 25,226 28,7 5,047 10.3 7,518 8.6

Jun 23,665 26.4 5,191 10.3 7,050 7.9

Jul 23,485 25.5 9,301 10.1 7,032 7.6

Aug 22,291 19 9,257 9.9 6,640 7.1

Sep 21,174 24 9,046 9.6 5,603 7.0

Oct 20,635 215 B,BRS 9.3 6,513 6.8

Nov 19,832 20.5 8,566 3.8 6,455 6.7

Dec 17,058 17.4 7,859 3.0 5622 5.7
2000 Jan 17,493 174 7,806 18 5,989 6.0
Feb 17,170 169 7,820 7.7 57717 57

Mar 16,407 16.1 7744 16 5,465 54

Apr 16,107 15.6 7,742 7.5 5,133 50

May 15,995 15.2 7,843 75 4,978 47

Jun 15,991 . 148 8,134 15 4,906 46

Jul 16,591 151 8,512 78 4,923 4.5

Aug 15,124 13.6 8,663 73 4715 43

Sep 15,203 135 8,875 79 4,878 43

Oct 14,454 12.6 8,872 7.7 4,805 42

Nov 14,198 122 8,605 74 4,609 40

Dec 11,893 0.1 7,816 6.6 4,043 3.4

2001 Jan 12,146 10.0 7,851 65 4,529 3.7
Feb 12,636 10.2 7,870 63 4,439 3.6

Mar 12,347 9.8 7,831 62 4,337 3.4

Apr 12,338 9.6 7,837 6.1 4212 3.3
May 12,578 9.6 7,938 6.1 4,216 3.2
Jun 12,627 8.5 8,382 6.3 4,023 3.0

i 12,681 5.5 8703 6.5 4,000 3
Aug 12,223 9.1 8,698 6.5 3,817 2.9

Sep 12,761 9.5 8,935 6.6 4,024 3.0

Oct 12,782 9.4 9,124 6.7 4,242 il

Nov 13,013 9.4 8,970 6.5 4,343 al
Dec 11,355 8.1 8,299 59 3,561 2.5

Source: Goskomstat, and Fund staff estimates.

1/ In miilions of rubles.

2/ In constant March 1992 prices, deflated by CPL
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Table 19. Russian Federation: Summary Operations of the Enlarged Government, 1995-2001 1/

and accnmulation of all federel spending ancars. In 1988, inclndes local wage and pension arvears, In 1999, includes accumulation of civilian arrears.
2 Consolidated revenues and expenditures (excluding intragovernmental transfers) and including both cash and noncash tems.

2001
1955 1936 1997 1998 1999 2000 o Q2 ]
{In billions of rubles)
Frderal goverament balance -49 -180 -180 -158 -204 62 6 5] A0
Federal government primary balance =34 -33 -62 -37 B3 379 167 120 121
Reveoues 158 268 310 299 608 1,628 318 395 396
Expendimres 287 448 490 457 812 1,066 242 312 356
of which; interest 55 127 118 122 288 7 91 k) 2|
Transfers 1o local govt, 53 127 181 162 277 424 11 12% 134
Local government balance -5 -k -2 -33 -1 62 2 25 12
Revetes 240 351 467 4316 79 1,129 251 363 361
of which: transfers 29 64 85 5 3] 123 55 7% ]
Expenditures 245 359 489 469 m 1,068 249 338 348
Extrabudgeiary funds batance o -3 3 24 56 106 9 12 13
Revemues 4 74 251 234 391 504 148 174 184
of which; federal transters 7 9 23 12 13 27 9 9 9
Expenditures 123 177 248 258 335 498 139 182 171
Enlarged government batanze (-deficit) 93 =130 -19% =215 ~15¢ 229 87 121 2]
Enlarged government primary balance -39 -64 L 1] o4 138 565 180 163 150
Revenues 2/ ' 526 720 920 902 1,619 2,71 653 847 864
Expenditures 2/ 619 910 1,118 1,112 1,769 2,482 566 m 798
Finanging of the enlarged government 93 190 199 215 150 ~229 -87 -121 56
Foreign -3 15 40 56 9 -89 -33 -3 -33
Domestic 38 176 148 02 29 =210 -7 86 -26
Monetary authorities 26 49 30 127 » =242 =72 =TI =26
Commerical banks 2] 109 14 68 i3 43 2 6 3
Other 17 18 104 34 -13 =11 T -16 -3
Arrears and rescheudling 10 68 1812 . i 17 -4 &
Domestic expenditure 10 52 -3 -65 i4 -1 -5
Foreign interost 0 15 125 135 3 -3 ]
(In percent of GDP)
Federal govt overall balance 5.7 3.4 -13 =58 4.3 0.9 4.0 39 L6
Federal govt primary balance 22 2.5 2.5 =13 18 54 £9 5.8 49
Revenues 129 125 12.5 165 128 16.0 168 18.5 16.1
Expenditures 186 209 198 16.7 171 151 128 14.6 14.5
Local govt oversll belance 0.3 0.4 £.9 -1.2 0.0 0.9 0.1 1.2 0s
Revenues 15.6 16.4 188 159 151 160 13.3 17.0 4.7
of which: transfers 19 o 34 19 1.7 .7 29 3.6 28
Expenditures 15.9 16.7 19.7 171 15.1 151 132 158 142
Extrabudgetary funds balance 00 KX ol 09 1.2 15 0.5 0.6 05
Revenues 8.0 Bl [[H] 8.5 82 E.6 18 81 15
of which: federal transfers 05 04 0.9 0.4 0.4 04 0.5 04 03
Expenditure 8.0 8.2 10.0 9.4 7.0 1 .4 1.6 69
Enlarged govt overwll balance -6.1 -89 -8.0 <19 -3l 32 4.6 57 7
"Enlarged go primary bal 2.5 -3.0 233 -3.4 2.9 B0 2.6 7.6 6.1
Revenues 2/ 34,1 135 i 33.0 34.0 384 346 39.7 335.1
Expenditures 2/ 402 42.4 45.1 408 2 351 30.0 . ‘324
Source: Ministry of Finance, CBR, Goskomstat; and Fund staff estimales.
1/ On a cash basis before 1596, i basis th fer, In 1997, includes wage arrears, arrears in transfers to the Pension Fund,
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Table 20. Russian Federation: Federal Government Budget Execution, 1995-2001

2001
1995 1996 1997 1998 1599 2000 Qi Q2 Q3
(In billions of tubles)

Revenue 198 263 310 299 608 L128 8 395 %6
Cash revenue 159 i 252 243 608 1,128 318 395 396
Noncash revenue L/ 29 74 59 36 ¢ ] 0 ] o
Tax Revenue i72 234 261 253 505 965 297 365 363

Profit taxes 41 a5 33 » 79 172 35 GR 58
Personal incomt taxes 3 5 2 0 20 27 1 1 1
VAT 7l 113 117 17 219 72 126 143 155
Excises 18 49 50 57 B4 13t 43 57 41
Taxes on trade 24 23 28 34 86 229 red 81 90
Impost wriffs 8 15 28 3 47 65 21 28 28
Export taxes 16 -3 ] 0 k2 164 56 53 62

Other (inci. nabural resonrce taxes) 15 9 31 17 27 16 15 18
Non-tax revenue 10 12 [ §] 19 48 0 17 28 28
Budgetary funds 15 px] 38 26 55 93 4 2 4

Expenditure 287 448 450 457 812 1,066 242 32 356

Expenditure (cash) 1/ 287 48 480 430 671 994 216 314 357
Mon-intsrest expenditure 232 321 mn 335 525 749 151 275 74

Government administration 4 5 10 10 15 25 6 9 2
Intemetional activity 21 21 4 9 k1 37 5 10 -3
Defense 43 6 80 61 116 19 4] 65 63

Law enforcement and justice 19 29 44 36 &0 114 26 35 a7
Sectoral expendinices 38 44 55 26 41 72 i2 32 33
Edication 9 11 14 14 2t 38 7 13 12
Health end emergency management 6 8 15 13 © 18 26 4 7 7
Social policy 4 10 23 37 4 66 24 27 28
Cultyre and mass media 3 2 3 2 3 11 2 3 4

Net fending 23 20 18 9 9 -18 -2 0 -2
Intergovernmental transfers 38 65 70 63 89 137 59 75 71
Budgetary funds 14 16 29 24 55 97 2 2 5

Oiher 1/ 4 26 -1 31 19 -48 -7 -3 -t
{nterest payments 53 127 s 122 288 37 91 36 13
Extzrnal debt 17 23 24 56 214 246 73 28 65
Domestic debt 38 104 94 66 74 n 18 5 16
Primary Balance (deficit -) =34 -33 -2 -37 83 k7] 167 120 121
Primary Balance (cash) =34 -53 -51 =25 100 36 170 121 120
Overnll balance {deficic-) -89 -180 -180 -158 -204 C 62 76 8 40
Overall Balance (cash) -89 -130 -169 -13t -63 134 82 82 39

(In percent of GDP)

Revenue 129 125 125 109 12.8 16.0 168 18.5 16.1
Cash 1.0 9.0 0.2 82 128 16.0 16.8 185 16.1 "
Noncash 1.9 34 2.4 20 0.0 0.0 00 0.0 0.0

Expenditure 18.6 209 19.8 i6.7 171 15.1 128 14.6 145
Interest 36 5.5 48 44 - 6.0 4.5 48 1.7 33
WNaoninterest 15.1 150 150 122 1.0 10.6 8.0 129 111

Primary balance 2.2 -2.5 -2.5 -1.} 1.8 54 549 5.6 4.9

Primary balance {cash) -22 -2.5 <21 0.9 21 4.5 a0 h i) 4.9

Overzl balagce -5.7 -3.4 7.3 -5.8 -4.3 09 4.0 X 16

Overall balance {cash) -5.7 -84 6.8 4.8 -1.3 19 43 38 1.6

Sources: Ministry of Finance; and Fund staif estimatas.

1/ Inchudes ruble offsets (decres 71) and tax offset in 1996, ruble offsets {decres 20) reverse manetary offsets in 1997, and targetad

financing in 1998,
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Table 21. Russian Federation: Federal Government Quarterly Budget Operations, 2600-01

2000 2000 2001
Ql Q2 Q3 Q4 Qt Q2 Q3
(In billions of rubles)

Revenue 222 286 278 375 1,128 318 395 396
VAT 85 92 93 98 372 126 143 155
Excises 26 38 26 41 131 43 57 41
Profit and income taxes 2 57 51 70 206 38 68 59
Taxes on trade 48 55 39 104 229 77 81 %0
Other 31 44 47 63 190 37 45 50

Expenditure 181 220 220 373 994 236 314 357
Interest 40 54 52 36 182 88 40 81

Domestic interest 16 22 20 14 71 18 9 16
Extemnal interest 25 33 32 22 110 70 31 65
Noninterest i41 166 169 337 8i2 148 274 276

Primary balance (cash) 81 120 to? 33 316 170 121 120

Overall balance (cash) 4t 66 55 2 134 82 82 39

Rescheduled interest 35 27 23 29 135 3 -3 0

Change in domestic arrears =20 -11 -1t =27 -63 3 1 -11

Expenditure Float 0 0 Lt} 0 0.0 -9 -9 -9

Primary balance (commitments) i | 131 118 64 379 176 129 140

Overall balance (commitments) 26 50 - 43 4] 62 85 93 58

Financing (cash) -41 -66 =55 29 -134 -82 -32 -39
Foreign -5 -33 -17 -5 -61 -29 -26 «28

Disbursements 10 7 i0 13 40 2 3 3
Repayments 16 19 27 18 101 31 29 3
Diomestic -35 -34 -38 34 =73 : -53 -55 -11
Bank financing ] -33 -23 -11 23 ~44 -49 =37 -2
Monetary authorities -32 -37 -38 -12 -118 -55 -58 -18
Commercial banks -2 14 27 34 4 [ 21 17
Nonbank financing -2 -11 =27 1 -28 -4 -19 -9
Privatization & precious metals 11 8 1t 4 75 6 3 8
Privatization t 2 3 21 27 1 3 7
Precious metals 10 [} 8 23 48 5 1 i
Securities held by nonbank -119 -10 =22 -25
New sccurities for arrears clearance 16 0 1] 0
(In percent of GDP)

Revenue 15.2 174 13.7 19.2 16.0 16.8 18.5 16.1
VAT 58 5.6 4.6 50 5.3 6.7 6.7 63
Excises 1.8 23 13 2.1 L9 23 27 1.7
Profit and income taxes 22 3.5 26 36 29 1.9 32 24
Taxes on trade 33 34 29 53 32 4.1 s 7
Other 2.1 27 24 12 2.7 1.9 2.1 2.0

Expenditure (cash) 124 134 11.0 19.1 14.1 12.5 14.7 14.5
Interest 28 3.3 26 1.8 26 47 1.8 33
Noninterest 9.6 10.1 8.4 17.2 11.5 78 12.8 11.2

Primary balance (cash) 36 73 53 19 4.5 20 5.7 4.9

Overall balance (cash) 23 440 2.8 0.1 1.9 43 . 38 1.6

Primary balance (commitments) 69 8.0 59 33 5.4 93 6.0 517

Overall balance (commitments) 18 3.0 2.2 0.0 0.9 45 43 24

Memorandum item:

GDP (billions of rubles) 1,461 1,642 2004 1,956 7,063 1,886 2,137 2,464

Sources: Ministry of Finance; and Fund staff estimates,



-27-

Table 22. Russian Federation: Regional and Local Government Operations, 1995-2001

2004
1995 1596 1997 1998 1999 2000 Q Q2 Q2
(In billions of ubles)

Revenue 240 351 467 436 719 1,129 251 363 361
Profit tax 76 &4 £ 61 139 21 49 90 82
Persons] income tax 33 51 73 bl 97 147 48 L 6
VAT ® D 55 52 66 85 0o -0 1
Excises 7 8 12 15 24 35 8 9 10
Sales and imputed taxes 0 0 0 0 25 47 14 15 17
Property tax 16 37 47 47 52 63 6 E]| 24
Other tax revenue 30 4 7 62 50 143 28 32 30
Nontax revenve 1 13 - 16 20 35 61 17 21 21
Budgetary fimds 1/ n 25 37 55 i10 203 26 30 42
Transfers 2/ 29 & 85 53 ] 123 55 76 68

Expenditure 3/ 245 359 489 469 721 1068 248 338 248
Government administration 7 12 19 20 2 43 12 17 17
Law enforcement 6 It 14 12 19 27 7 9 9
Sectorsl expenditures 4/ | 47 59 46 69 106 26 53 54
Education 48 72 94 84 126 176 43 66 49
Health 37 52 65 59 23 136 31 41 2
Houging 61 £9 106 94 125 199 a7 54 60
Social security 17 27 32 28 4 60 17 26 2
Budgetary funds 1/ 14 I a2 61 12 203 23 31 35
Interest payments 19 2 5 3
Other ¥ 13 20 55 64 102 94 42 6 44

Overall balance (- deficig) 5 K] 22 -33 -1 &2 2 25 12

(In percent of GDF)

Revenue 156 164 8.8 159 151 160 133 170 147
Profit tax 45 30 28 12 29 3.1 16 42 33
Personai income tax 22 24 3.0 26 2.0 2.1 26 23 2.7
VAT 1.8 13 22 19 1.4 “12 0.0 0.0 o0
Excises 0.4 0.4 0.5 0.6 0.5 e5 0.4 04 0.4
Sales and imputed taxes : o0 LT 00 0.0 0.5 0.7 0.7 a7 07
Property tax 10 17 19 17 11 0s 0.3 1.4 10
Other tax revenue 13 22 29 23 19 20 1.5 L5 12
Nontax revenue 07 0.6 0.7 0.7 07 09 0.9 1.0 09
Budgstary fusds i/ 0.7 1.2 .5 20 23 29 1.4 1.4 1.7
Tronsfers 2/ 15 30 34 1.9 %4 1.7 29 16 28

Expenditure 3/ 159 16.7 9.7 17.1 15.1 151 13.2 15.8 142
Govemment administration o8 0.6 0.8 0.7 0.7 0.7 07 03 0.1
Law snforcement 04 0.5 0.6 04 04 0.4 04 0.4 0.4
Sectoral expenditures 4/ 2.5 22 2.4 L7 15 15 1.4 2.5 2.6
Educstion 31 34 33 3.1 27 2.5 23 3.1 20
Health 24 24 27 21 2.0 1.9 1.6 L9 17
Housing 39 4.1 43 34, 26 28 25 25 24
Social security 11 13 13 1.0 09 0.9 0.9 1.2 Li
Budgetary funds 1/ 09 1.4 1.7 212 24 29 12 15 -1.8
Interest payments 0.0 0.0 0.0 00 oo 03 0.1 03 0.1
Other 3/ L (3] 2.2 23 2.1 1.3 22 L7 . 5o

Gveralf balance (- deficit} 0.3 0.4 0.9 12 0.0 0.9 0.1 1.2 0.5

Sources: Ministry of Finance, CBR and Fund staff estimates.

1/ Including att territorial road funds.

2 Including net budgetary loans,

3/ Individual expenditure categories shown on a ¢ash basis. Domestic expenditure arresrs accumubstion is included in "other* expenditure,
4/ Inchuding research; industty, energy and construction; sgriculre and fishing; port and icati environment.




Table 23. Russian Federation: Extrabudgetary Fund Operations, 1995-2001

- 28 -

2001
1995 1996 1997 1998 1999 2000 Ql Q2 Q3
(In billions of rubles)

Revenue 124 174 251 234 39 604 148 174 134
Pension Fund 85 127 181 162 277 424 111 129 134
Employment Fund 6 7 ] 8 13 20 Q 0 0
Social Insurance Fund 18 25 32 33 52 87 i9 22 25
Medical Insurénee Fund 15 15 30 31 49 73 18 23 25

Expenditure 123 177 248 258 335 498 139 i62 171
Pension Fund 1/ 86 127 177 190 235 341 104 121 132
Employment Fund 6 7 9 ) 10 16 0 0 0
Social Insurance Fund 17 25 30 32 43 70 19 22 23
Medical Insurance Fund 15 15 29 32 47 71 16 21 I8
Float ] 3 3 -3 0 ] 1 -3 -2

Balance, total extrabudgetary funds 0 -3 3 24 56 106 9 12 13

Financing 0 3 -3 24 -36 -106 -9 -12 -13

of which: monetary authorities 0 ) 2 -1 -10 -107 -11 -1l -6
of which: pension arrears 26 -29 2 0 1] 0
(in percent of GDP)

Revenue 8.0 8.1 i0.1 85 82 86 7.9 8.1 7.5
Pension Fund 55 59 73 59 58 6.0 59 6.1 55
Employment Fund 0.4 0.3 0.4 0.3 0.3 03 0.0 0.0 0.0
Social Insurance Fund 1.1 1.2 L3 1.2 1.1 1.2 1.0 1.0 1.0
Medical Insurance Fund 0.9 0.7 1.2 1.1 1.0 1.0 1.0 i1 1.0

Expenditure 8.0 8.2 10.0 9.4 7.0 7.1 74 7.6 6.9
Pension Fund 1/ 5.6 59 71 6.9 1.9 4.3 55 57 54
Employment Fund 0.4 0.3 0.4 0.3 0.2 0.2 0.0 0.0 0.0
Social Insurance Fund 1.1 12 1.2 1.1 iR 1.0 1.0 1.1 0.9
Medical Insurance Fund 0.9 07 1.2 1.2 Lo 1.0 0.9 16 0.7
Float 0.0 0.2 0.1 -0.1 0.0 0.0 0.0 0.1 -0.1

Balance, total extrabudgetary funds 0.0 -0.1 0.1 .9 1.2 15 0.5 0.6 0.5

Financing 0.0 0.1 -0.1 0.9 -1.2 -1.5 05 -0.6 0.5

of which: monetary authorities 0.0 0.0 0.1 0.0 -0.2 -1.5 -0.6 -0.5 -0.3
of which: pension arrears i0 -0.6 0 0.0 0.0 Q.0

Source: Extrabudgetary funds; and CBR.

1/ Measured on a cash basis prior to 1998,



Table 24. Russian Federation: Monetary Authorities’ Accounts, 1966-2001
(In billions of rubles, unless otherwise indicated) 1/

1996 1997 1998 1999 2000

2001
Dec. Dec. Dec. Dec. Mar. June Sept. Dee, Dec. Mar. June Sept. Nov.
revalued

Base money 131 165 210 324 319 397 438 520 520 500 583 650 651

Currency issued 109 137 198 289 269 n 2 447 447 424 501 560 558

Required reserves on ruble deposits 22 28 I3 36 30 57 66 73 73 76 82 90 93

Net international reserves (NIR) 2/ 10 22 -175 =77 34 205 338 429 458 507 662 753 794

(In billions of US$) 1.7 3.7 -8.4 2.8 1.3 7.6 12.5 15.9 16.3 18.0 235 26.7 282

Net domestic assets (NDIA) 121 142 385 401 285 193 99 9N 62 -7 =79 -103 ~143

Net credit to enlarged government 162 192 276 309 240 171 113 75 g 47 -29 -56 -79

Net credit to federal government 166 200 283 333 302 265 235 224 268 213 155 137 101

CBR net credit to the federal government 3/ 112 135 177 206 196 185 167 173 173 139 95 75 55

VEB credit 40 138 138 133 146 145 189 189 189 189 189

(In billions of US$) e 23 6.4 6.4 64 6.8 6.7 6.7 6.7 6.7 6.7 6.7

Ruble counterpart 4/ 54 65 66 -1 .12 58 78 94 54 -114 -128 -127 -143

CBR net credit to local government .2 -4 -2 -0 - =17 -29 -34 -27 ~27 -34 -41 -43 -45

CBR net credit to extrabudgetary funds -2 -5 -5 -15 -44 " 65 -88 -122 -122 -132 -143 -150 -136

Net ruble credit to banks -1 -21 24 -46 -31 -123 -145 -128 -128 -107 -94 -87 -84

Gross credit to banks 6 10 16 27 27 27 26 23 23 23 22 22 21

Gross liabilitics to banks and deposits -18 -3t 40 -73 -118 -150 -171 -151 -151 -130 -116 -108 -105

OIN ) -29 -28 133 137 135 145 132 143 70 52 44 39 - 20

" ofw required reserves on foreign currency deposits -4 -4 -B -29 -40 -4 -45 -51 -51 -54 -57 -60 -62
Memorandum items:

Exchange rate (official, end-period) 5.6 6.0 20.7 27.0 285 28.1 278 282 282 28.7 29.1 294 297

Gross reserves {USS bin) 5/ 154 17.8 16.5 12,5 15.6 211 253 28.2 280 299 353 379 374

CBR 14.8 172 10.8 11.9 15.2 20.6 24.8 27.6 27.4 289 34.0 37.0 36.1

MinFin 0.5 0.6 0.1 0.5 0.4 05 0.6 0.6 0.6 Lo 1.2 1.0 13

Reserve liabilities (USS bln) 13.6 14.0 194 15.3 144 135 12.8 123 1.7 11.9 11.8 12 9.2

CBR 1.1 0.0 4.0 10 30 3.0 3.0 3.1 29 34 3.5 32 1.4

MinFin 12.5 14.0 153 12.3 114 106 9.8 2.3 838 85 8.2 8.0 7.8

Sources: CBR; and Fund staff estimates.

1/ Presentation differs from IFS in: the definitions of "federal government”, "local government”, and "exirabudgetary funds”; the treatment of VEB credits extended for debt service;

and the coverage of inlemational reserves. Due to the adoption of & new chart of accounts in 1998, data not strictly comparable to eatlier periads.

2/ 1996-99 at end of petiod exchange rates. Mar-Dec 2000 and Mar-Nov 2001 ealeulated at accounting exchange rates of Rub27/US$ and US$1.372/SDR and Rub28.2/US$ and US$1.303/SDR respectwc]y

The revalued series for Dec. 2000 are calculated st end of period exchange rates.

3/ Beginning December 1999 includes govemnment securities held by the CBR's pension fund,

4/ Represents the povernment's use of NIR resources and ealculated in fiow Ruble terms using the exchange rate in effect at the time of the transaction.
5/ Beginning December 1998, excludes all amounts held with domestic banks and at CBR-owned banks abroad,

_63_



Table 25. Russian Federation: Monetary Survey, 1996-2001 1/
(In billions of rubles unless otherwise indicated)

1996 1997 1998~ 1999 200¢ 2001

Dec. Dec. Dec. Dec, Mar. June Sept. Dec. Dec. Mar. June Sept. Nov.
revalued

Net foreign assets 2/ 24 -19 -158 71 231 413 561 647 686 819 o84 1025 1057
NIR of monetary authorities ¢ 22 =175 -16 4 205 338 42% 458 507 662 753 794
NFA of commercial banks 14 41 17 148 196 208 223 218 228 313 322 272 262
NDA 341 474 798 923 838 823 825 S00 879 306 799 879 896
Domestic credit 528 656 B57 1132 1088 1110 1175 1304 1369 1374 1408 1547 1605
Net credit to general government 301 365 470 551 465 397 361 360 413 343 273 249 212
Net credit to federal govemment 3/ 307 370 465 575 541 519 516 539 592 - 543 507 505 451
Net credit from the monetary authorities 166 200 283 333 302 265 235 224 268 213 155 137 101
(o/w ruble counterpart) 54 65 66 -11 -32 -58 78 -94 -94 -i14 -128 -127 -143
Net credit from commercial banks 140 170 181 242 240 254 281 315 324 330 352 368 350
Ruble credit 124 148 77 81 72 81 93 106 106 109 126 133 123
Foreign cumrency credit 16 23 105 161 168 173 188 210 219 222 226 235 227
Net credit to local government and EBFs -6 -5 3 -24 -76 -122 -156 -179 -179 -200 =234 -256 -219
Net credit from monetary authorities 4 -2 -7 -24 -61 94 -123 -148 -148 -166 -185 -193 -180
Net credit from commercial banks -2 3 12 0 -i5 -28 -33 -31 =31 -34 -49 -63 -5%
Credit to the economy . 227 290 387 582 623 704 814 944 956 1030 1135 1258 1393
Loans in foreign currency 2/ 78 97 220 230 231 240 269 269 280 293 305 330 353
(Tn billions of USE) - 14.0 16.3 10.6 85 8.6 89 9.9 10.0 16.0 104 10.8 1.7 12.5
Ruble loans 149 193 167 15t 392 464 546 675 675 737 831 968 1040
Other items (net} -187 -181 -59 -209 -250 279 =350 404 -490 -568 -610 -568 ~709
Broad money 365 455 640 895 1069 1235 1386 1547 1564 1626 1783 1904 1952
Ruble broad money 295 370 448 705 751 892 992 1144 1i44 1149 1294 1414 1439
Cuwrrency in circulation 104 131 188 267 252 322 351 419 419 399 475 531 527
Ruble deposits 4/ 191 240 261 438 500 570 641 725 725 750 820 883 912
Foreign currency deposits 2/ 69 ‘85 191 290 Hg 343 394 403 420 476 488 489 513
(In billions of US$) 12.5 14.3 9.2 10.7 11.8 12.7 14.9 14.9 16.9 17.3 17.4 18.2

14.6

Sonrces: CBR; and Fund staff esitmates,

1/ Presentation differs from [FS in: the definitions of *federal government”, "local government”, and “extrabudgetary fonds®; the treatment of VEB credits extended for debt service;
and the coverage of international reserves. Due to the adoption of a new chart of accounts in 1998, data not sirictly comparable io earlier periods.
2/ 1996-99 at end of period exchange rates. Mar-Dec 2000 and Mar-Nov 2001 calculated at accounting exchange rates of Rub27/US$ and US$1.372/SDR and Rub28.2/USS and US$t 303/SDR

respectively. The revalued series for Dec. 2000 are calculated at end of period exchange rates,

3 Itrclusive of valuation gains and losses on holdings of government securities.

4/ Includes demand deposits at the CBR.

-Os-
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Table 26. Russian Federation: Key Monetary Indicators, 1996-2001

1996 1997 1993 1999 2000 2001
Dec. Dec. Dec. Dec. Mar. June Sep. Dec. Mar. June Sep. Nowv,
Velocity
Rubie broad moncy velacity 1/ B3 7.4 7.3 £.] 7.8 7.4 B.1 6.8 6.6 6.7 71 69
% change compared to year carlier -6.9 -10.6 -1.5 10.8 6.3 5.7 -2 -154 -15.2 -9.2 -12.2
Ruble broad money velocity {s=asonatly adj.) 1/ 8.0 71 70 7.8 79 7.4 7.5 6.7 7.0 78 6.5 6.6
% change compared to year earlier 69 -107 -1.6 10.6 10 -106 =112 139 13 -5.5 «13.5
Broad money including forex deposits 1/ 6.7 6.0 5.1 5.9 53 53 5.8 5.1 4.7 49 53 51
% change compared to year carlier -5.8 -10.2 -14.8 15.1 8.5 -3.9 -11.5 -14.4 -14.7 -3.8 -39
Ruble money muaitiplier 225 225 215 211 - 236 225 227 220 230 222 2.18 2.21
Currency-to-deposit ratio 0.54 0.54 0.71 0.56 0.50 0.56 0.55 0.58 0.53 0.58 .60 0.58
Reserves -to-deposits Tatio ) 0.12 0.11 0.05 008 010 0.10 0.10 0.10 010 0.10 010 0.1
Currency held by benks to deposits ratio 0.02 0.03 0.04 0.10 003 0.03 003 0.04 0.03 0.03 0.03 0.03
Currency ratlos
Forex deposits-to-iotal deposils ratio 027 0.26 0.42 0.37 039 038 0.38 0.36 0.3% 0.37 0.36 036
Forex credit-to-total credit ratio 0.34 0.34 0.55 0.40 0.38 0.3§ 0.34 0.29 0.29 0.27 0.26 0.26
Real measeres of monetary aggregnics 2/
Real currency in circulation 1.03 1.17 0.91 095 0.36 1.04 i.09 1.24 Lio- 1.25 138 1,33
Real ruble deposits . LH 1.25 0.75 091 1.00 1.08 1.16 125 1.21 125 133 134
Real ruble broad money 1.08 122 0.81 0.92 0.95 1.07 1.14 125 117 1.25 1.35 134
Real forex deposits 0.66 0.73 0.59 0.38 1.04 107 1.17 1.14 126 123 121 1.24
Reat credit (incl. Forex ) to the economy 0.66 0.76 0.55 0.60 0.64 0.68 075 0.83 0.84 0.88 0.99 1.04
Reat ruble credit to the economy 0.62 0.73 0.35 0.53 0.56 0.63 0.72 0.84 0.86 0.92 1.05 111
Ceontributions to monetary growth
1. Monetary authorities 3/
Base money growth 262 257 ne 54.1 -1.6 225 149 60.2 -3.8 12.3 5.1 254
NDA 515 15.8 65.2 61 2358 642 =929 955 ~13.3 271 <31.8 -394
Net credit 1o enlarged government 49,1 227 51.7 13.7 -21.3 -42.7 -60.7 =72.1 -11.9 286 -33.6 -38.2
NIR -253 99 373 480 342 86.7 1279 155.8 94 393 56.8 64.8
2. Banking system 4/
Broad money 321 24.9 413 50.8 7.5 24.1 393 55.5 5.1 152 23.1 262
NDA 424 36.6 42.1 16.9 86 -0 9.9 -2.3 +6.1 6.6 -1.4 £.3
Net credit to enlarged govemnment 49.6 17.7 124 83 86 -15.5 ~18.1 -19.1 -1 -5.7 72 - 96
NFA -10.3 =117 -0.8 339 160 343 492 57.8 111 218 24.4 26.5
Credit aggregatcs—stocks 5/
Total credit to the economy 06 115 144 122 90 10t 116 135 s 127 145 156
Ruhie-denominated credit to the economy 69 1.6 6.3 T4 55 6.6 7.7 9.6 82 9.2 10.7 11.5
Credit to government from cemmercial banks _ 6.5 6.9 7.2 5.1 32 32 s 4.0 3 13 34 32
Credit aggregates—flows 5/
Tontal credit to the economy 14 25 36 4.1 0.8 1.9 14 53 0.9 2.1 39 54
Ruble-denominated credit o the economy ' 11 1.7 -10 39 0.6 1.6 28 4.6 a7 1.7 a2 40
Cradit to government from commercial banks 4.0 1.4 0.8 1.0 0.0 0.0 0.3 0.9 0.1 0.2 0.2 0.1
Frices :
Inflation from end of previous year ' 218 1.0 B44 36.7 3.9 9.5 14.1 20.1 12 128 14.2 171

Sources: CBR; and Fund staff egitmates.

1/ Baged on annualized end-period quarterly GDP.

% End-1994 = | .)d). Deflated by the CPI, stocks of foreign currency-denominated items converted into rubles at prevailing exchange rates.

3/ Change as a percent of beginning of year stock of base money, Changes in NIR. include valuation effects arising from exchange rate movements, .

4/ Change as a percent of beginning of year broad money (including foreign exch depasits), Changes in NFA include valuation changes arising from exchange rate movemenis
5/ Relative to annual GDP.




Table 27. Russian Federation: CBR Instruments, 1996-2001

(In billion rubles)
Required reserve balunces Correspondent aceounts Deposit facility OBR's Gross credit o banks
Foreign Maoscow Regioaal Moscow  Regiona! Forcign
Total Ruble  exchange Total banks  banks Total banks  banks Total /' Lombard Rehabilitation  exchange 2/ Other
1996 Deg 28 22 4 18 1 0 6
1997 Dec 36 28 9 3L 0 0 10 6
1998 June kL] 26 13 14 0 0 12 8
July 37 25 12 14 3 i) 4 i
Auvg 3z 21 12 10 0 0 22 5
Sep 20 13 7 21 | 2 17 2
Oct 18 13 5. 22 8 2 9 1
Nov 9 14 3 28 10 2 il 1
Dec 21 13 8 33 16 17 5 5 [ 2 2% 1 7 13 8
1999 Jan 24 14 10 29 14 15 1t 1 0 3 k1] i 7 14 8
Feh 25 14 11 3 11 i7 15 15 0 0 34 i L] 15 11
Mar 35 19 16 44 17 27 15 15 0 0 4 0 9 13 12
Agr 37 26 17 45 ‘26 20 14 14 0 0 37 0 10 13 14
May 40 22 18 60 35 25 2 22 0 0 ” 0 11 13 13
June 35 29 22 52 29 23 16 1% 4] 0 32 0 12 6 13
July 5 3o 23 49 28 21 9 19 0 0 34 0 14 7 13
Aug 33 3 23 49 25 24 23 23 0 L 34 0 14 7 13
Sep 36 32 24 55 31 24 10 10 0 0 4 0 14 ? 13
Oct 38 32 26 65 39 26 9 9 0 0 4 0 14 7 13
Nov 6! 34 27 65 26 29 19 18 1 [} 34 0 14 7 13
Des 65 ELY 29 66 2 34 4 4 1 0 32 0 14 6 13
2000 Jan 80 45 k13 62 2 30 22 21 1 0 33 0 L] 6 13
Feb 83 45 37 67 36 3 26 26 0 0 33 0 E] 6 13
Mar 9% 50 40 75 43 krl 48 48 0 o 33 0 14 6 13
CApr 93 52 40 65 36 kil 43 43 0 i} 32 0 14 5 13
May 96 54 42 82 48 34 59 59 0 0 33 0 14 6 13
June 98 57 41 81 47 33 0 H 0 0 33 0 14 6 13
huiy 102 60 #2 90 54 36 92 92 0 0 33 0 14 6 13
Aug 107 63 44 85 50 35 77 7 0 0 n 0 14 7 12
Sept 111 66 45 02 58 35 7 by 0 0 33 ] 14 7 i3
Oct nz T 46 92 55 1?7 64 64 ¢ 0 k| 0 11 7 13
Nov 12§ 7 50 98 5% 19 65 55 1 1] 30 L] 11 7 12
Dec 124 3 51 130 74 56 21 21 0 4 30 ¢ 11 7 12
2001 Jan 128% b 53 85 47 39 48 48 0 0 36 0 1 13 12
Feb 126 75 51 77 43 35 43 43 D )] 36 0 1§ 13 12
Mar 130 7% 34 85 49 36 46 46 ¢ 0 36 0 11 13 12
- Apr 135 78 56 76 39 w 18 28 4 0 36 0 11 13 12
- May 137 L 56 95 55 40 26 26 0 0 36 0 11 13 12
June 13% 82 37 91 53 38 25 24 1 ] 35 0 10 13 12
July 143 24 59 Bs 46 40 18 18 1] 0 35 /] 10 13 12
Aug 146 87 59 98 59 39 1§ 11 0 0 35 [0 10 13 12
Sept 150 90 60 93 54 39 15 15 0 0 35 1 10 13 12
Oct 153 93 60 89 52 36 33 38 0 9 35 0 to 13 i2
Nov 155 %4 62 87 5] 34 1] 18 9 0 34 o 9 13 12
Source: CBR.
1/ From D ber 19938 includes foreign ge credits to banks excluding VEB for debt service,

2/ Excluding VEB debt service.

_Zg_



Table 27 {continued). Russian Federation; CBR Instryments, 1996-2001

{In percent of end-month base money)

Required reserve balanges Corespondent actounis Depouit fagility OBR's Gross credit to banks
Foreipn Moscow Regional Moscow Regionat Foreign
Total Ruble  exchange Total banks banks Total banks banks Total I/ Lombard Rehabilitation  exchenge2/ Other
1996 Dec 19.8 17.0 .7 13.6 87 00 49
1997 Dec 221 16,7 54 1%.1 92 [HU] 60 kR
1998 June 33 156 1.7 8.6 01 0.0 3 48
July 2311 154 T.7 8.6 21 oo 25 0.9
Aug 201 129 7.2 62 0.1 0.0 13.7 33
Sept 115 1.7 39 119 0.6 0.9 2.8 1.0
Ot 9.6 7.0 27 12,0 43 1.0 4.7 0.6
Nov 120 7.4 25 14.5 53 1.0 57 03
Dec 9.9 59 39 15.5 2.5 8.0 22 22 0.0 i1 138 0.0 35 63 4.0
1999 Jan 11,7 B8 49 14.4 6.7 7.6 5.5 55 00 i3 14.6 [LXi} 7 6.8 4.1
Feb 12.1 6.9 52 16.0 18 8.5 1.4 T4 0.0 0.0 164 .0 38 1.2 54
Mar 17.0 94 7.6 ns 83 13.3 7.5 7.5 6.0 [N H] 16.7 0.0 4.5 62 60
Apr 16,1 9.0 73 19.8 1.2 86 6.0 6.0 (L] 0.0 16.4 [1X4] 44 59 6.1
May 16.6 9.2 74 24.7 14.5 103 9.0 0.0 0.0 8.0 155 0.0 47 55 53
June 19.7 1.1 23 200 1.2 8.8 6.1 6.1 0.0 [XH] 122 0.0 4.7 25 50
July 201 ILS 8.6 18.7 10.5 81 7.3 7.3 0.0 0.0 122 0.0 53 26 4.9
Aug 204 1.7 8.7 18,8 -9.7 9.1 3.8 g8 0.0 0.0 129 0.0 53 26 49
Sept 215 122 o4 213 12.0 9.2 38 38 0.0 0.0 11.0 0.0 5.4 27 50
Oct 216 121 2.6 242 14.5 9.8 3.3 13 LXH] 0.0 126 0.0 5.2 26 48
Nov 228 127 10.2 244 13.4 10.9 70 6.6 0.4 it} 12.7 0.0 5.2 2.6 49
Dec 19.9 11.0 89 20.3 99 10.4 1.3 1.1 02 o0 100 0.0 4.3 17 4.0
2000 Jan 270 152 1L.B 209 109 10.0 74 72 0.2 0.0 1.0 0.0 4.7 20 44
Feb 272 15.1 12.1 220 117 10.3 8.4 B4 0.0 0.6 10.8 [IXH] 45 19 43
Mar 28.1 15.7 12.5 235 134 1.1 15.1 15.1 0.0 oo 10.3 0.0 44 19 4,1
Apr 26.5 149 L6 186 10.2 24 122 122 0.0 00 92 oo 4.0 1.5 17
May 264 149 ILS 22.7 13.4 9.3 153 16,3 0.0 0.0 9.2 0.0 18 LB 16
June 247 143 104 203 11.9 84 1.5 17.5 (U] 0.0 83 oo s 1.6 32
July 248 144 10.2 21.7 129 37 221 221 0.0 0.0 79 0.0 3.3 1.5 it
Aug 5.2 149 10.3 201 11.B 83 18.1 181 0.0 0.0 7 0.0 32 1.6 2.8
Sept 253 15.0 10.3 211 13.2 7.9 18.1 181 0.0 0.0 7.6 0.0 31 16 29
Oct 26.3 158 10.5 208 125 8.3 144 144 L] o0 69 0.0 25 1.6 28
Nov 268 155 11.2 28 13.2 8.6 144 144 02 0.0 6.7 o0 25 1.6 27
Dec 239 14.1 2.9 250 143 10,7 4.0 4.0 0.0 0.0 58 0.0 2.1 i4 23
20¢1 Jan 26.7 158 109 17.9 97 82 99 9.9 0.0 0.0 7.5 0.0 23 2.6 2.5
Feb 259 154 10.5 15.9 3.8 At 29 8.9 0.0 0.0 73 00 22 2.6 2.4
Mar 259 15.1 10.8 17.0 9.8 12 22 8.2 0.0 0.0 71 o0 22 26 24
Apr 249 14.5 10.4 4.1 73 6.8 51 51 0.0 0.0 6.6 0.0 2.0 24 22
May 251 14.7 103 17.4 10.1 74 4.7 4.7 0.0 [1XH] 6.5 0.0 2.0 24 21
June 233 140 o7 15.6 a1 6.5 4.2 4.1 0.2 0.0 6.0 0.0 L7 22 20
July 237 14.0 9.7 4.2 7.5 6.6 31 kR 0.1 0.0 58 0.0 1.7 22 1.9
Avg 234 139 05 157 a.5 6.3 1.8 18 0.0 0.0 56 00 1.6 21 1.9
Sept 231 139 9.2 14.4 83 6.0 23 23 00 0.0 5.4 00 1.5 20 1.3
Oct 234 142 92 13.46 8.0 5.8 5.8 58 0.1 0.0 53 0.0 1.5 10 1.2
Nov 238 144 2.5 133 8.1 52 28 b 4] 0.0 0.0 53 0.0 1.4 i L8
Source: CBR.

1/ From December 1998 inctudes foreign exchange credits o banks excluding VEB for debt service.

2/ Bacluding VEB debt service,

...SE-



Table 28. Russian Federation: Domestic Debt, 1997-2001 1/
| (In billions of rubles) |

1997 1998 1999 2000 20012/

Short-term treasury bills (GKO) 273 17 7 3 20
Medium and long-term government bonds (OFZ's) 163 460 515 506 470
OFZ-PD (fixed coupon) 116 347 402 359 308
OFZ-FK (fixed coupon) 0 113 112 123 139
OFZ-PK (variable coupon) 48 0 0 24 24
Nonmarket bonds (OGNZ) 2 3 3 20 21
Savings bonds (OGSZ) 13 15 5 3 0
Short-term bank loans 0 0 15 0 0
Other 3/ 40 36 34 26 21

Total 491 530 578 557 531

Source: Ministry of Finance.

1/ Ruble denominated debt. Includes instruments held by nonresidents.
2/ Preliminary data.
3/ Includes targeted bond issues, various government guarantees, and enterprise/sector debts assumed by the government,

_-t?E_



Table 29. Russian Federation: Indicators of Concentration in the Banking System, September 2001 1/

(In percent)

Sberbank 1to 10 11 to 50 51t0100  101to 500 501 to 1308

Total assets 26.8 289 21.6 6.0 13.5 3.1
Gross credit to government 61.7 19.5 10.2 1.9 59 0.8
o/w government securities 63.0 19.5 9.8 1.8 5.3 0.7
Loans to nonbank private sector 2/ 19.9 6.3 3.3 0.6 1.9 0.3
o/w past due 40.6 26.2 15.7 33 10.5 3.7
Deposits of nonbank private sector 2/ 41.1 236 154 4.7 12.2 2.9
o/w households 74.8 6.9 7.2 3.0 6.5 1.7
o/w enterprises 14.0 37.0 22.1 6.1 16.8 39
Capital 193 30.2 19.0 7.3 18.5 57

Source: Interfax and staff calculations.

1/ Expressed relative to the total for the banking sector.
2/ Includes state enterprises.

_SE_



Table 30. Russian Federation: Balance of Payments, 1997-2001

-36 -

(In billions of U.S. dollars, unless otherwise indicated)

1997 1958 1999 2000 2001
Q1 Q2 Q3 Q4 Year Ql Q2
Current Account 0.4 -1.6 2.7 10.6 10.3 1i1 13.2 453 10.1 23
Trade Balance 17.0 169 - 36.1. 14.4 4.6 15.6 16.1 60.7 145 13.0
Expotts 89.0 74.9 75.7 24.4 25.0 26.7 29.5 105.6 25.6 26.6
Non-gnergy 50.5 46.9 44,7 113 127 134 15.3 527 1.7 13.1
Energy 38.5 279 Lo 13.0 123 134 14.1 528 139 13.6
Oil 221 14.5 19.6 83 8.3 9.9 9.2 362 8.4 9.5
Gas 164 134 11.4 4.7 16 35 49 16.6 5.5 4.1
Impons -720 -58.0 -39.5 -10.0 -10.4 =111 -13.4 44.9 il -13.6
Services (net} -17.1 -18.1 -14.0 -3.8 -4.4 -4.4 -2.8 -15.5 44 -1.8
Nonfactor services -5.9 -4.0 -4.1 -1.6 -2.1 22 -1.9 =17 -2.0 -25
Fagtor services -11.2 -14.1 -87 2.3 2.3 -2.2 -0.9 -7.8 -2.4 -1.2
Pubiic sector interest -10.0 -12.3 -8.6 2.1 2.1 22 0.9 -7.3 «2.5 -1.0
Other factor services -1.2 -1.0 -1.2 0.2 0.2 0.0 0.0 -0.53 .1 .2
Current transfers 0.4 0.4 0.6 0.1 0.1 0.0 0.0 0 [121] 0.1
Capital account 27.9 6.5 -16.6 6.4 -3.8 -5.3 6.6 -22.0 6.4 23
Public sector capital 42.2 7.1 -7 0.9 -0.6 -24 -1.6 -5.5 -1.5 .t
Budgetary 13 0.4 =23 0.7 0.6 -1.5 -0.5 -3.2 -1.4 -0.4
Disbursements 2.0 B.7 21 ] 0.2 0.4 0.1 1.1 0.1 0.1
Amortization -1.7 -83 -4.4 -L.1 -0.8 -1.9 0.6 -4.4 1.5 0.5
Non-budgetary 409 6.8 0.6 £.2 0.0 -0.9 -L1 -2.3 0.0 03
Private sector capital -14.3 -13.6 -14.9 55 -3.1 -9 -5.0 -16.6 -5.0 -2.2
Errors and omissions, net -5.7 9.0 7.0 2.1 0.8 28 3.6 93 24 -15
Overall balance 218 -17.1 0.9 2.1 58 30 3.0 140 1.2 54
Financing -21.8 17.1 0.9 2.1 -5.8 -3.0 -3.0 -14.0 B ¥) -5.4
Net international reserves -2.0 10.2 5.4 -4.1 -5.3 -4.9 -3.3 -18.7 -1.7 -5.5
Gross Teserves { - ncrease) 2.4 57 -1.7 -3.2 -5.4 4.2 -1.9 -15.8 -1.9 -5.4
Net Fund liabilities L5 53 -3.8 0.9 0.9 -07 -0.6 -3.0 -0.3 -0.2
Purchases 2.0 6.2 0.6 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Repurchases -0.5 -0.9 -4.2 0.9 -0.9 -0.7 0.6 -3.0 0.3 0.2
Other liabilities -1.1 0.7 0.1 0.0 0.0 0.0 0.1 .1 05 01
Valuation adjustment L6 0.3 0.1 0.1 -0.7 03 0.2 -0.2 0.1 0.5
Exceptional financing 1/ -21.4 6.6 63 L9 13 1.6 0.1 4.9 0.4 04
Memorandum itemns:
Cutrent account {(in percent of GDP) 0.1 4.5 18 20.6 17.8 15.4 18.8 18.0 15.3 12.6
Gross Teserves 17.8 10.9 12.5 15.6 21.1 253 28.0 28.0 29.9 353
(in months of imports of GNFS) ] 2.5 2.4 31 34 4.0 42 4.6 6,0 5.7
Russian oi! price ($/barrel} 16.3 10.5 14.7 23.8 235 24.9 25.9 24.5 21,7 228
World oil price ($farrel) 9.3 131 {8.0 26.6 26.8 298 29.7 28.2 26.8 267
External debt Service payments 2/ 205 24.1 17.2 40 4.8 45 32 16.4 6.3 4.0
{percent of exports of goods and services) 19.8 27.6 203 15.2 17.4 153 2.9 14.3 Pk 13.3

Sources: Russian authorities; and Fund staff estimates. Data are presented on a due basis.

1/ Includes arrears, debt rescheduling, and debt deferrals. Consists of interest capitalization by commercial banks, according to the London Club
agreerment, and debt reschedulings from uninsured suppliets and non-Paris Club creditors.

2/ Excludes payments on shori-term debt.
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Tahble 31. Russian Federation: Destination of Exports, 1995-2000 1/

1995 1996 1997 1998 1999 2000

(In millzons of US dedlars)

Total exports 77,595 83,979 85,077 71,389 72,453 102,998
CIS 14,365 15,452 16,583 13,546 10,689 13,785
Belarus 2,940 3,046 4,632 4,646 3,761 5,535
Kazakhstan 2,656 2,556 2,472 1,881 1,222 2,246
Ukraine 6,808 7,583 7.239 5,531 4,786 5,024
Other 1,87t 2,267 2,240 1,488 920 980
Non-CIS $3,230 68,527 68,494 57,843 61,765 89,213
EBurape 42,055 435,803 47,365 38,806 41,188 64,435
Czech Republic 2,073 1,743 1,823 1,382 1,323 1,745
Fintand 2377 2,618 2,774 2,063 2,379 3,105
France 1,516 1641 1,626 1,456 1218 1,913
Germany 6,079 6,734 6,531 5,697 6,178 923
Hungary 1,600 1,802 1,354 1,487 1,547 2,405
Treland 2,552 2,833 2,500 638 600 288
Ttaly A9 2,808 3,564 3,203 3,690 7258
Netherlands 3,183 ng 4,554 - 3,830 3,520 4,340
Poland 1,605 2,122 2,514 2,173 2,606 4,452
Slovak Republic 1,194 1,865 1,740 1,368 1,426 2121
Switzerland 3.73% 3,952 3,732 3,216 3468 3,976
UK 3,103 3,176 2,846 2,927 2,843 4,663
Other 9,735 11,224 £1,307 9,264 10,390 18,989
Asia 11,432 11,760 10,471 1379 9,142 12,076
China 3377 4,684 3,982 3,144 3,476 5,233
Japan 37 2,905 2,935 2,171 2,109 2,766
Qther 4,882 4,172 3,555 2,263 3,557 4,077
Wester Hemisphere 7210 7.593 6,827 8,104 8,243 2,075
us 5,092 6411 4,951 5,995 6,433 7972
Other 2,179 1,182 1876 2,108 L8310 1,103
Middle East and Africa 1,933 2,263 2,124 2,340 2770 3,450
Other 541 1,168 1,706 1,015 422 127
Exports to: {In percent of total exports)

CIS 185 184 19.5 19.0 148 134
Belamus 38 kX 54 6.5 52 5.4
Kazakhstan 34 3.0 2.9 2.6 1.7 22
Ulkraine B9 9.0 g5 7.7 a6 49
Other 24 27 2.6 21 1.3 1.0

Non-CIS 81.5 8t6 BO.S 310 85.2 86.6

Europe 542 54.5 55.7 54.4 56.8 62.6
Czcch Republic 27 2.1 21 i.9 1.8 1.7
Finland EN 31 33 29 a3 30
France 2.0 i5 LY 2.0 1.7 15
Germany 7.8 a0 7.7 8.0 8.5 2.0
Hungary 21 21 22 2.1 2.1 23
Treland i3 34 29 0.9 0.3 0.3
Ttady 42 33 4.2 4.5 51 7.0
Netherlamds 4.1 39 54 55 49 42
Poland 2.1 25 30 3.0 36 43
Slovak Republic 1.5 22 20 1.9 2.0 21
Switzerland . 4.8 4.7 4.4 4.5 4.8 39
UK ’ 4.6 38 33 4.1 39 4.5
Other 125 134 133 13.0 143 184

Asia : 14.7 140 123 10.6 12.6 1.7
China 44 56 4.7 4.4 4.3 51
Japan 4.1 35 3.4 3.0 29 27
Qther 6.3 3.0 4.2 3.2 4.9 4.0

Western Hemisphere . 0.4 9.0 8.0 114 11.4 88
us 6.6 76 53 B4 3.9 7.7
Other 28 1.4 2 EXY) 25 1.1

Middie Fast and Africa ’ 5 2.6 25 313 33 X}

Other ¢.7 14 2.0 1.4 0.6 0.1

Source: IMF Direction of Trade Statistics.

I/ Based on exports according to the Direction of Trade Statistics, which differ somewhat from those compiled by
the Central Bank of Russia and shown in Tabie 30 and those compiled by the State Customs Comrmittee and shown in tzble 32,
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Table 32. Russian Federation: Composition of Merchandise Exports, 1995-2000

1995 1996 1997 1998 1999 2000

Total exports (f.0.b.) {including Belarus) 78,290 85,107 85,036 71,313 72,885 103,055
Total exports (f.0.b.) 1/ (excluding Belarus) 63,728 81,585 80,363 66,643 69,119 97,467
Focd, beverage, tobacco and agricultural products 1,332 1,688 1,407 1,187 764 1,299
Stone and ore 943 757 784 821 579 712
Fuel products 30,440 38,215 38,061 27,649 30,601 52,142
Qil and oil products 17,251 22,449 20,819 13,619 18,828 34,361
Crude 12,403 15,012 13,689 9,456 13,469 23,644

Oil products 4,838 7,436 7,130 4,162 5,359 10,717

Gas 11,410 13,992 15,644 12,696 10,850 16,118
Coal 1,012 1,005 821 622 432 1,136
Other 727 769 777 712 492 528
Chemicals (inclnding pharmaceuticals and rubber) 7,453 7,006 6,577 5,588 5,677 6,801
Leather 307 361 383 in 187 | 237
‘Wood and paper products 4,320 3,493 3,502 3,406 3,594 4,276
Textiles and clothing 1,071 901 826 726 694 655
Gems and precious metals 5,356 3,861 3,145 4,308 4,343 4,831
Metals 15,280 16,179 16,715 14,708 14,147 16,682
Machines, equipment (including cars) and instruments 8,333 7,875 8,176 7317 7,257 8,394
Other, including ceramics and glass 3,456 1,251 786 562 1,275 1,388
Total exports (f.o.b.} 1/ (excluding Belarus) 100 100 100 106 100 100
Food, beverage, tobacco and agricultural products 1.7 21 1.8 1.8 1.1 1.3
Stone and ore 1.2 0.9 1.0 1.2 0.8 0.7
Fuel products 389 46.8 474 41.5 44.3 53.5

Oil and oil products 321 275 259 20.4 27.2 353
Crude 15.8 18.4 17.0 14.2 19.5 243

Qil products 6.2 9.1 89 6.2 7.8 1.0

Gas i4.6 17.2 195 19.1 15.7 165
Coal 1.3 1.2 1.0 0.9 0.6 12
CGther _ 0.9 0.9 1o 1.1 0.7 0.5
Chemicals (including pharmaceuticals and rubber) 9.5 8.6 8.2 8.4 8.2 7.0
Leather . 04 0.4 03 0.6 03 0.2
Wood and paper products 5.5 43 4.4 5.1 5.2 44
Textiles and clothing 14 1.1 1.0 1.1 1.0 0.7
Gems and precious metals ' 6.8 4.7 3.9 6.5 6.3 5.0
Metals 19.5 19.8 20.8 22.1 20.5 17.1
Machines, equipment (inciuding cars) and instruments 10.6 9.7 10.2 i1e 10.5 8.6
Other, inchrding ceramics and glass 4.4 1.5 1.0 0.8 1.8 1.4

Source: State Customs Committee.

1/ Exchudes shuttle trade and other adjustments to the customs data that are included in Table 30.
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Table 33, Russian Federstion: Origin of Imports, 1995-2000 1/

1995 199§ 18997 1998 1999 2000

(In millions of U.S. dollars)

Total imports 46,399 44,504 52,400 42,939 30,286 13,853
CIs 13,450 14,153 14,080 11,122 8,338 11,648
Belarus 1,957 2,695 4527 4,514 3,236 3,764
Kazakhstan 2,742 3,041 2743 1,877 391 2,197
Ukraine 6,616 6,256 3,981 3,219 2,523 3,647
Other 2135 2,161 2,79 1512 1,188 2,040
Non-CI8 32,049 10,351 38,320 31,816 21,948 22,204
Europe ) 2670 2,13 64 20527 13986 14354
Czech Repuhlic 438 53 586 519 343 366
Finland 2,04i 1,666 1873 1432 947 [:31]
Franes 1,074 1,267 1,592 578 1,181 1,188
Germany 6,537 5,138 6,640 5,404 4,195 1,896
Hungary 842 655 320 607 3 403
Treland 323 Hé 409 294 190 106
Tialy 1,851 2314 2,651 1,767 1,157 1208
Netherlands 1,646 1,006 1,206 95 688 738
Poland 1,322 918 1,066 1,032 602 718
Slovak Republic 294 263 286 193 106 108
Switzeriand 97 500 535 426 ns 278
UK 1,100 1,121 1481 1,208 663 260
Othex 6,507 5422 7,158 5,146 3,287 3,528
Asin 3,543 4237 4,898 4,298 2,793 2,964
Chine 865 996 1,261 1,146 839 948
Japan 763 968 985 816 455 512
Orhiet 1.916 22M 1,652 2341 1,449 1,444
Western Hemisphere 3933 4,275 5,390 6,030 3,912 3,791
us 2,651 2,896 4,061 4,052 2,387 2,703
Other 1,282 1,350 1,829 1979 1,525 1,087
Middle East and Africa 556 459 802 608 620 584
Other 246 241 328 354 637 512
Imports. from: (In pescent of total mrmports)

CIs 290 .48 6.9 259 215 M4
Belarus a3 6.] 8.4 10.5 107 111
Kazakhstan 59 6.8 53 44 456 65
Ukeaing 143 14.1 7.6 7.5 23 108
Otlyer 46 4.9 52 35 39 6.0

Non-CIS 710 682 73l 4.1 7.5 65.6

Europe 532 475 50.4 47.8 462 424
Czech Repubic 09 12 11 L2 11 11
Fintand 44 ks 36 33 3l 28
France 23 2.8 30 17 39 35
Genmany 4.t 11.6 127 i2.6 139 HE
Hungary 18 1.5 1.8 14 LO L2
Ireland 0.7 0.7 0.8 0.7 0.6 0.3
Italy 4.0 52 51 4.2 38 36
Netheslands 13 23 2.3 2.1 23 22
Polend 28 2.4 20 24 20 21
Slovak Repubiic 0.6 0.6 0.5 05 0.4 X}
Switzerland 1.5 i 16 1.0 1.0 0.8
UK ) 24 25 28 23 22 25
Other 140 12.2 137 12.0 10.9 10.4

Asia 7.6 9.5 43 0.0 9.2 8.8
China 19 22 24 27 29 28
Japan 1.6 22 1.9 12 15 1.7
Other 2,1 51 51 5.5 48 a3

Western Hemisphere 83 9.6 nz 14.0 12.9 112
Us 57 6.5 18 9.4 7.9 8.0
Other 28 i1 15 4.6 5.0 12

Middie East and Afica 1.2, 1.0 15 t4 2.0 17

Oiber 0.5 0.5 0.6 08 21 1.5

Source: IMF Direction of Trade Statistics.

1/ Based on impaorts ding to the Direction of Trade Statistics, which differ somewhat from those
compiied by the Central Bank of Rusgia and shown in Table 36 and those compiled by the State Customs Commities and show
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Table 34. Russian Federation: Composition of Merchandise Imports, 1995-2000

1995 1996 1957 1998 1999 2000
Total imports (c.1.f) (including Belarus) 46,614 46,034 53,03¢ 43,581 30,297 33,933
Total imports (¢.i.f) 1/ {excluding Belarus) 33,166 43,010 48,258 38,971 27,056 30,142
Food, beverage, tobacco and egricultural products 13,041 11,168 12,715 10,266 7,674 6,977
Stone and ore 1,028 732 764 590 426 671
Fuel products 1,584 1,721 1,870 1,416 723 1,383
Chemicals (including pharmaceuticals and rubber) 4,857 6,309 7,019 5,941 4,446 5,621
Leather 144 149 155 96 58 89
Wood and paper products 1,066 1,446 1,738 1,531 956 1,137
Textiles and clothing 2,345 1,967 1,936 1,268 1,150 1,451
Gems and precious metals 426 577 105 32 37 56
Metals 3,39 3,748 3,311 2,665 1,955 2,492
Machines, equipment (including cars) and instruments 18,222 13,672 16,939 13,909 8,773 9,227
Other, including ceramics and glass 505 1,521 1,708 1,258 857 1,040
Total imports (c.i.f) 1/ (excluding Belarus} 100 100 100 100 100 100
Food, beverage, tobacco and agricultural products 28.0 26.0 26.3 26.3 284 231
Stone and ore 22 1.7 i.6 1.5 1.6 22
Fuel products 34 4.0 39 36 27 4.6
Chemicals (including pharmaceuticals and rubber) 10.4 14.7 14.5 15.2 164 186
Leather 03 0.3 03 0.2 0.2 0.3
Wood and paper products 23 34 36 38 35 38 .
Textiles and clothing 5.0 4.6 4.0 33 4.3 438
Gems and precious metals 08 1.3 0.2 0.1 0.1 0.2
Metals 7.3 87 6.9 6.8 7.2 8.3
Machines, equipment {including cars) and instruments 39.1 318 35.1 357 324 30.6
Other, including ceramics and glass Li 35 3.5 3.2 32 34

Source: State Customs Committee.

1/ Excludes shuttle trade and other adjustments to the customs data that are included in Table 30.
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Table 35. Russian Federation: Foreign Currency Disbursements to the Federal Government, 1995-2000
{In millions of U.S. dollars)

Creditors 1995 1996 1997 1998 1999 2000
Multilateral 6,351 4911 4,782 7,434 1,204 574
IMF 1/ 5,482 3,753 2,023 6,142 643 0
World Bank 824 1,099 2,694 1,227 538 540
EBRD 45 59 65 63 22 34
Other 0 0 0 4] 0 0
Bilateral and suppliers/other commercial 1,668 3,494 2,300 2,201 1,490 570
Tied 1,668 1,083 2,300 2,201 1,058 370-
Untied 0 2,411 0 V] 432 200
Bonds ¢ 1,000 3,584 11,296 0 0
resident purchases G 0 0 371 0 0
nonresident purchases 0 1,000 3,584 7,585 0 0
Total 8,019 9,405 10,666 20,931 2,694 1,144
(excluding IMF) 2,537 5,652 8,643 14,789 2,051 1,144
Memorandum items:
Minfin bonds 0 3,500 0 0 0 0
OGNZ 680
Nonresident purchases of GKOs/OFZs (net) 2/ 1,035 7,462 -4,705 =329 =792
Issue 3,202 143
Redemption -3,531 -935
Total including Minfins, OGNZ and nonresident GKOs/ 8,019 13,940 18,128 16,906 2,365 352
(excluding IMF} 2,537 10,187 16,105 10,764 1,722 352
Total disbursements from nonresidents,
including GKOs/OFZs, exchiding Minfing 8,019 10,440 18,128 16,226 2,365 352

Source: Russian authorities.

1/ Full amount of Fund purchases. In 1998 part of this amount was disbursed directly to the CBR,

2/ Including secondary market in 1996-1998. Other securities transactions exclude secondary market.
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Table 36. Russian Federation: Nonsovereign Sector Capital Account, 1995-2000 1/
(In millions of U.S. dollars)

1595 1996 1997 1998 1999 2000
Direct investrnent 1,460 1,657 1,681 1,492 1,102 -494
Abroad -606 -923 -3,184 -1.270 -2,208 -3,208
In Russia 2,066 2,579 4,865 2,761 3309 2,714
Portfolio investment -1,611 2,140 2,198 878 -253 k3|
Assets -1705 -172 -156 -257 254 -380
Equity A2 -117 32 -16 5 -9
Debt securities -1,663 -56 -189 -247 249 -371
Liabilities 94 2,312 2,354 1,135 -507 411
Eqnity _ 59 2,152 1,265 714 -287 150
Banks 47 50 93 i3 -10 2
Nonfinancial enterprises 12 2,102 1,172 681 277 148
Debt securities _ s 160 1089 421 220 261
Local governments 0 0 872 533 -175 -427
issue 0 0 867 499 0 0
redemption 0 0 -36 -82 -118 258
secondary market 0 0 -2 0 -190 =273
interest reinvestment 0 4] 43 116 133 104
Banks 7 76 110 -262 -97 527
Nonfinancial enterprises 28 34 107 150 52 160
Other investments 1,803 21,661  -18,555 -15,044 -14,868 -15,594
Assets 6,264 -28,380 -34,134 -14395 -13,448 -14,960
Cash foreign currency and deposits 4,141 9695  -13,112 1,804 -2,763 -4,128
Trade credit 8,351 -0,154 -6,701 -6,883 -5,25¢ -4,180
Loans -364 278 -3,114 -707 150 -486
Banks -360 361 -2,639 334 279 -440
Nonfinancial enterprises -4 -83 -475 -373 -129 -45
Arrears -4 -28 22 -289 97 45
Banks -4 -28 22 -148 -40 188
Nonfinancial enterprises 0 0 0 -140 -56 -13%
Changes in the stock of nonrepatriated
Export proceeds and nonrepatriated
Tmport advances 52319 -10,119  -11,591  -795%  -5051  -5293
Other -621 -162 363 -361 -438 923
Liabilities 4,461 7.219 15,578 -649  -1420 -634
Cash foreign cutrency and depesits 1,388 1,656 4,278  -2,975 111 727
Trade credit -8,090 -759 -64 Ky.p) 291 4]
Loans 1,800 5,101 10,833 1,983 -1,958 -1,599
Local governments 0 6 358 352 7 -267
Banks 661 1,705 3,840 3407 -1,517 -397
Nonbank financial organizations 0 1,516 -1,516 0 0 0
Nonfinancial enterprises . 1,139 1,874 8,152 4,997 -448 -935.
Arrears 0 0 3 698 337 42
Banks 0 0 3 698 337 43
Nonfinencial enterprises 0 0 0 0 0 0
Other 441 1,220 529 -677 =200 196
Total (ret) 1,652 -17,865  -14,676 -12,675 -14,019 -16,057

Source: Central Bank of Russia.

1/ Data are on an accrual basis and therefore differ from those shown in Table 30.
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Table 37. Russian Federation: External Debt, 1995-2000 1/

(in billions of U.S. doflats)

1995 1996 1997 1998 1999 2000
L SOVEREIGN DEBT

A. Bussian-cra foreign currency deht (post 1/1/1992) 174 277 356 59.2 55.1 712
Medium and long term 559 519 68.0
Multilateral Creditors 11.4 153 18.7 259 223 18.6
IMF (including loans to the Central Bank of Russia) 8.6 12.5 13.2 19.4 153 1.6
‘World Bank 1.5 26 5.3 6.3 6.7 6.8
Other 0.3 0.2 02 0.2 0.2 0.2
Official creditors 6.0 79 7.6 2.7 99 8.6
Eurobonds 00 1.0 45 16.0 15.7 36.4
OGNZ 0.6 0.4 0.0
Minfin bonds {Minfins VI, ViI and VIII) 0.0 35 35 35 s 4.4
Commercial creditors (includes financial instinitions) 0.0 0.0 1.3 02 0.1 0.0
Short term 1/ 33 32 32
B. Soviet-era foreign currency debt (pre 1/1/1992) 106 1054 99.0 i61.7 102.4 715
Medium and long term = 101.7 1024 713
Multilatera] Creditors 0.0 0.0 0.0 0.0 0.0 0.0
Official creditors 62.6 61.9 56.9 583 57.1 58.5
Paris Club 41.6 423 37.6 386 373 338
COMECON (including clearing accounts) 16.6 15.4 14.9 148 14.8 143
Other, including non-Paris Club bilateral 4.4 4.2 4.4 4.7 5.0 54
of which: arrears 4.0 48 5.3
Commercial creditors 383 378 339 353 36.9 5.3
Financial institutions 33.0 325 297 313 32.2 1.0
of which: arrears . 21 11 1.0
Qther 5.3 53 4.2 4.1 4.7 48
of which: arrears - 4.1 4.6 4.8
Eurabonds 1.1 0.1 .1 0.0 0.0 6.0
Credits contracted by entities other than VEB 1.0 10 0.5 0.5 08 0.8
Minfin bonds (Minfins I, IY and V) 7.6 76 76 16 7.6 6.4
of which. arrears 0.0 0.0 0.0 0.0 1.3 0.1
Short term 0.0 0.0 0.0
C. =A+ 128.0 136.1 134.6 160.9 157.5 142.7
{In percent of GDP) irs 36 314 50.1 81.0 568
D. Teial sovereign debt to ponresidents =C-E-F + G) . 155.6 473 129.1
(In percent of GDP) 49.2 80.3 513
E. Residents’ Minfin bonds 73 8.7 88
F. Residents' eurobonds 3/ 37 5.0 64
G. Nonresidents' GKOs/OFZs (ruble denominated) " 58 3.6 1.6

I1. NONSOVEREIGN DEBT
Local govemments 1.1 24 20 12
Medium and long tesm . I.1 22 1.9 1.2
of which: Nonresident’s Eurabonds 0.0 0.0 0.9 14 11 0.6
Short term 0.2 0.1 0.0
of which: arrears 0.2 0.1 0.0
Banks 3/ 52 9.2 16.2 10.1 8.2 9.3
Medium and long term - 28 2.7 13
Short term e an 7.3 5.5 1.5
Nonbank corporations {inchuding arrears) - 13.6 19.6 211 21.7
H Total 3.9 31 a3 322
{In percent of GDP) 7.8 10.0 16.3 12.8
IIi. TOTAL EXTERNAL DEBT (to nonresidents) (= D + H} - 187.8 178.6 1613
(In percent of GDP) 585 93.0 §4.1

Source: Russian authorities. _
1/ Government securities are reported at face value.

2/ Includes balances of clearing accounts and indchdiness on Corrent account transactions,

3/ Applies to afl Eurobond issues.

4/ Includes Central Bank of Russia except for the reserve assets

and liabikities to the Fund.



	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

