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Economic Developments

Growth accelerates

GDP growth in Russia accelerated to 7% y-0-y in 3Q05,
bringing the on-year growth figure for the first three quarters
to 6.2 %. This surpassed most projections and encouraged the
Russian authorities to further raise their growth projection for
the full year 2005 to 6.4%, which implies an ex-
pected growth rate of over 7 % for 4Q05.

The renewed acceleration of growth is not necessarily
surprising. If anything, the deceleration of growth in 1H05
against a background of skyrocketing world market prices for
Russia’'s main export products over the past two years may
have been the surprise. The price for crude oil and mgjor oil
products has doubled since the beginning of 2004, the price
for natural gas has risen around 50 % and many of the rele-
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Growth increasingly driven by domestic demand

Although the government has tightened taxation of the oil
sector (especialy oil exports) and placed part of the tax reve-
nue into the state stabilisation fund to prevent all of the ex-
port income from feeding into the economy, export earnings
have still been sufficient to support rapid growth in wages,
public spending and bank lending. Thus, growth of domestic
demand exceeded 9 % for the first three quarters, accelerating
to over 11 % y-0-y in 3Q05.

Private consumption growth, akey demand driver,
reached arecord pace of 13 % in 2Q05, and virtually retained
that pace in 3Q05 (see chart). Moreover, growth in fixed
capital formation (investment) picked up to over 10% in
3Q05. Nevertheless, the GDP data suggest that an increase in
inventories accounted for most of the growth spurt. Such
inventory variations are rather common in Russian GDP data
and are prone to soften assessments about the durability of
any quarterly acceleration. Exports, another demand compo-
nent, provide amuch clearer picture. Russian exports of
crude oil have started to decline (falling 1.5% in the first
three quarters), and growth of the overall volume of exports
of goods and services has dropped considerably from the
2002-04 pace.

Public consumption
Source: Rosstat

Imports over domestic supply growth, continually

For GDP supply components, import volume growth acceler-
ated back to over 20 % y-0-y in 3Q05. Rapid import growth
restrained the increase of domestic supply at around 6 % in
the first three quarters (although a pick-up to almost 7 % took
placein 3Q05).

Rapidly rising imports also partly explain why the trade
sector has been the leading domestic supply component for
years. The sector makes aremarkable contribution to GDP
growth as it expands fast (about 11 % in the first three quar-
ters of 2005) and constitutes alarge share of GDP (officially
close to a quarter, athough the figure, even today, may be
exaggerated by transfer pricing). The other relatively impor-
tant sectors showing faster growth in 3Q05 were construction
and real estate. Manufacturing also improved its performance
after an anaemic showing in 1HO5. Transports, which also
generate asubstantial share of GDP, performed more mod-
estly in 2005 than in previous years.

Macroeconomic indicators

1997 1998 1999 2000 2001 2002 2003 2004 2005, asof
GDP, % 14 -53 6.4 10.0 51 4.7 7.3 7.2 6.2 1-9/05
Industrial production, % 1 2.0 -5.2 11.0 11.9 2.9 31 8.9 7.3 4.0 1-11/05
Fixed investments, % -5.0 -12.0 53 17.4 10.0 2.6 12.5 10.9 10.2 1-11/05
Unemployment, % (end of period) 9.0 13.2 124 9.9 8.7 9.0 8.7 7.6 7.8 11/05
Exports of goods, US$ hillion 86.9 74.4 75.6 105.0 101.9 107.3 1359 1835 220.1 1-11/05
Imports of goods, US$ billion 72.0 58.0 395 44.9 53.8 61.0 761 96.3 1111 1-11/05
Current account, US$ billion -0.1 0.2 24.6 46.8 339 29.1 354 58.6 62.9 1-9/05

1 New methodology from Jan. 1, 2005; figures for 2001-2004 revised and not comparable with previous years.
Sources. Rosstat, CBR.
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Structural shifts in 2006 federal budget

The structure of the 2006 federal budget signed into law by
president Putin at the end of 2005 resembles the revised
2005 budget after the two supplementary budgets in summer
and fall. Nevertheless, there are several differences in reve-
nue and expenditure levels and areas of emphasis.

Revenues set to fall

Like the revised 2005 budget, foreign trade duties and VAT
each account for athird of revenue, while natural resource
fees are expected to bring in about 15 % of total federa
budget revenues. However, total revenues as a share of GDP
are expected to fall by three percentage points if the antici-
pated fall in tax revenues, especially of those related to natu-
ral resources, comes about. This reflects the assumption that
the average price of Urals-grade crude falls from about $50
abarrel in 2005 to $40 in 2006. Federal budget revenues last
year were also boosted by several major one-time revenue
events, including the redemption of tax arrears from Y ukos
and Sibneft and the auction of Yukos' core production unit,
Y uganskneftegaz.

Pension spending up, priority sectors get extra funding
Despite the expected fall in revenues, expenditures as a
share of GDP are to increase compared to 2005. Non-
interest expenditures will rise in rea terms by some 15 %.
However, the inflationary impact of higher budget expendi-
tures has raised some discussion. After the passage of the
2006 budget, finance minister Kudrin proposed (albeit with
no response so far) limiting the rise of non-interest expendi-
turesin the future to the level of real GDP growth.

After the top rate of the unified socia tax was slashed at
the start of 2005, UST revenues fell by half. This forced the
government to increase the financing of pension outlays
directly from the federal budget. In the 2006 budget, trans-
fers to pension fund (PF) make up over 20 % of al federal
budget expenditures. Moreover, their relative share is ex-
pected to rise further in coming years. Transfers to the PF
and other much smaller social funds are included in the
Russian budget classification as transfersto regions.

Actua transfers to regions amount to some 15 % of total
budget expenditures and 2.3 % of GDP. In relation to GDP
and in real terms, they are smaller than in the revised 2005
budget and almost exclusively in the form of federal pro-
grams or subsidies.

Financial aid to regions includes part of the additional
funding for the national priority sectors, i.e. hedth care,
housing, education and agriculture. In the expenditure break-
down, direct federal expenditures earmarked for the priority
sectors are somewhat larger than last year both as a share of
GDP and total spending. Taking into account the resources

resources distributed via regional transfers, total financing of
the four priority sectors in 2006 equals roughly 2 % of GDP.

Transfers to regions also include resources for salary
hikes of employees in the budget sector. From the start of
2006, military salaries were increased by 15 %. The overall
federal budget sector salaries will aso be boosted 15 % in
May and another 11 % in October. Regiona authorities may
introduce salary hikes for regional budget employees.

Traditional sectors of focus in the federal budget, i.e.
defence and national security, make up some 15 % of total
expenditures. They will receive resources worth some 5 % of
GDP, which means no essential change from 2005. In rea
terms, however, their resources will increase. More money
will go to general administration.

The financing of infrastructure projects is set to increase
from the estimated 2005 level of about 1.8 % of GDP to
over 2 % of GDP in 2006.

I sthe 2006 budget already outdated?

At the end of December, just a few days before the 2006
budget went into force, finance minister Kudrin stated his
assessment that the actual budget revenues in 2006 will end
up higher (almost 7 %) than anticipated in the budget. Based
on his estimates, the surplus (barring changes in spending)
would exceed 4 % of GDP. Considering the large discrepan-
cies between the approved and realised federal budgets in
recent years and the likely scenario that the average Urals oil
price will remain well above the $40-a-barrel assumption,
asurplus of such magnitude is not unlikely.

Main categories of approved federal budgets for 2005* and 2006

2006, % of  2005*, % 2006 2005*
GDP of GDP % %
Total revenues 20.7 237 100 100
Total, excl. social tax 195 22.4 94.0 94.7
VAT 6.7 7.1 324 30.1
Profit tax 14 16 6.8 6.6
Excise taxes 0.4 0.4 18 18
Natural resource fees 31 4.0 14.9 16.7
Export and import duties 6.8 7.8 33.0 33.0
Total expenditures 17.5 16.9 100 100
Total, excl. social tax 16.3 15.6 92.9 92,5
Total, excl. social tax and
interest payments on debt =2 =8 e gel
General administration** 1.8 14 10.3 8.3
Defence 27 28 15.6 16.3
Security 2.2 22 12.7 12.9
Production, transport, etc. 14 13 7.9 74
Housing 0.2 0.1 0.9 0.3
Education 0.8 0.8 4.7 45
Health care 0.6 0.4 35 2.7
Social policy 0.8 0.9 4.8 5%
Transfersto regions 23 2.6 13.1 15.7
Transfers to pension fund 3.6 31 20.5 18.7
Surplus 32 6.9

* |ncludes supplementary budgets approved in summer and autumn 2005.
*I* D_?_es not include interest payments as in the Russian budget expenditure
classification.

Fiscal indicators for federal government (% of GDP, unless otherwise indicated; end-period figures for debt)

1997 1998 1999 2000 2001 2002 2003 2004 2005, Asof 2006 budget
Revenues* 133 114 126 154 17.8 203 195 204 240 1-10/05 20.7
Expenditures * 209 174 168 14.6 14.8 190 178 161 158 1-10/05 175
Balance 7.7 -60 42 0.8 3.0 14 17 44 8.3 1-10/05 3.2
Foreign currency debt 302 501 877 55.3 444 362 257 196 125 905
Foreign currency debt, $ bn 1346 1582 1546 1434 1331 1235 1197 1144 868 9/05

1 9nce 2002 the unified social tax isincluded in the federal budget.

Source: Budget: IMF 1997—2000, Rosstat 2001-2005. Debt: IMF 1996-1999, Minfin 2000—2005.
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Markets

Macro and regulatory aspects of consumer price inflation
Consumer prices rose 10.9% y-o-y a the end of 2005.
There has been little change in consumer price inflation
since end-2003 (12 %). Both monetary and regulatory
measures had their impact.

Inflation has been supported by the macroeconomic re-
gime, whereby external currency inflows (basically from
large current account surpluses) exert upward pressure on
the rouble’'s exchange rate while the CBR has pursued
apolicy of limiting nominal appreciation of the rouble. The
CBR has purchased large amounts of foreign exchange to
check appreciation, even as it lacks sufficient monetary pol-
icy instruments to absorb the resulting domestic liquidity
and could face high interest rate costs if it went for absorp-
tion on a wider scale. Instead, Russia has relied on fiscal
policy to absorb liquidity: the state continues to deposit part
of its earnings in the stabilisation fund and place that money
as well as other surpluses at the CBR. These federal gov-
ernment deposits account for 25-30 % of the entire domes-
tic money mass (includes rouble and foreign exchange de-
posits and cash in circulation). By comparison, the stock of
central bank bonds on issue (the main market instrument for
absorbing liquidity) amounts to little over 1 % of the money
mass. Mandatory reserves of banks stand at around 2 %.
Both figures are less than what banks keep in their CBR
correspondent accounts.

Despite fiscal efforts to absorb liquidity, domestic
money growth picked up to amost 40 % y-0-y in 2005 (ex-
cluding hard-to-trace foreign cash holdings). The trend was
supported by a strong surge in bank deposits and lending, as
well as fiscal easing during the year. Wages have increased
rapidly.

Regulatory policies have aso influenced the prices of
important consumer items. Prices for food, which accounts
for about half of the consumer price basket, rose almost as
fast last year as in previous years (see chart). Some of the
increase reflects restrictions imposed on meat imports; in-
stead of creating the hoped-for increase in the domestic
supply, the import quotas induced a major upward price spi-
ral from 2004 to mid-2005. The rise of meat prices only
moderated after import restrictions were relaxed. The ef-
fects of the earlier spike in agricultural producer prices have
by now aso worked their way through the economy. Price
growth for non-food goods declined, partly as aresult of the
rouble’s strength. Gasoline rose steeply until the autumn,
when domestic oil companies and the federal authorities
agreed on aprice freeze until the end of year. Prices for ser-
vices rose strongly last year as regulated prices were hiked
to better reflect their actual market value. Price hikes were
especialy sharp in the housing sector (rents and housing-
related services were up 33 %). In some regions, occupants
now pay the full unsubsidised cost of housing.

Anti-inflationary measures readied

In response to president Putin’s call last autumn for anti-
inflationary action, including systemic measures, the gov-
ernment has prepared a package. In addition to underlining
the need to maintain macroeconomic stability, the plan pro-
posed greater support for domestic food production and
regulation of certain prices. The government has aready
limited price hikes in the housing sector this year to 15—
20 %. It aims to set forth rules on the pricing of housing
services and regulatory oversight for the sector by mid-
2006. The plan also foresees lower taxation on oil and easier
imports of meats.

Consumer prices, y-0-y change, %
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Producer price pressures abate but still not low

The rise in industrial producer prices slowed overall last
year (see chart), although they were still up over 15 % y-o0-y
due to higher domestic price for crude oil (up about 60 %
y-0-y) and major fuel oils. The rise in agricultural producer
prices abated significantly. Cargo transport prices increased
amost 20 % as energy pipeline tariffs were boosted over
20 % and rail tariffs about 13 %.

Producer prices, y-0-y change, %
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Monetary indicators

1997 1998 1999
Inflation (CPI), 12-month, % (end of period) ~ 11.0 84.4 36.5
M2, 12-month growth, % (end of period) 29.0 21.3 57.5
Average wage, $ (period average, except last) 164 108 62
Deposit interest rate, % (period average) 16.8 17.1 13.7
Lending interest rate, % (period average) 320 41.8 39.7
Forex reserves, $ bn (incl. gold) 17.8 12.2 125
RUB/USD exchange rate (end of period) 5060 20.65 27.00
RUB/EUR exchange rate (end of period) 27.23

Sources. Rosstat, CBR.

2000 2001 2002 2003 2004 2005, asof
20.2 18.6 151 12.0 117 10.9
61.5 39.7 324 50.5 35.8 38.0 11/05
79 111 142 180 237 314  11/05
6.5 4.9 5.0 4.5 3.8 3.7 10/05
244 179 15.7 13.0 114 10.6  10/05
279 36.6 47.8 769 1245 1822
2816 3014 31.78 2945 27775 28.78
2614 2649 3311 3682 3781 3419
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Delicate nominal rouble rate
by Vesa Korhonen*

For the past couple years, the Central Bank of Russia has
quite determinedly leant on upward pressures on the nominal
exchange rate of the rouble. CBR interventions on the do-
mestic foreign exchange market resulted in net purchases of
foreign exchange corresponding to 8-9 % of annual GDP
during 2003-05. The central bank’'s foreign currency re-
serves now equal over 70 % of the total domestic rouble
money supply (M2) and the roubles issued to purchase for-
eign currency have helped inflation. Thus, Russia may con-
tinuoudly find itself considering allowing greater exchange
rate flexibility to the benefit of price stability.

Russia's approach to such a shift has so far been cau-
tious, and at most, showed slow movement towards flexibil-
ity which in 2005 meant the rouble appreciated about 4 % in
nominal terms against its trade-weighted currency basket. At
the background, various considerations have been aired.

Domestic production worries

A major concern long voiced in Russia claims there is arisk
that nominal appreciation of the rouble might hamper growth
of domestic production especially by encouraging import
growth. This argument has possibly gained attention in re-
cent years as rapid economic growth has been made an ex-
plicit top priority of the national leadership. In acontext of
economics and politics, the rouble can easily be ameeting
point for tensions between differing views.

Opponents of rouble flexibility tend to perceive change
as unsafe. They possibly fear that the pressing effects of
an appreciating rouble on domestic producers would be sure
and immediate, while inflation would only decelerate with
alag and show notable downward stickiness both due to
market behaviour and the need to raise regulated prices.
Proponents, on the other hand, stress that lower and less
volatile inflation would bring fundamental stability to the
whole economy.

An overarching view recognises that Russia, facing con-
tinuous large external surpluses, cannot avoid arising real
exchange rate (RER) even in the relatively short term, be it
through a rising nominal exchange rate or inflation. Those
less worried remind us that Russian industry has been able to
counter the effects of ahigher RER through productivity
gains. Their opponents note that past productivity gains
might not continue as capacity limits are close and the in-
vestments needed are surrounded by uncertainty. Finaly,
there is the position that brisk import growth will continue
anyway since Russian industry lacks sufficient real competi-
tiveness to make considerations of price competitiveness
relevant.

Rouble real exchange rate and labour productivity in industry

160
140 1 Labour productivity in industry 1)

Real exchange rate (IMF)

120

100 H

80

60

1997 98 99 2000 01 02 03 04 19/05

1) volume of value-added per employee

Sources: Rosstat, IMF, BOFIT calculations

Concerns about capital inflows and asset values

A somewhat less-discussed topic in Russia is that expecta-
tions of upward nominal exchange rate flexibility can attract
capital inflows or decrease outflows, while establishment of
the flexibility can as such discourage short-term capital
flows. These considerations should also be relevant at least
to adegree in the Russian context, even if the mgjor capita
flows have so far been caused more by systemic uncertainty,
as reflected in the large grey outflows. In practice, larger
speculative inflows of this type would likely mean parking
most such money in Russian banks as domestic liquidity is
aready abundant and then seeking assetsto invest in.

A nominal appreciation of the rouble would also devalue
foreign currency deposits in Russia (over 5 % of GDP),
foreign cash (something between 4 % and perhaps 10 % of
GDP) and the CBR's foreign currency reserves (almost
afifth of GDP). On the other hand, at least part of the major-
ity holding rouble deposits (17 % of GDP) and rouble cash
(9% of GDP) would perceive their assets revalued. Over
time, potentialy rather quickly, nominal appreciation would
further encourage the shift from foreign currency to roubles.

Prudently ahead

Surrounded by such pros and cons, and given that the cur-
rent election cycle in Russia (the parliamentary and presi-
dential elections are only two years away) keeps makers and
shapers of decisions inclined to avoid radical changes, Rus-
sia would likely only cautiousy move towards nominal
flexibility of the rouble over the next few years. For the long
run, the rouble may look grossly undervalued, a matter that
shall be rectified over time by nominal appreciation or infla-
tion — or both.

* The author is an economist at BOFIT.
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Economic Developments

Rapid growth retained in late 2005, external trade boomed
Rosstat’s GDP data for all of 2005 indicate that Russian GDP
grew 6.4 %. Although the annual growth figure is smaller
than the score of 2004 (and athough quarterly data for 2005
are gtill incomplete), it implies that, after aslowdown in
1HO5 and apickup of growth to around 7 % in 3Q05, the
economy maintained such a higher pace in 4Q05.

Private consumption, which accounted for 47 % of GDP,
continued to expand in 2005 at the 11 % tempo it achieved in
spring 2004. For 4Q05, this was reflected in continued fast
growth in the trade and service sectors. Growth of fixed in-
vestments again exceeded 10 % last year, due to apickup in
2HO05 when congtruction grew at a pace not seen since spring
2004. Although the share of fixed investments in GDP was
il at the same relatively low level of 18 % as in the four
previous years, the investment structure saw diversification
from fuels production to e.g. manufacturing industries. Ex-
port volume growth apparently abated further in 4Q05, pull-
ing overall 2005 growth to below 6 %. Exports dightly in-
creased their weight in GDP to 35 % as energy export prices
rose sharply.

Imports equalled over 21 % of GDP, and continued to
decline in 2005 as import prices rose less than other prices.
The import volume grew 16 % in 2005 (over 22 % in 2004).
Brisk real growth, inflation and astrong rouble lifted the
value of Russian GDP and domestic demand by about 30 %
in euro or dollar terms in 2005, which made the euro or dollar
value of Russia s imports grow by more than one quarter. In
2005, Russia's GDP reached €618 billion or $765 hillion
(€4,300 or $5,350 per capita) at nominal exchange rates.

Russian GDP and external trade, % change of euro and dollar value

euro value dollar value
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Sources: Rosstat, BOFIT
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Russia’s growth projections expect cautious energy growth
Like many major forecasters, Russian authorities have started
to foresee that world energy prices could stay high or decline
only moderately in 2006-08. Such assumptions are contained
in the optimistic variants of their forecasts prepared around
the year-end. However, both where the forecasts project
smaller oil price declines (about 10 % in 2006 and 2007) and
steeper drops (20 % in 2006 and 13 % in 2007), GDP growth
chugs along at 5.6-5.9 % per year in 2006-08. A stable oil
price from 2005 to 2006 would yield 6 % growth this year
and arise of more than 15% in the oil price would give
6.1 % growth. The projections suggest Russia's economy
would become less dependent on the ail price. One external
factor that counteracts the effect of a declining oil priceisthe
rise in the average gas export price (the assumptions in Rus-
sias projections range between 20% and 30 % for 2006)
since aimost all CIS clients have been required to pay more.
Another counteracting factor is the view included in Rus-
sia's projections of late 2005 that production and exports of
oil and gas will develop modestly in 2006-08. The projec-
tions anticipate that Russia s oil production will grow only 2—
3% per year in 2006 and 2007 and exports of crude will
reach 4-5 % growth per year. Gas production is expected to
increase amodest 1-1.5 % per year in the period, while gas
exports are foreseen to decline as supplies to the Ukraine will
fall. Gas deliveries to non-CI S countries are to rise in 2007.
Russias forecasts thus project the economy will become
more diversified as GDP growth will not slow very much
despite much slower growth of oil and gas production (p. 2).

Oil and gas production and exports, % change
20

2001 02 03 04 05 06 07 08

Crude oil production = = = -
Crude oil exports
Gas production - ==
Gas exports

Note: Dotted lines are projections (highest variants).
Source: Rosstat, Ministry of Economy

Macroeconomic indicators

1997 1998 1999
GDP, % 14 -5.3 6.4
Industrial production, % * 2.0 5.2 11.0
Fixed investments, % -5.0 -12.0 5.3
Unemployment, % (end of period) 9.0 13.2 12.4
Exports of goods, US$ hillion 86.9 74.4 75.6
Imports of goods, US$ billion 72.0 58.0 39.5
Current account, US$ hillion -0.1 0.2 24.6

2000 2001 2002 2003 2004 2005, asof
10.0 51 4.7 7.3 7.2 6.4
119 29 31 8.9 7.3 4.0
174 10.0 26 125 10.9 10.5
9.9 8.7 9.0 8.7 7.6 1.7
105.0 101.9 107.3 135.9 1835 2453
44.9 53.8 61.0 761 96.3 1251
46.8 33.9 201 354 58.6 62.9 1-9/05

1 New methodology from Jan. 1, 2005; figures for 2001-2004 revised and not comparable with previous years.

Sources. Rosstat, CBR.
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Russia's economic forecast stresses investments

Russia's economic forecast from late 2005 projects slow
growth for agriculture and extractive industries in 2006-08,
along with little acceleration of growth in manufacturing.
Such domestic market sectors as trade, construction and
telecommunications are predicted to grow rapidly.

The forecast critically notes that amoderate decline in
the world ail price (about 10 % in 2006 and 2007) would
reduce GDP growth to around 5% a year in 2006-08 if
aprogrammatic approach was not applied by channelling
resources to the new national priority sectors of health care,
education, housing and agriculture and by making an overall
increase in public sector investment. With these two ele-
ments, the forecast concludes growth close to 6 % a year
can be sustained. The forecast reinforces that the policy
adopted for 2006 of augmenting public investment from the
federal budget will be continued in 2007-08. In addition to
investments where the state is the sole investor, there would
also be arise in public-private partnership investments. In
such projects, the government’s contribution would come
out of the newly created federal investment fund. Total
public investment is projected to climb from 3 % of GDP in
2005 to about 3.5 % in 2007 and bring the share of total
fixed investment in Russia to about 20 % of GDP.

Monetary policy continuously facing real rouble appreciation
The CBR’s monetary policy programs of recent years have
acknowledged that resisting real appreciation of the rouble
is not an option as long as oil world market prices and Rus-
sias current account surpluses remain high. Ahead of his
nomination to a second term last November, the CBR
Chairman also stressed that central bank measures can only
temporarily affect real appreciation of the rouble. He later
noted that the CBR's estimates suggest real appreciation has
so far not had a noticeable negative effect on the economy’s
growth.

According to the 2006 program, if the world market
price of oil remains at its 2005 level, Russia's current ac-
count surplus will continue to exceed 10 % of GDP. This,
together with the projection about relatively small public
and private net capital outflows, means that the CBR's for-
eign reserves would balloon to over $250 billion by the end
of this year. The growth of reserves also implies a continua-
tion of the CBR’s managed exchange rate policy, whereby it
intervenes in the foreign exchange market to stem the rise of
the rouble’'s nomina exchange rate. The 2006 program,
however, foresees some nominal appreciation is possible if
the oil price matches or exceeds the 2005 level. During the
course of recent years, several large foreign exchange mar-
ket interventions have been conducted (often late in the
year). These moves have helped keep the rouble’'s value
stable against the CBR's trade-weighted currency basket. In

2005, the rouble gained just 3% against that basket (see
chart).

Asin earlier years, the 2006 monetary program contains
an inflation objective worked out by the government and
the CBR. The projected range of 7-8.5 % inflation this year
is independent of the oil price assumptions (the economy
ministry’s forecast prepared in late 2005 foresaw 2006 infla-
tion could be 8-9% even if the world oil price declined
about 109%). In 2004-05, redised inflation exceeded the
annual projection by roughly two percentage points. This
was partly due to the foreign exchange market interventions
that channelled much of the impact from large current ac-
count surpluses to domestic money growth rather than
nominal exchange rate appreciation. The difference between
consumer price inflation in Russia and its trading partners
remained stubbornly at around 7 % in 2003-05.

The roubl€'s stability and the inflation differential natu-
rally combined themselves into appreciation of the rouble's
real exchange rate, for which the CBR's monetary programs
set end-year ceilings. While real appreciation stayed well
below the 6 % and 7 % ceilings of 2003 and 2004, real ap-
preciation exceeded 10 % in 2005, surpassing the year's
8 % ceiling (chart). The CBR projects 4-5 % real apprecia-
tion this year in case the average oil price matches or ex-
ceeds the 2005 level. The ceiling is 9 %.

Another aspect of Russia's exchange rate policy is the
dollar-euro axis. In this regard the policy is guided by
the CBR's currency baskets in which the euro has consider-
able weight — 36 % in the trade-weighted basket and 40 %
(since late 2005, after rising stepwise from 10 % in early
2005) in the dollar-euro basket used for daily exchange rate
management. Sill, the rise of the dollar against the euro
during the course of 2005 made the rouble fal just 3%
against the dollar and rise 9 % against the euro. The rou-
ble's real appreciation was about 4 % against the dollar and
19 % against the euro.

Rouble nominal end real exchange rates, December 2001 = 100
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against CBR basket of trading partners' currencies
against the euro
Source: CBR

Fiscal indicators for federal government (% of GDP, unless otherwise indicated; end-period figures for debt)

1997 1998 1999 2000 2001 2002 2003 2004 2005, asof 2005 budget
Revenues* 133 114 126 154 17.8 203 195 204 238 1-11/05 20.8
Expenditures 209 174 168 14.6 14.8 190 178 161 153 1-1105 175
Balance -7.7  -60 -42 0.8 3.0 14 17 44 84  1-11/05 3.2
Foreign currency debt 302 501 877 55.3 444 362 257 196 125 9/05
Foreign currency debt, $ bn 1346 1582 1546 1434 1331 1235 1197 1144 868 9/05

1 9nce 2002 the unified social tax isincluded in the federal budget.

Sources. Budget: IMF 1997-2000, Rosstat 2001-2004, EEG 2005. Debt: IMF 1996-1999, Minfin 2000—2005.
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Domestic banking speeds up, borrowing from abroad booms
Growth of deposits at banks operating in Russia accelerated
sharply since the middle of 2005. As of end-2005, the stock
of deposits was nearly 40 % higher than at end-2004 in
nominal terms and 25 % larger in real terms. The stability of
the rouble exchange rate, combined with the appreciation
pressure and higher interest rates for rouble deposits than
foreign currency deposits (see below), induced strong
growth in rouble deposits (almost 30 % in real terms) — the
trend since early 2003.

The stock of rouble cash in circulation also grew briskly
(almost 20 % in real terms), increasing the cash stock to
more than 9 % of GDP at end-2005 (compared to 24 % of
GDP for bank deposits). On one hand, this suggests that
there is till considerable scope to build confidence in banks
and develop the domestic payment systems. On the other
hand, the strong rouble may have encouraged Russian
households and companies to shift part of their cash hold-
ings from foreign currency to roubles.

Bank claims on companies and households, bank deposits, and rou-
ble cash, % change in real terms from 12 months previous
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Claims on non-financial companies and households
Total deposits
------- Rouble cash in circulation

Source: CBR

As liquidity abounds in the Russian banking sector,

the Russian economy. At the end of 2005, the stock of do-
mestic bank loans to domestic companies — many of them
private firms and of varying size — was about $139 hillion
(about 18 % of GDP). At the same time, the stock of corpo-
rate sector foreign debt (including relatively massive loans
or bond deals) — held by large, often state-owned, compa-
nies — exceeded $110 hillion. While the stock of domestic
bank loans to domestic companies rose by $27 hillion in
2005, the preliminary balance of payments figures suggest
the foreign debt obligations of the corporate sector ex-
panded some $40 billion.

Margins between deposit and lending rates stay wide

Rouble deposits of households and companies in Russia
have always been rewarded with interest rates well below
inflation (i.e. strongly negative in real terms). Real interest
rates on relatively long maturities (such as time deposits ex-
ceeding six months) have also been slightly negative on av-
erage, including last year.

Reflecting the abundant liquidity, interest rates on cor-
porate rouble deposits generally declined in 2005. House-
hold rouble deposit rates moved in the range of 4-6 %, ini-
tially rising only slightly compared to the pickup in infla-
tion, and then partly following the genera interest rate
downward trend on the interbank market and the upturn late
in the year. Although higher than in 2004, the 3-3.5 % aver-
age interest paid on foreign currency deposits and the up-
ward pressure on the rouble eroded the attraction of deposit-
ing in foreign currencies.

Lending rates remain substantially higher. Even so,
nominal rates on corporate rouble loans stayed negative in
real terms until late 2005, and rates on longer-term loans
ranged around the inflation rate. Household rouble loans
continued to carry hefty rates at al maturities. The lower in-
terest rates for dollar and euro loans, especialy for house-
hold loans, helped foreign currency loans retain their share
both in corporate loans (28 %) and household loans (15 %)
in 2005.

Interest rates on rouble deposits and loans, %

growth of bank lending to companies in the non-financial 45 Consuer price inflation r 45
sector and households also regained speed towards the end 40 Loans to households, all maturities - 40
of 2005, moving ahead 20 % in real terms. A strong boom 55 R e [
of corporate borrowing from abroad also took place in 2005 30 | Deposits of households, all maturities -
as interest rates for domestic bank loans denominated in o5 | P
foreign currencies tended to be higher than the cost of for-
eign financing available to Russia's soundest companies 20 1 20
while upward pressure on the rouble’s exchange rate con- 15 1 15
tinued. The financing needs of Russia's larger companies 10 M 10
are also large compared to the size of Russian banks which 5 5
have not been active in engaging themselves in loan syndi- 0 : : : : : 0
cations. 2000 01 02 03 04 05
A snapshot of the magnitudes of domestic and foreign

corporate borrowing is illustrative of the overall structure of Source: CBR
Monetary indicators

1997 1998 1999 2000 2001 2002 2003 2004 2005 2006, asof
Inflation (CPI), 12-month, % (end of period) 11.0 84.4 36.5 20.2 18.6 15.1 12.0 11.7 10.9 10.6  1/06
M2, 12-month growth, % (end of period) 29.0 21.3 57.5 61.5 39.7 324 50.5 35.8 38.6
Average wage, $ (period average) 164 108 62 79 111 142 180 237 301
Deposit interest rate, % (period average) 168 171 137 6.5 49 5.0 45 38 40
Lending interest rate, % (period average) 32.0 41.8 39.7 24.4 17.9 15.7 13.0 11.4 10.7
Forex reserves, $ bn (incl. gold) 17.8 12.2 125 279 36.6 47.8 769 1245 1684 188.5 1/06
RUB/USD exchange rate (end of period) 5960 20.65 27.00 2816 30.14 31.78 2945 27.75 2878 2812 1/06
RUB/EUR exchange rate (end of period) 2723 2614 2649 3311 3682 3781 3394 34.04 1/06

Sources. Rosstat, CBR.
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A closer look at Russia’s goal of doubling GDP

by Sergey Nikolaenko*

What does the doubling of GDP mean?

In 2003, President Vladimir Putin declared the doubling of
Russian GDP within adecade anational goal. Some aspects
related to that objective require highlight.

First, the goal could be taken as an appeal to Russian soci-
ety to unite efforts to realize acommon goal rather than a fixed
cornerstone of government economic policy. Such aprogram
would make sense only in the context of a command economy,
and as arule, the goal could be reached only at the expense of
certain groups (typically agricultural producers or consumers).
In amarket economy, however, the state can only contribute to
economic growth by creating afavourable environment for
economic agents.

A second aspect is the aim's ambition seen against the start-
ing point. Recalling the severe fall in production of the 1990s
and using 1990 (when Russia’s rea GDP was 30 % higher
than in 2002) as a base year, a doubling of GDP between 2003
and 2012 would only amount to growth of 50 % over 22 years
(1990-2012). That is aslow growth rate by international stan-
dards.

International experience

For recent records, there were some countries that achieved
GDP growth in excess of 100 % during the period 1992—2002.
They were either small, like Ireland, or had a large share of the
economy involved in agriculture, like China. Since 1970, quite
many countries have managed to double their economy within
adecade (e.g. Japan and Brazil in the 1970s, South Korea and
Chinaiin the 1980s and 1990s). However, initially almost all of
them were aso either smaler or much more dependent on
agriculture than Russia.

GDP growth, size of the economy and share of agriculture
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Countries are marked as dots (size of GDP) in coordinates X (share of
agriculturein GDP) and Y (growth of real GDP in 10 years). Thering
in the middle is Russia as it would be in 2012 if it doubled GDP.
White dots are selected non-oil economies that at least doubled their
GDP 100% in ten years before 2002

Sources: World Bank, World development indicators 2003

Most of these countries had economies based on export indus-
tries. As the countries were smaller, they usually found it rela-
tively easier to grow their exports to world markets. As their

economies expanded, it became increasingly difficult to realize
further production gains and the rate of growth slowed (e.g.
Japan and Hong Kong in the 1980s). Countries with large
economies face the challenges of finding enough additional
demand and resources on world markets. For them, even large
absolute increases in output do not necessarily mean rapid
growth.

For countries lacking significant resources for exports, inter-
nal resources constitute amajor driving force of development.
There are examples of steady and rapid growth of industry,
transportation and construction. In most cases, the labour and
financial resources for development came from agriculture
(this partly applies to China and Korea, or Russia in the
1930s). The demand for increased output was provided either
by boosting investment or growing demand for consumer
goods by former agricultural workers.

Obstacles to fast growth in Russia

Russia's main export products are oil and other energy re-
sources. A doubling of real GDP based on exports of energy
resources implies that the volume of energy exports would
have to increase several fold. However, it would take more
than adecade to realize projects involving the exploration,
extraction and transportation of vast amounts of new oil and
gas. Furthermore, a glut of energy on world markets would
undermine current prices, and as prices declined, the profit-
ability of most of the new production would erode. The situa-
tion is similar for many of Russia's other major export goods
(e.0. metals, fertilizers, weapons). Production of other poten-
tial Russian export goods is so minuscule that a doubling of
GDP would require that production of such goods would have
to be ramped up hundreds or thousands of times, while it
would be hard to find sufficient demand on the world market.

In turn, industrialisation as an internal resource for GDP
growth is hardly possible in Russia as agriculture currently
contributes only about 5% of GDP in Russia and could not
release substantial resources to industry.

Even though exports and industrialization were in many
countries used to accelerate economic growth, there is little
hope that these tools are applicable in contemporary Russia.
Thus, Russia faces the added challenge of growing its econ-
omy through other sectors such as commercial services, which
in turn, will have to be supported by adequate tangible and
financial resources as well as demand.

Finally, Russia must face up to the fact that market econo-
mies always experience recoveries and recessions. In many
cases, long periods of fast growth have lead into disproportions
in the economy and have been followed by recession. If Russia
is going to accelerate growth, it would either have to restrict
market forces and direct additional resources to maintaining
"optimal" structures of the economy — which earlier caused
many misallocations — or it has to be ready for occasional
declines in production and household living standards.

* The author isprincipal analyst at the Bureau of Economic Analysis
in Moscow.
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Economic Developments

GDP growth in 2006-08

As part of the Bank of Finland’s forecasting process for the
Finnish economy, BOFIT in late February released its fore-
cast for Russia in 2006-08 (see BOFIT's website). Russian
GDP growth is forecast to approach 6 % this year, 5% in
2007 and 4 % in 2008 (chart).

BOFIT’'s view is that athough growth of Russian ail
production has slowed, world oil prices still have astrong
effect on the economy as oil and oil products make alarge
share of export revenue (44 % in 2005). The forecast assumes
the price of Brent crude will rise to $64 a barrel by mid-2006
and then gradually recede to around $50 by end-2008.

Consumption growth is expected to slow towards end-
2008, but it will still remain high enough to soften the econ-
omy’s slowdown. Both public and private consumption are
supported by pressures to increase budget expenditure. It
would also appear the investment atmosphere is slowly im-
proving and maintaining rapid growth of fixed investments.
Growth of the export volume declined notably in 2005 as the
expansion of oil production slowed and growth of oil exports
halted. The export volume is expected to grow at last year's
calmer pace in 2006-08.

Inflation stubbornly persists and is expected to drive up
the rouble’s real effective exchange rate another 10 % in
2006. A decline in the oil prices would moderate real appre-
ciation towards end-2008. Combined with economic growth,
real appreciation of the rouble will sustain rapid — even if
slightly slowing — growth of the import volume, in the area
around 15 % a year.

Russian GDP growth, % change y-o-y (BOFIT 2006-08 forecast)
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Actual BOFIT forecast

2000 01 02 03 04 2005 06 07 08

Sources. Rosstat, BOFIT

Export prices and import volumes soared in 2005

The value of exports of goods jumped a third in 2005, with
almost 85 % of the increase coming from the rise in energy
export revenues. The share of al energy products in total
goods exports reached arecord 64 %, while the share of met-
als (excluding metal products) dropped to 12 %. Export reve-
nues were boosted by export prices, which were up some
27 % in dollar terms. The gains were topped by soaring
prices for fuel oils (50-60 %), crude oil (47 %) and natural
gas (28 %). In contrast, growth of the export volume of goods
slowed to about 5% (from the 10 % level of earlier years)
since Russia's previous oil export boom went into a decline
(-2 %). Gas exports increased 3% (6% in 2004). On the
other hand, exports of oil products grew rapidly (17 %) after
some years while metal exports as awhole also increased.
Similar to previous years, deliveries of basic chemical and
forestry products continued to grow. Exports of machinery
and transport equipment decreased.

Spending on imports of goods was up amost 30 % as
their import volume continued to grow at well above 20 %,
with import prices rising some 6 % (like in 2004). The value
of non-CIS imports rose by a third, while CIS imports were
up 10 %. Moreover, non-Cl S import volumes expanded about
30 % (as in 2004), while CIS import volumes fell. In turn,
prices for non-Cl S imports were up about 5 % and prices for
ClISimports climbed 15 % (after rising over 20 % in 2004).

Structural developments of imports remain partly unclear
as Russian customs data underestimate imports by about
afifth. Official customs figures show that the value of im-
ports of machinery and transport equipment rose 40 % in
2005 and their share in imports recorded by customs climbed
to 44 %. This category includes passenger cars (8 % of im-
ports), which enjoyed an almost 50 % quantitative increase
(150 % in 2004) and booming imports of home and mobile
electronics. Food and agricultural products retained their
share (growth in meat imports resumed) as did chemical
imports (medicament imports boomed), each category ac-
counting for 17-18 % of the imports that customs data covers.

The economy ministry recently released estimates about
the structure of imports according to the use of goods. The
broad picture is that in both 2004 and 2005 investment goods
accounted for a quarter of imports and consumer goods about
one half. The remaining quarter consisted of intermediate
goods and raw materials.

1997 1998 1999
GDP, % 14 -5.3 6.4
Industrial production, % * 20 52 110
Fixed investments, % -5.0 -12.0 53
Unemployment, % (end of period) 90 132 124
Exports of goods, US$ hillion 869 744 756
Imports of goods, US$ billion 720 580 395
Current account, US$ hillion -0.1 02 246

2000 2001 2002 2003 2004 2005 2006  asof
10.0 51 4.7 7.3 7.2 6.4
119 29 31 8.9 73 4.0 44 106
174 100 2.8 125 117 107 15 1/06
9.9 8.7 9.0 8.7 7.6 7.7 7.7 1/06
105.0 1019 1073 1359 1835 2453 209 1/06
449 538 61.0 76.1 96.3 1251 87 1/06
468 339 29.1 35.4 586 629 1-9/05

! New methodology from Jan. 1, 2005; figures for 2001-2004 revised and not comparable with previous years.

Sources. Rosstat, CBR.
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Customs and natural resource use continue to boost federal
budget...

As long as world market prices for natural resources, espe-
cialy oil, continue to increase, Russia' s federal budget reve-
nues keep growing. In 2005, the average price of Urals-
grade crude oil was up about 50 % from 2004. Federal
budget revenues also rose 50 % y-0-y in nomina terms.
Additional revenues last year from redemption of back tax
claims on the Y ukos and Sibneft oil companies also contrib-
uted some 1 % of GDP to the revenue increase. The very
favourable external situation resulted in ahuge increase in
the federal budget surplus, which jumped by 3 % of GDP.

The increase in revenues from customs duties and natu-
ral resource payments — both of which mainly derive from
0il and gas — has risen sharply since 2000. In 2000, the com-
bined share of these two revenue items amounted to 22 % of
federal budget revenues or 34% of GDP. The
corresponding figures last year were 50 % and nearly 12 %
of GDP. The increase reflects both higher energy prices and
changes in oil taxation. The oil export duty regime was
restructured in August 2004 to charge higher, progressive
duties on ail prices exceeding $25 a barrel. From the start of
2005, the basic mineral tax rate on oil was also increased.

In 2005, profit tax revenues of the federal budget in-
creased after a couple of years of decline which had been
due in part to changes in the distribution of profit tax reve-
nues between federal and regional budgets. High energy
prices have also contributed to higher profit tax proceeds.
VAT revenues continue to grow, while unified social tax
(UST) revenues to the federal budget fell some 40 % after a
cut in the tax rate.

Even with rising revenues, the government has seem-
ingly managed to keep spending down. After a peak in ex-
penditures in 2002 (almost 19 % of GDP), federal spending
has stabilised in the last couple of years at alevel of around
16 % of GDP. However, this total includes the cut in UST
transfers to the Pension Fund in 2005. In fact, non-interest
expenditures excluding UST rose by almost 2% of GDP
last year.

Although last year’s amendments to budget expenditure
classifications make detailed comparisons with 2004 diffi-
cult, general observations are still possible. Transfers to
regional budgets declined both in real terms and in relation
to GDP. Interest payments on debt were also down due to
early payment and other amortizations of foreign debt. The
declines in these two categories imply other federal budget
spending categories saw large gainsin 2005.

Finance minister Kudrin has called for stricter spending
policies. He thinks it would be wise to increase the amount
of stahilisation fund resources by directing there not only
revenues from oil exports, but also those from gas and oil

products. If realised, it could substantially cut expenditures
of federal budget.

... while regional budgets are barely in surplus

Consolidated regional budgets have not been able to benefit
directly from higher energy prices. Their impact is rather
seen indirectly in increasing profit tax revenues. During the
2000s, the share of regional budgets in profit tax revenues
has also increased, reaching 80 % last year.

Despite federal promises to refrain from further cuts in
regional support, transfers have fallen. This seems odd
given the publicised intentions to make federal injections to
prop up salaries of public employees etc. In redlity there
may be alternative channels for transfers that blur compari-
sons. There was also a lively discussion last year of a draft
program for regional policy based on a “growth pole”’ ap-
proach to replace the present equalisation policy. Under the
proposal, seven to nine regions would be designated as
growth poles and given relatively more resources than other
regions. The other regions would eventualy be pulled up by
growth in the lead regions. Last year's diminished transfers
may imply that total transfers to regions will be cut in the
future and divided in a new manner.

Regions in aggregate posted atiny surplusin 2005. They
managed to cut spending in the face of falling regiona reve-
nues, and on average got along with the finances available.
Spending increases in major categories such as housing
indicate that there were further cuts amounting to over 1 %
of GDP in many other smaller expenditure categories.

Realised federal and regional budgets, % of GDP

Feder al budget Consolidated regional budget
2005 2004 2005 2004
Revenues 23.7 20.1 |Revenues 13.8 14.1
Customs duties 7.8 5.1 Profit tax 4.4 39
VAT 6.8 6.3 Income tax 33 34
Natural resource 4.0 2.6 Transfers 20 24
payments
Profit tax 17 12 Property taxes 12 0.9
Unified social tax 1.2 2.6
(UsT)
Expenditures 16.2 158 |Expenditures  13.6 140
Non-interest expendi- 14.0 12.1 Social 4.2 38
tures (excl. UST) spheres*
Of which transfers 20 24 Education 29 2.8
to regional budgets
USsT 12 2.6 Housing 21 17
Interest payments on 1.0 12
debt
Balance 74 4.4 Balance 0.3 0.2

* mainly healthcare and socid policy, not including education.

Source: Rosstat

Fiscal indicators for federal government (% of GDP, unless otherwise indicated; end-period figures for debt and stabilisation fund)

1998 1999 2000 2001

Revenues* 114 126 154 178
Expenditures * 174 168 146 148
Balance -6.0 -42 0.8 3.0
Foreign currency debt 50.1 877 55.3 4.4

Foreign currency debt, $bn 158.2 154.6 1434 1331
Stabilisation fund, $ bn

2002 2003 2004 2005 2006, as of 2006 budget
203 195 201 237 262 1/06 20.7
190 178 158 162 147 1/06 175
14 17 44 74 114 1/06 3.2
362 257 196 125 9/05
1235 1197 1144 868 9/05

189 43.0 556 02/06

1 Since 2002 part of the unified social tax isincluded in the federal budget.
Sources. Budget: IMF 1997-2000, Rosstat 20012005, Minfin 2006. Debt: IMF 1996-1999, Minfin 2000-2005.
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Food prices spike in early 2006

The Russian authorities' projected rise in consumer prices
of 7-9% this year appears threatened as prices climbed
over 4% during January-February. Consumer prices have
also risen rapidly in the early months of the previous years,
as hikes in regulated prices for services, especialy in the
housing sector, typically come at the start of the year.

This year, it was food prices that rose 5% in the first
two months, which was faster than in any year since 2001.
The price of the minimum food basket was up 10 %, includ-
ing hikes of 40-60 % for such basic staples as potatoes and
cabbage that constitute a core element of the food basket for
low-income households.

The government considers further inflation-fighting
measures. Besides pointing out that the surge in prices is
due to a range of factors that, in addition to seasonal varia-
tion, include higher budget expenditure, growing money
supply, world market price increases on certain food items,
Russids import controls, temporary hoarding and higher
farm costs, the authorities stress there are deficienciesin lo-
cal food market structures that need to be addressed.

Consumer prices, % change from the previous month
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Bank balance sheets expand at record rate in 2005

Total assets on the balance sheets of domestic and foreign-
owned banks in Russia soared 37 % from end-2004 to end-
2005 in nominal rouble terms and almost aquarter in real
terms. In the recent years, only 2000 and 2003 matched that

tively). Banks relied proportionately less last year on the is-
suing of debt securities (8% of liabilities) as afunding
source, although they issued more IOUs (veksel) than in
2004. This was done mostly by banks outside the top
twenty. Bank liabilities to non-resident banks increased
50 % (to over 8% of total liabilities). Growth of capital
lagged slightly behind balance sheet growth, even after ac-
counting for capitalisation of profits. Despite a dlight de-
cline in the capital adequacy ratio, it remained a hefty 16 %
on average.

Banks channelled their assets strongly to lending and
thus increasingly performed animportant basic banking
function — financial intermediation. Growth of loans to non-
financial companies slowed to 30 % (from 40 % ayear in
2003-04), decreasing their share of total assets to 42 %.
Still, the rapid pace could entail risks as the banks' resources
for credit risk assessment become stretched in
an environment where corporate governance needs im-
provement and a grass-roots reform of corporate bookkeep-
ing is under preparation. Loans to households doubled for
the third year in arow, raising their share of total assets to
12 %. The level of household indebtednessis still low, while
2005 also saw arise in reported arrears on household loans
(to 2% of the household loans). The banks' assets in non-
resident banks rose over 50 % (about 5 % of their assets)

Banks also made changes in their investment portfolios.
While further scaling down investments in corporate |OUs
(veksel), they doubled their investments in other debt securi-
ties of non-financial firms (such as corporate bonds), sharp-
ening the rise of previous years. Their equity share portfo-
lios also doubled. Apparently due to awareness of corporate
risks, alarge part of the equity purchases included sell-back
facilities. Most of the rest were acquisitions of controlling
equity stakes and investments in quoted domestic shares.
While these exposures together represent only 5-6 % of the
banks' total assets, they indicate that banks are using their
abundant liquidity to develop new business segments and
limiting their old practices of keeping plenty of fundsin cor-
respondent accounts or depositing them with the CBR.

Bank deposits and loans, end-year stocks in % of GDP
20 ~

pace. Combined with a stable rouble, the rapid development
implies that Russia's banking has expanded in international 16 1
comparison. True, the banking sector is not yet large, with 12
total assets of €285 billion or $340 hillion (45 % of GDP).
That size, while far larger in absolute terms than for any of 81
the new EU member states of Central and Eastern Europe, R ——=======—===—====—-— =T ___-
surpasses the banking sector size in only two of the smallest 0
old EU member countries. 2001 02 03 04 05
In the banks' liabilities, growth of household deposits Corporate loans Household deposits

accelerated to 40 %, while growth of corporate deposits Corporate deposits Household loans
eased to 35 %. Both funding items retained their share of
the total liabilities as of end-2005 (28 % and 26 %, respec- Source: CBR
Monetary indicators

1997 1998 1999 2000 2001 2002 2003 2004 2005 2006, asof
Inflation (CPI), 12-month, % (end of period) ~ 11.0 84.4 36.5 20.2 18.6 15.1 12.0 11.7 10.9 11.2  2/06
M2, 12-month growth, % (end of period) 29.0 21.3 575 61.5 39.7 324 50.5 35.8 38.6 394 1/06
Average wage, $ (period average) 164 108 62 79 111 142 180 237 301 329 1/06
Deposit interest rate, % (period average) 16.8 171 13.7 6.5 4.9 5.0 45 3.8 4.0 4.2 1/06
Lending interest rate, % (period average) 32.0 41.8 39.7 24.4 17.9 15.7 13.0 11.4 10.7 10.2  1/06
Forex reserves, $ bn (incl. gold) 17.8 12.2 125 279 36.6 47.8 769 1245 1684 201.7 10.3.06
RUB/USD exchange rate (end of period) 5960 20.65 27.00 2816 30.14 3178 2945 27.75 2878 2812 2/06
RUB/EUR exchange rate (end of period) 2723 2614 2649 3311 3682 3781 3394 3333 2/06

Sources. Rosstat, CBR.
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Russian banks facing lending constraints and higher systemic risk

by Natalia Orlova*

With strong growth of retail lending and emerging demand for
investment, Russian banks are becoming an important driver for
growth. However, their environment is not capable of address-
ing issues restraining long-term lending. Fast growth of the
banks largely depends on the cabinet, and not just the CBR, of
being aware of swift and necessary changesto legislation.

Loan markets expanding strongly

Banks are finally seeing strong demand from both households
and the corporate sector. Retail lending, virtually non-existent
just afew years ago, is expanding by nearly $20bn ayear and
now equals 5% of GDP. Retail loans today finance 40 % of
consumption growth while ayear ago they contributed only
22 %. Corporate lending is becoming more diversified. For
example, the oil and gas sector's share of Sberbank’s loan port-
folio fell from 26 % in 2000 to 8 % in 2005, implying that small
and mid-sized firms are gaining access to loans.

In the coming years, demand for loans will continue to in-
crease. High inflation (about 10 %) is pushing households to
spend and reduce savings, and retail loans will see high de-
mand. Russian companies looking to expand are increasingly
using bank loans to finance their working capital. The govern-
ment’s desire to prevent electricity, transport and housing tar-
iffs from rising too quickly ahead of the 2007-08 elections will
likely boost demand for loans. VAT calculation on adelivery
basis from 2006 will aso deprive companies of some $2bn,
which has to be replaced by bank loans.

A shift in demand for loans is also apparent in maturities.
Only 14 % of corporate bank loans are currently longer than
three years, implying that banks are not used to finance long-
term investments. However, this is the area that will provide
strongest growth to banks, which thus need to find long-term
resources.

Capitalization and liquidity problems need to be addressed
Strong demand growth is away to increase banking and profit-
ability, but there are many unresolved weaknesses in the bank-
ing environment. First, to expand lending banks need to in-
crease capital. Capitalizing profit is not enough to finance lend-
ing penetration, hence additional capital injections are needed.
In 2005, the largest banks issued $2.6bn in subordinated loans
to improve their capital adequacy ratios, which had suffered
from retail penetration. However, we expect that banks will
have to increase their capital by $18bn by 2008. Otherwise, the
capital adequacy ratio could fall below 10 % in 20009.

In other transition and emerging market countries, the capi-
tal problem was solved through the entry of foreign banks or
with local resources. Foreign banks control around 10 % of
Russian banking assets, and a humber of strategic players are
waiting for the Russian market to mature. Therefore, Russian
banks increasingly see IPOs as achance to raise funds. How-

ever, changes in banking regulation to open the equity market to
foreign investors are needed to ensure successful placements.

Even if the capitalization problem can be resolved via the
equity market, fast growth in lending still makes banks vulner-
able to longer-term risks. A problem is the lack of an inter-bank
market, which prevents banks from ensuring liquidity manage-
ment. Although the CBR expanded its range of refinancing
instruments in 2005, the refinancing system as awhole is not
accessible to most private banks as they are not involved in the
low-yield state bond market and their lending to the largest
companies is very limited. Instead, the refinancing system
makes liquidity available to state banks that do not need it.

With the Stabilization Fund now at some 7 % of GDP, the
CBR is gradually losing its ability to control the money supply.
Fiscal policy, sterilizing $30bn a year, has a much larger impact
on monetary parameters than the CBR, which at most can ster-
ilize $6-7bn a year. The banking system is thus becoming very
dependent on the stance of fiscal policy, and the Fund's growth
pace is the key variable in forecasting banking market liquidity.
The current monetary system is unable to address the risk of
asudden deterioration of the economy's external balance. In
case commodity prices fell sharply, the banks would bear the
full risk of adjustment of the monetary system as the CBR lacks
sufficient instruments to inject money into the banking system
while fiscal policy is unable to react fast enough.

Dominance of state banks is a long-term issue

Fast demand growth and increasing competition are pushing
banks to new segments with longer maturities. However, thisis
not backed by longer maturity of their liabilities or improve-
ment in the financial market infrastructure. The deposit insur-
ance scheme, for example, has yet to have a significant impact
on improving maturity. Sberbank still has some 55 % of depos-
its, mainly longer-term, and gets 70 % of its retail liabilities
from so-called pension accounts.

Increasing risks on bank balance sheets is likely to favor state
banks, which benefit during periods of instability. For example,
the mini-banking crisis of summer 2004 induced alarge flow of
retail and corporate clients to state banks. The three largest state
banks — Sberbank, Vneshtorgbank and Gazprombank — control
36 % of total banking sector assets, 45 % of retail loans and 33 %
of corporate loans. The poorly developed state of CBR monetary
instruments, due to unwillingness to take risks, is discouraging
the privatization of state banks and represents an obstacle for
deeper leverage of economic growth.

Lack of long-term funding in the Russian banking sector
2002 2003 2004 2005 2006"

Long-term corporate loans’, % of assets 3 3 4 5 6
Long-term deposits, % of assets 1 1 1 2 3
Long-term corporate |oans, % of loans 7 8 10 11 14

i) Long-term loans/deposits are those with maturity of above 3 years.
ii) Figuresfor 1 December 2005

Source: CBR

* The author is Chief Economist of Alfa Bank.
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Economic Developments

GDP projections slightly rise, Putin reiterates growth goal
Maor projections this spring converge around 6 % GDP
growth for 2006, including those from the economy ministry,
the IMF, as well as consensus forecasts compiled in Russia
and the west. In 2007, GDP growth is expected to slow to
only dlightly below 6 %. The economy ministry is expecting
dlightly over 6 % growth in 2007-08.

The potential impact of world commodity prices on the
economy remains high. Over the past recent years, the share
of earnings from commodity exports in GDP has increased.
Presently, export earnings from crude oail, oil products and
gas equal about afifth of GDP (metals and precious stones
add another 5 %). The projections suggest the actual impact
of the oil price may be weaker than earlier. The IMF, for
example, raised its GDP growth projection for 2006 from last
autumn with virtually no revision of the oil price assumption
(+15% in 2006), while anew high-end oil price variant
(+7 % in 2006) in the economy ministry’s forecast barely
changed the GDP projection from the one made in late 2005.

The brisk rise in the real exchange rate (RER) is appar-
ently expected to continue as inflation would drop only
slowly in the range around 9-10% in 200607 (IMF and
consensus forecasts) while the rouble’s nominal exchange
rate can be assumed to rise or stay stable with high oil prices
and the resulting large externa surplus. The economy minis-
try projects inflation will fall to 8-9 % in 2006 and 6-7.5 %
in 2007, while the finance ministry currently expects the RER
to rise 9% in 2006. The CBR and finance ministry recently
noted the RER could exert dampening effects on growth and
domestic production.

As rapid GDP growth is projected to continue somewhat
more independently of the oil price than earlier and with
abriskly rising RER, the forecasts basically build on fast
growth of consumption. The oil price effect may also have

BOFIT Russia Review
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Changes in investment structures

Fixed investment in Russia increased over 10 % each year in
2003-05. Behind the headline figure, Rosstat estimates that
the share of small firms and the informa economy in total
investment has increased considerably, reaching amost
aquarter in 2005 (see chart). This implies their volume of
investment has grown much faster than the total — a positive
development as avibrant small-business sector is important
for growth. For 2005, Rosstat noted that other investment, i.e.
by large domestic and foreign companies, as well as the pub-
lic sector, increased 8 % in volume terms. Within that figure,
the public sector regained share to some 22 % of the total,
thanks largely to investment at the federal and regional lev-
els. Foreign firms (on their own or with Russian partners)
also raised their share. This, on the other hand, suggests less
rapid growth of domegtic private investment outside the
small-business sector. This trend is less promising as larger
companies will be very essential in boosting Russia to higher
levels of economic development.

In the structure of investments by larger companies and
the public sector in 2005, the volume of investments fell in
fuel production — with notably little growth in oil extraction
investment after the large pull-back in 2004 — and electricity
supply, athough the share of energy production and supply
was still almost afifth. Manufacturing investments were up
over 10 % (with an 18 % share) even if alarge chunk of the
increase came from firms in metallurgy. Transportation in-
vestments were up sharply (over afifth of investment).
Among the four national priority projects, health care and
education also saw sharp investment growth (although their
relative shares are small).

Investments by different ownership sectors, % shares

100 re-ei e e,
become weaker partly because the state has in recent years i i ¢ =% Smalfims and informal economy
increased oil taxes, saved its surpluses with the central bank, 801 o Foreign
and prevented oil income from flowing even more rapidly 60 | & Domestic & foreign
into the corporate sector, households and banks. ' '
In his 2006 state-of-the-nation speech, president Putin 40 = Private domestic
reiterated the mission of doubling GDP within adecade, 20 | @ Public & private domestic
noting the task would require GDP growth above 7 %. In m Public sector
apro-market comment, Putin stressed that meeting the goal 0
was not possible without sufficient economic freedom, alevel 2003 04 05
playing field for competition and stronger property rights. Source: Rosstat
Macroeconomic indicators
1997 1998 1999 2000 2001 2002 2003 2004 2005 2006 as of
GDP, % 14 -53 6.4 10.0 51 4.7 7.3 7.2 6.4
Industrial production, % 1 2.0 -5.2 11.0 11.9 2.9 31 8.9 7.3 4.0 3.0 QL06
Fixed investments, % -50 -120 53 174 10.0 2.8 125 11.7 10.7 51 QL/06
Unemployment, % (end of period) 9.0 13.2 124 9.9 8.7 9.0 8.7 7.6 7.7 7.6 3/06
Exports of goods, US$ hillion 86.9 74.4 75.6 105.0 1019 107.3 1359 1835 2453 67.4 QL/06
I mports of goods, US$ hillion 720 580 395 449 538 61.0 76.1 96.3 125.1 31.2 Q1/06
Current account, US$ billion -0.1 0.2 24.6 46.8 339 29.1 354 58.6 842

! New methodology from Jan. 1, 2005; figures for 2001-2004 are revised and not comparable with previous years.

Sources. Rosstat, CBR.
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Putin worried about negative demographic trends

President Putin’s 2006 state-of-the-nation speech was de-
voted mainly to three themes — defence, demographics and
investment. Although the president has raised demographic
issues many times before, it was the first time he got down
to concrete proposals on ways to halt population decline. Of
the three components affecting the population numbers —
migration, death rate and birth rate — he stressed the last.

Putin called for greater financial resources for families
and urged Duma deputies to take this into account in their
work on the 2007 budget. He suggested increasing childcare
benefits for small children, introducing state compensation
for ashare of pre-school childcare expenses and establish-
ing arealistic minimum threshold for maternity benefits.
Putin highlighted the situation of orphans and children with
parents unable to take care of them. He proposed raising the
material support to families adopting such children. He also
suggested providing “maternity capital” of at least 250,000
roubles ($9,200) for mothers giving birth to a second child.
The amount, about two-and-a-half times the average annual
wage in 2005, is generous by Russian standards.

Putin’s worries about the demographic situation are
hardly groundless. During 1992—2005, the natural decrease
of population amounted to some 11 million people. The
death rate increased quite rapidly until 2003, while the birth
rate declined until 2001, after which both indicators stabi-
lised somewhat. However, there were still only about ten
births for every 16 deaths in 2005. Putin’s goal of doubling
GDP in a decade is not helped by high proportion of work-
ing-age deaths and deaths from unnatural causes. Deaths of
working-age (16-59) people rose from about 5 per 1,000 at
the start of 1990s to 8 per 1,000 in 2004. Additionaly, the
figures for men are almost 2.5 times higher than those for
women. Almost 8 % of deaths in 2000-04 were due to alco-
hol poisoning, transport accidents, suicide or homicide.

Without positive net immigration, the situation would be
much gloomier. Net immigration compensated for more
than half of the natural decrease of population in 1992—
2005. Thus, in that period the total Russian population
shrank about 4 %, or 5.8 million people. In his speech, Putin
referred to encouraging Russians abroad to return home as
well as prioritising “ qualified migration,” i.e. immigration of
educated and law-abiding people to Russia. Since the col-
lapse of the Soviet Union, the bulk of people migrating to
Russia have been from CIS countries. In 200004, the share
of CIS citizens in the total was almost 80 %. Over athird
came from Kazakhstan, while about two-fifths came from
Ukraine and Uzbekistan.

Finance minister Kudrin notes the ministry's preliminary
estimates indicate that the president's suggestions for stop-
ping the population decline will entail RUB 30-40 billion
($1-1.5bn) of public expenditure in 2007, and the “mater-

nity capital” will require preparation for larger entitlements
that will be probably payable starting in 2010 (for the sec-
ond children born in 2007). Moreover, if the program suc-
ceeds, it will likely generate further budget costs down the
road, e.g. for day-care services, paediatric care and schools.

Population, deaths, births and net migration to Russia, millions
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Rouble appreciated

As the current account surplus grew in 1Q06 and net capital
outflow increased only slightly, the CBR allowed the rouble
to appreciate in order to stem inflation. The rouble appreci-
ated 3% from end-December to end-March against the
CBR'’s dollar-euro daily management basket. The rouble’s
monthly average against the CBR's trade-weighted currency
basket was up over 2 % from December to March, but flat
in April (for comparison, from December 2004 to December
2005 it was up about 3 %). The CBR recently reported it
changed containment level in mid-March.

Even so, the CBR intervened on the foreign exchange
market to the tune of over $20bn in 1Q06, and probably
more in April. The CBR's foreign exchange reserves re-
flected that by increasing $20bn in 1Q06 and anather $20bn
in April, and stood at about $230bn in early May. That
amount equals roughly 16 months of goods and services
imports. Besides interventions via buying dollars, the CBR
also made euro interventions (launched last August) while
they amounted to just €18m in 1Q06 (less than during last
autumn).

Putin wants to end currency controls early

President Putin's state-of-the-nation speech also included
aproposal to complete the phase out of remaining restric-
tions on rouble convertibility by mid-2006 (i.e. six months
earlier than scheduled). Earlier this spring, the CBR abol-
ished the remaining (10 %) compulsory sale of export in-
come and halved deposit requirements on certain capital
inflows. In any case, free currency flows are so large in both
directions that no major impact on the exchange rate is
expected.

Fiscal indicators for federal government (% of GDP, unless otherwise indicated; end-period figures for debt and stabilisation fund)

1998 1999 2000 2001

Revenues* 114 126 154 178
Expenditures * 174 168 146 148
Balance -6.0 -42 0.8 3.0
Foreign currency debt 50.1 877 55.3 4.4

Foreign currency debt, $bn 158.2 1546 1434 1331
Stabilisation fund, $bn

2002 2003 2004 2005 2006, asof 2006 budget
203 195 201 237 257 1-4/06 20.7
190 178 158 162 167 1-4/06 17.5
14 17 44 74 90 1-4/06 3.2
362 257 196 125 9/05
1235 1197 1144 868 9/05

189 43.0 66.2 04/06

1 Since 2002 part of the unified social tax isincluded in the federal budget.
Sources. Budget: IMF 1997-2000, Rosstat 20012005, Minfin 2006. Debt: IMF 1996-1999, Minfin 2000-2005.
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Markets

Imports from Asia on the rise

The EU countries took an even larger share of Russian ex-
ports in 2005, accounting for 55 % of the total. 14 % of all
exports went to the EU’s newest member countries (see
chart). The Netherlands' ascension to the single largest des-
tination for Russian exports (with a 10 % share) reflects the
steep rise in oil prices, with Germany and Italy also raising
their shares to 8 % each. The next largest export destina-
tions were China and Ukraine (over 5 % each).

Import statistics from Russian customs are subject to the
usual caveat of under-recording that necessitates alarge
coverage correction (amounting to 23 % of the CBR’s cor-
rected total import figure in 2005) and results in discrepan-
cies with trade partner figures (e.g. EU data suggest the
Russian customs did not record some 40 % of the imports
from the EU in 2004-05). Even with the reporting problems,
the figures suggest some notable supplier changes as the
Russian market, like markets elsewhere, has not been unaf-
fected by globalisation. While the EU countries' share re-
mained at around 45 %, imports surged from Asia (China,
Japan, Korea, etc.), as well as North and South America.
The largest import source was still Germany (13 %), fol-
lowed by Ukraine and China (7-8 % each), and Japan (6 %).

Shares of country groupings recorded in Russia’s foreign trade, %

Exports from Russia Imports to Russia
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and alcohol (7 %). Household spending on non-food goods,
almost 34 %, is led by clothing (over 5 %) and cars (4 %).
The share of household spending on services climbed to
nearly 24 % (from 20 % in 2004 in the earlier consumer
price basket data), partly reflecting rapid increases in ad-
ministratively set prices. Housing and related community
services such as heating, gas and water take 9 % of house-
hold spending.

Foreign banks regain their presence

With the growth of the economy, trade and real sector fi-
nancing for several years now, foreign banks have become
increasingly interested in working on the markets. Besides
boosting cross-border financing to large Russian companies,
their local presence has grown as the number of foreign sub-
sidiary banks (fully-owned and majority-owned) has risen
from 42 at end-2004 to 56 at end-April this year.

Foreign banks also increased their share of banking sec-
tor total assets especialy in 2005, signaling a return to-
wards levels seen earlier in this decade (see chart). Foreign
banks now feel justified in devoting further efforts to the
core banking function of corporate lending: they raised the
share of corporate loans to about 40 % of their total assets
as of end-2005, approaching alevel reached earlier by do-
mestically owned banks. Corporate funding occupies
asomewhat more important role for foreign banks (athird
of their balance sheets) than domestic banks, but in recent
years, foreign banks have made strong inroads into retail
banking. Household deposits thus increased to about 12 %
of their balance sheet (about 18 % in domestic banks other
than Sberbank), although foreign banks still hold asmall
share of the total household market. The three largest for-

30 |
eign banks, which rank between 8" and 14" among Russia’s
09 —~___— banks in terms of total assets, grew slightly faster in 2005
10 | than other foreign banks. At the end of 2005, they repre-
- sented 4 % of total banking sector assets.
0
§ 33 § 88838 § 53 § 88838 Shares of foreign banks (fully- and majority-owned) in banking sector
— N — N balance sheet items, % at year’s end
— E U —— OIldEU-B5
CIsS Asia: 9 main partners 20
Americas: 4 main partners Other = T0t6:| assets
—— Capital
16 Credit to non-financial firms
Sources: Rosstat, Russian customs Household deposits
12 | —— Corporate and public sector deposits
Consumer price basket sheds more light on households _
Rosstat earlier this year published the complete composition 8 — e — —
of its consumer price basket. The basket’s structure, which ——— —
is based on regular surveys of over 49,000 households, sug- 4
gests households use about 43 % of their expenditure on
food items (compared to 47 % in 2004 as indicated by ear- 0
lier information available on the consumer price basket 2000 01 02 03 04 05
structure). Top food items include meat (11 % of the total) Source: CBR
Monetary indicators
1997 1998 1999 2000 2001 2002 2003 2004 2005 2006, asof
Inflation (CPl), 12-month, % (end of period)  11.0 84.4 36.5 20.2 18.6 15.1 12.0 11.7 10.9 9.9 4/06
M2, 12-month growth, % (end of period) 29.0 21.3 575 61.5 39.7 324 50.5 35.8 38.6 379 3/06
Average wage, $ (period average) 164 108 62 79 111 142 180 237 301 359  3/06
Deposit interest rate, % (period average) 16.8 171 13.7 6.5 4.9 5.0 45 3.8 4.0 3.8 3/06
Lending interest rate, % (period average) 32.0 41.8 39.7 24.4 17.9 15.7 13.0 114 10.7 10.3 3/06
Forex reserves, $ bn (incl. gold) 17.8 12.2 125 27.9 36.6 47.8 76.9 1245 1684 236.1 12.5.06
RUB/USD exchange rate (end of period) 5060 20.65 27.00 2816 30.14 31.78 2945 27.75 28.78 27.27 4/06
RUB/EUR exchange rate (end of period) 2723 2614 2649 3311 3682 3781 3394 34.19 4/06

Sources. Rosstat, CBR.
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Russian banking — state vs. foreigners

by Ivan Rozhinskiy*

In February 2006, a long-awaited event in Russian banking
finally occurred. For the first time, arelatively large Russian
bank (Impexbank, assets about $1.8bn), was sold to aforeign
bank (the Austrian Raiffeisenbank). Does this mark the start
of alarge-scae sell-off? Some analysts suggest so and be-
lieve Western banks would get their bids in to secure ashare
in Russia's booming financial market. They aso think own-
ers of Russian banks could be lured to be more responsive to
bids by expected price-to-book-value ratios above 3. This
scenario would in few years lead to abanking system model
of Central and Eastern Europe (CEE), whereby major west-
ern players control about 70 % of banking assets.

On one hand, the Russian market is potentialy huge and
booming, so players in the global financial industry can
hardly afford to ignore it. Further market penetration by
foreigners, by both organic growth and acquisitions, is inevi-
table. On the other hand, the Russian government clearly
wants the banking system to remain mostly in Russian hands.
Thus, FDIs are welcome, but to amore limited extent than in
CEE. Given these two angles, what kind of future awaits
Russian banking?

Prospects for foreign bank acquisitions

To analyse the prospects of Russia's banking system, it is
useful to look at the 100 largest banks (ranked by total as-
sets). As they account for 82 % of assets, aswell as 73 % of
equity and 84 % of all bank profits, they define the shape of
the banking system. These banks can be divided into four
groups depending on their ownership structure.

The first group contains state-owned banks, which are
dominant with more than half of all assets and ailmost half of
total equity. The second group, foreign-owned banks, hold
about 9 % of assets and equity (afigure that will rise with the
Impexbank acquisition). The remaining 40 % is represented
in roughly equal shares by “oligarchic” and “non-oligarchic”
private Russian banks. Owners of oligarchic banks also own
large industrial assets, mainly in the raw materials sector, and
rank among the largest of Russia’s private banks.

There are reasons to believe that asell-off of oligarchic
banks may well start. A recent assessment by Goldman Sachs
notes the main reason is a potential shortage of capital. Rus-
sian banks will need $17bn of new equity by 2008 to main-
tain their existing capital-to-risk-weighted-assets ratios.
Based on the profitability forecast, such capital cannot be
generated internally through retained earnings, so it must be
supplied from external sources. Reliance on external sources
means competing for capital. Given the structure of the Rus-
sian economy, banks have to compete for owners' capital
mainly with raw material producers.

Banks do not seem to have many chances in such competi-
tion. In the short- and medium-term banking businesses in

Russia are very likely to remain less profitable than oil, met-
as and other key commodities. For atypical oligarch who
owns both industrial and banking assets it definitely pays to
concentrate on the core non-bank business, which enjoys
amuch higher expected return on equity. Ownership of bank-
ing assets by the industrial oligarchs reflects the economic
situation in the 1990s, when double-to-triple-digit inflation
and operations with Russian Treasury bills (GKOs) made
banking (when supported by the right government connec-
tions) fantastically profitable. Thisis not the case today. The
industrial assets of oligarchic empires far exceed their bank-
ing assets. Moreover, Russia's largest industrial companies
may borrow directly from the international market at rates
substantially lower than what even Russia's largest private
banks can receive. Finally, acting as a group treasury or set-
tlement centre for agroup of enterprises is not a particularly
lucrative business. Thus, selling off oligarchic banks, rather
than further capitalising them, is aprobable option for ra-
tional owners.

The large oligarchic banks also typically have wider branch
networks than the non-oligarchic banks. This makes them
attractive to global players seeking both market share and
extensive distribution channels.

Possible future structure of the Russian banking sector
Given this situation, what are the policy options for agov-
ernment if it intends to preserve the bulk of the national
banking system in Russian hands? First, it may discourage
Russian owners from selling banking assets to foreigners. As
the experience of Itay and numerous examples in other
countries show, there would be nothing specifically Russian
in such an approach. Second, if oligarchic banks are put up
for sale and the non-oligarchic banks do not have financial
muscles strong enough to counter-bid foreign investors,
an evident option is to let state banks issue competing bids.
This is exactly what we are seeing as state-owned
Vneshtorgbank acquired two large private banks in 2004-05
and is unlikely to stop on that track. There is a third, and in
the author's view, preferable option of trying to support capi-
talisation of non-oligarchic private banks. This option, which
is most promising in the long run, is also most difficult asit
would require e.g. generally acceptable eligibility criteria and
anti-corruption measures, and would take time to implement.
The second option with the involvement of state-owned
banks seems the most likely. Hence, oligarchic banks as well
as some non-oligarchic banks may well be “distributed”
among state-owned and foreign acquirers. As a medium-term
projection, the share of state-owned banks in Russia may
constitute 60 % of total banking assets, while the foreign
share may climb to around 25 %.

* The author is a board member of International Moscow Bank.
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Economic Developments

Slowdown in industrial growth contribution

The expansion of production in extractive industries, particu-
larly oil, nearly halted in 2005. After booming in 2003-04,
manufacturing also decelerated although it sill grew almost
6 % (see chart). Growing segments in manufacturing in 2005
included such large branches as food and oil refining and
individual booming sub-branches in e.g. metal products as
well as electric and transport equipment.

Extraction and manufacturing impacted GDP growth
notably as volume growth of value added by the two sectors
fell rapidly in 2005 (to about 4.5% for the manufacturing
sector). While official statistics suggest the two sectors ac-
count for about a quarter of GDP, the prime minister recently
stressed the weight of energy by noting the GDP share of the
fuels and energy sectors alone was as high as 31 % in 2005
(although not specified, the figure likely included energy
transportation as well as domestic energy trade and services).

To the extent that prices matter to the manufacturing
branches in competing with imports, which have grown in
volume by over 20 % a year throughout this decade, domestic
costs may start to pose challenges. Alongside the standard
real exchange rate (which reflects the difference with trading
partners’ consumer price inflation and continues to rise at
over 10 % a year), the rise of manufacturing producer prices
has outpaced import prices for many years now. Rapidly
rising incomes are aso prone to making Russians more criti-
ca of priceto-quality considerations in their purchasing
decisions.

Industrial production and value added, % change of volume
25

M anufacturing, production

20 1 M anufacturing, value added
51 T ° ' Extractive industries, value added

Extractive industries, production
0 —

2002 03 04 05
Source: Rosstat

Agricultural growth remains modest

In the past five years, agricultural production has grown on
average at over 4 % ayear. After a burst in 2000-01, growth
slumped, reviving dlightly in 2004-05 (see chart).

Among the three types of farms, the share of collective
(kolkhoz) and state (sovkhoz) farms in agricultural production
has been around 40 % in this decade. The share of individual
plots, which grew up to the late-1990s, has decreased gradu-
ally to about 50 % in 2004. In fact, the output of individual
plots is often tied to kolkhoz-sovkhoz operations as the plot
owners rely on the help of machines and devices from the
former state farms. Private farms produced about 6 % of
agricultural production in 2004, up from just 3 % in 2000.

The share of agriculture in GDP has declined constantly
as aresult of factors that include sluggish reform efforts, low
productivity and below-average price growth. In 2004, agri-
culture accounted for only about 5% of GDP, down from
7-8 % in 1999, and over 16 % in 1990. The share of agricul-
tural workers in the total work force, which hovered at about
13-15 % before 2000, declined to about 10 % in 2004.

In recent years, crop farming has come to generate over
half of the value of agricultural production and has made
better progress compared to livestock farming. For the period
200005, crop farming grew at over 6 % ayear, while live-
stock farming increased at lessthan 1 % a year.

The 2005 grain harvest (78 million tons net) was almost
the same as in 2004. However, the main grain areas in South-
ern and Volga federal districts produced 3 % less grain, while
the Central federal district produced 9 % more. Production of
other mgjor crops was up over 4 %.

Russid's livestock herds continue to shrink. At end-2005,
they were down 4 % on year, and almost 60 % from 1993. In
the national priority program for agriculture, amain goal isto
raise meat and milk production to lower reliance on imports
that currently provide roughly athird of meat products and
16 % of milk products.

Agricultural production and value added, % change of volume
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Macroeconomic indicators

1997 1998 1999 2000
GDP, % 14 -53 6.4 10.0
Industrial production, % * 20 52 110 11.9
Fixed investments, % -50 -12.0 53 17.4
Unemployment, % (end of period) 9.0 13.2 124 9.9
Exports of goods, US$ hillion 86.9 74.4 75.6 105.0
Imports of goods, US$ billion 720 580 395 44.9
Current account, USS$ billion -0.1 0.2 24.6 46.8

2001 2002 2003 2004 2005 2006  asof
51 4.7 7.3 7.2 6.4
29 31 8.9 7.3 4.0 2.7 1-2/06
10.0 28 125 11.7 107 16 1-2/06
8.7 9.0 8.7 7.6 7.7 7.7 2/06
101.9 107.3 1359 1835 2453 431 1-2/06
53.8 61.0 76.1 96.3 125.1 18.9 1-2/06
33.9 291 354 586 84.2

! New methodology from Jan. 1, 2005; figures for 2001-2004 are revised and not comparable with previous years.

Sources. Rosstat, CBR.
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New financial plan for 2006-08 introduced

As part of broad budget sector reform, the finance ministry
has introduced three-year financial plans, starting with the
2006-08 period. The 2007-09 plan is under preparation. The
200608 plan foresees the overall public sector budget (fed-
eral and regiona budgets plus non-budgetary funds) will
show asurplus of some 3% of GDP. Practically all of the
surplus will be generated by the federal budget; the other
budgets should be roughly balanced. Public sector revenues
and expenditures will continue to increase in real terms and
still equal well over 30 % of GDP, although the GDP share
will decline. The plan assumes the Urals-blend oil price will
decrease from $51 abarrel in 2005 to $46 in 2007-08.

On that basis, federa budget revenues are forecast to
drop from almost 24 % of GDP in 2005 to 20 % in 2007. The
plan assumes federal tax revenues will increase in relation to
GDP in 2008, athough there is no detailed information as to
what tax categories are expected to grow. During 2000-05,
the shares of profit taxes and taxes related to natura re-
sources increased steadily. Total federal expenditures, as
well as non-interest expenditures excluding socia tax trans-
fers to the pension fund, will increase this year and then fall
in 2007. The latter non-interest spending category is planned
to stabilise at around 15 % of GDP in 2007-08 against 14 %
in 2005. The plan assumes the federal government will con-
tinue to collect most revenues and then distribute over
aquarter of that to other budgets.

The financial plan foresees state debt shrinking to about
10% of GDP, with the share of internal debt increasing
slightly. The Stabilisation Fund will reach some $146 hbillion
by the end of 2008, or 12 % of GDP. The fund would keep
its current revenue floor of $27 per barrel of oil and virtually
none of the fund’s monies have been marked for spending.

Financial plan 2006-08, % of GDP

Public sector* 2006 2007 2008
Revenues 35.6 34.2 33.8
Expenditures 322 31.0 30.8
Balance 34 3.2 3.1
Of which, federal budget

Revenues 20.7%* 20.0 19.9
Expenditures 175 16.8 17.0
Balance 3.2 3.2 29
State debt, end of year 14.0 11.3 104
Stabilisation fund, end of 8.6 10.5 12.3
year

* Federal budget, consolidated budget of regions, non-budgetary funds.
** The finance ministry's recent estimate is almost 22 % of GDP as the oil
priceis projected to be higher in 2006 than assumed earlier.

Source: Minfin

The financial plan gives no hints on the implementation of
finance minister Kudrin's recent suggestion on dividing the

budget into two parts — anon-oil budget and an oil budget.
Kudrin would like to see al oil-related revenues placed in
aspecia account, from which they would be transferred to
cover non-oil budget deficits up to certain limits. The minis-
try’s preliminary calculations suggest the deficit of the non-
oil budget was almost 3 % of GDP in 2004, while the total
budget including oil revenues showed a surplus of over 4 %
of GDP. To back his suggestion, Kudrin invoked the example
of Norway, which finances additional government spending
by raising taxes or shifting spending rather than dipping into
oil income.

Tax arrears diminish steadily

Tax arrears to budgets of all administrative levels were ama-
jor problem during the last decade. At the end of 1998, a year
of financia crisis, they accounted for about 10 % of GDP.
With the economic upswing of the 2000s, as well as tight-
ened measures by authorities, the situation has brightened
steadily, except for atemporary increase in 2004. At the start
of this year, tax arrears equalled 3.5% of GDP, of which
amost 90 % were owed to the federal budget and the rest to
regional and local budgets. It seems regiona and loca au-
thorities have been more successful than the federal govern-
ment in cutting tax arrears since in the late 1990s sub-federal
budgets were owed about 40 % of all arrears..

The total sum of tax arrears consists of overdue and de-
ferred taxes as well as tax debts that are already treated as
unrecoverable. Federal budget information indicates that
about half of al arrears are from non-payments of VAT, over
aquarter from shirked profit tax and 8 % from skipped natu-
ral resource payments. The share of the latter two has been
increasing in recent years, while the share of VAT arrears
has declined.

While the legal framework of tax reform is amost fin-
ished, the current legidation is still not always clear or com-
prehensive. The principal goa for 2006 tax legislation is to
improve tax administration to prevent tax evasion, which is
probably a much broader problem than tax arrears.

Tax arrears to consolidated budget, % of GDP, end-year
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Fiscal indicators for federal government (% of GDP, unless otherwise indicated; end-period figures for debt and stabilisation fund)

1998 1999 2000 2001 2002 2003 2004 2005 2006, asof 2006 budget
Revenues* 114 126 154 17.8 203 195 201 237 262 1-2/06 20.7
Expenditures 174 16.8 14.6 14.8 190 178 158 162 147 1-2/06 17.5
Balance -6.0 -42 0.8 3.0 14 17 44 74 114  1-2/06 3.2
Foreign currency debt 501 877 55.3 444 362 257 196 125 9/05
Foreign currency debt, $bn 158.2 1546 1434 1331 1235 1197 1144 86.8 9/05
Stabilisation fund, $bn 189 43.0 556 0206

1 Since 2002 part of the unified social tax isincluded in the federal budget.
Sources. Budget: IMF 1997-2000, Rosstat 20012005, Minfin 2006. Debt: IMF 1996-1999, Minfin 2000-2005.
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Markets

Dual external capital flows of the corporate sector

Russian balance-of-payments statistics indicate that since
the start of the country’s transition in 1992, the non-
financial corporate sector has maintained asignificant net
capital outflow almost every year. In 2005, the outflow
abated to less than 1 % of GDP. The net outflow, however,
obscures arange of major outflows and inflows.

For inflows, companies continued to expand their bor-
rowing from abroad from $15-16 billion ayear in 2003 and
2004 to over $40 hillion in 2005 (see chart). Most borrow-
ing was still made as loans, but corporate bond issues also
increased rapidly. The major borrowers were large state-
owned enterprises, especially in the gas and oil sectors, and
some ten billion dollars of the total was Gazprom borrowing
to buy Sibneft. The debt stock rose to $126 billion as of
end-2005, equal to amost 17% of GDP. Balance-of-
payments data show foreign direct investment (FDI) flows
into non-financial companies declined dlightly in 2005 to
$13 billion, but if Gazprom's purchase of Sibneft from
aforeign company held by Sibneft's Russian owner in 4Q05
is excluded, the FDI flows rose to well over $20 hillion (see
below).

Regarding outflows, Russian non-financial companies
were continuously active in direct investment abroad ($13
billion). The main "grey" ways of channelling money out of
the country retained their popularity, which suggests com-
panies are still short of confidence in the Russian business
environment. The CBR measures for such capital exports,
i.e. non-repatriated export income, imports of goods and
services that were paid but not delivered, and fictive trans-
actions with securities (based on a predetermined difference
in selling and buying prices), altogether climbed dightly to
$27 billion in 2005. Securities transactions continued to be
the most popular device. The net-errors-and-omissions item
in the balance of payments increased to $12 billion negative,
suggesting a strong rise in unidentified capital outflows.

Foreign direct investments, old and new

The development paths of FDI flows into non-financial
companies in Russia in recent years differ somewhat ac-
cording to the source of information. The different types of
FDI flows also show notable variations (see chart). Balance-
of-payments data suggest that foreign investors with estab-
lished companies have been eager to reinvest their earnings.
While this activity has been significant in the FDI in recent
years ($8 hillion in 2005), company expansions are also re-
flected in the continuous inflow of lending from foreign
owners (over $2 hillion in 2005). At relatively small vol-
umes, new equity is easily subject to sharp changes, e.g.
when large foreign investors make capital injections or sell
their businesses to domestic investors. In fact, equity FDI in

Russia showed growth for 2005, excluding the Gazprom-
buy-Sibneft event.

Foreign companies invest

Partly separate from FDI is the investment made by foreign-
owned companies in the economy. Foreign investors appear
to play anotable role in Russia's future GDP growth, since
foreign-owned companies accounted for 6-7 % of tota
fixed investments in 2004-05, and companies with joint
domestic and foreign ownership accounted for another 10—
13 %. In addition to investing actively in the trade sector
(45 % of total investments in 2004), the share of fully and
partly foreign-owned companies in key branches of manu-
facturing has also been quite high (e.g. in 2004, a quarter in
the machine and metal processing industry, a third in the
chemical industry, and about half in the food industry).

Major capital inflows and outflows of non-financial companies,
% of GDP
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Monetary indicators

1997 1998 1999
Inflation (CPI), 12-month, % (end of period)  11.0 84.4 36.5
M2, 12-month growth, % (end of period) 29.0 21.3 575
Average wage, $ (period average) 164 108 62
Deposit interest rate, % (period average) 16.8 17.1 13.7
Lending interest rate, % (period average) 32.0 41.8 39.7
Forex reserves, $ bn (incl. gold) 17.8 122 125
RUB/USD exchange rate (end of period) 5960 20.65 27.00
RUB/EUR exchange rate (end of period) 27.23

Sources. Rosstat, CBR.

2000 2001 2002 2003 2004 2005 2006, asof
20.2 18.6 151 12.0 11.7 10.9 10.7  3/06
615 397 324 505 358 386 37.3  2/06

79 111 142 180 237 301 323  2/06

6.5 4.9 5.0 4.5 3.8 4.0 42 1/06
244 17.9 15.7 13.0 114 10.7 102  1/06
279 366 478 769 1245 1684 2059 3/06
2816 3014 3178 2945 2775 2878 27.76 3/06
26.14 2649 3311 3682 3781 3394 3347 3/06
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Russia’s housing sector — on the verge of a better future?

by Merja Tekoniemi*

Housing sector largely unreformed

In autumn 2005, president Putin announced four top priority
national programs, one of which was housing. The sector has
lagged other reforms as state housing subsidies have dis-
couraged market-based changes. Following Soviet tradition,
subsidies have been alotted to everyone regardiess of in-
come. Despite the fact that at the start of 2005 over 60 % of
the living area of residentia buildings (or 85 % of all apart-
ments) in Russia was privatised, the condition of the housing
stock remains poor overall. Most old residentia buildings
(amost half of the current housing stock was built during
1946-1970) require comprehensive refurbishments. Yet
most individual owners cannot afford that and municipalities
are too poor to upgrade municipal infrastructure on a large
scale. As aresult, about half of the Russian population lives
without some modern conveniences.

Until recently, the most visible changes in the housing
sector have been the appearance of luxury blocks of flatsin
the best neighbourhoods of Moscow and new private de-
tached houses near the bigger population centres. The num-
ber of residential buildings built with own funds or private
bank loans has been growing steadily since the late 1990s.
However, only alimited share of the population can contem-
plate this approach — most Russians still live under crowded
circumstances in decaying buildings. Some middlie-income
Russians, who have taken mortgages for a new apartment,
have met with different problems. Often they have paid for
their flats in advance only to see the house never built or left
unfinished. Those lucky enough to move in still often con-
front poor quality and broken promises. In Moscow, the city
budget now covers some of these losses.

Ambitious housing program

The housing program for 2002—-2010 adopted by the gov-
ernment at the end of 2005 aims at providing Russians with
better housing. The annual volume of new living space
should double during this decade (see chart). By 2010, new
housing output should exceed the yearly level reached before
the break-up of the Soviet Union. For the 20062010 period,
the housing program will require about RUB 900 hillion
(€27bn), of which over a third would come from the public
sector. To increase housing construction, administrative
barriers will be cut and joint efforts of regions and munici-
palities to offer sites with municipal engineering will be
promoted through federal subsidies.

Federally subsidised mortgage loans are expected to
make acquiring a new home possible for more Russians. The
share of Russians that can afford a new basic apartment
should grow at least to 25 % from 15 % in 2003. In 2005,
just RUB 50 hillion ($1.8bn) in housing loans were granted.
Of that, the share of mortgage |oans was about 40 %.

New residential buildings, million m?
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Source: Rosstat. 2010 is the goal for the total in the national housing pro-
gram adopted December 31, 2005.

The era of federal housing subsidies officially ends

The Soviet practice of subsidised housing was officialy
abolished at the beginning of this year. The shift continues
the government’s policy introduced last year of monetising
certain Soviet-era socia benefits. However, the real world
situation is not that clear. Anecdotal evidence suggests Rus-
sians currently pay on average about 60-80 % of true hous-
ing costs (electricity, water, heat, etc.). While some regions
implemented 100% payment practices last year, residentsin
regions like Moscow city still only pay about half of true
housing costs. The decision to voluntarily postpone the
100% payment means that the city budget must cover the
difference. Moscow residents are even entitled to receive
social assistance when the share of housing costs in total
incomes of afamily exceeds 10 %. Most of Russian regions
apply the maximum limit, which according to federal law is
22 %.

Rapidly rising rents and prices for housing services (up
over 30 %) was one of the driving forces behind the higher-
than-expected inflation rate of 2005. As a consequence, a
law limiting price hikes in housing sphere was approved at
the end of 2005. The law calls for individual tariff limits for
each of Russia's 88 regions. Despite the law there have been
small protests in certain regions against the price hikes and
the 100 % payment practice. Many Russians are dissatisfied
with the fact that higher prices have not led to practical im-
provements in housing services and infrastructure. While
people generally feel they are paying more for nothing, the
way to help ordinary Russians get their money’s worth
would require bringing real competition to the housing sec-
tor.

* The author is an economist at BOFIT.
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Economic Developments

Energy sector constrains growth

Slow growth of fuels production, as anticipated in Russids
forecasts, is having adampening effect on the economy’s
growth. Fuels account for more than 30 % of all industria
production (in terms of value added), at least 15 % of tota
wholesale trade (sales value) and over 70 % of cargo trans-
port (physical transport volume). Production of crude oil and
gas, which together represent over 80 % of Russia's total
energy production, was up 2.5 % y-o-y in January-May. Low
growth has been the pace in oil production since early 2005
and in gas production for most of this decade. Coal produc-
tion, about 12 % of the energy production, grew about 6 %,
roughly the same pace as last year.

Pipeline transportation of oil and gas rose only about 1 %
in January-May, after slowing to 2-3% in 2005 from the
boom of 2002-04 when oil and gas piping expanded at 6-8 %
ayear. On year, exports of crude oil were down dlightly in
January-April (after dropping 2 % in 2005), while growth of
gas exports slowed to 2 %. On the other hand, production and
exports of refined oil products continued to increase at
around 8 %. In a broader view, higher growth in non-energy
activities has sustained GDP growth at around 5-6 % this
year. That way the economy is gradually diversifying.

Rising household incomes continue to drive growth

The general view that world prices of oil and Russia's other
major export commodities such as gas and metals support
Russid's economic expansion substantially has begun to gain
more features as the impact has probably weakened and the
different ways of the effects into GDP growth have seen
some changes. Among other things, this is due to increased
taxation of the oil sector. Despite high world oil prices, in-
vestments in the Russian oil sector have not grown like ear-
lier. Stalling growth of crude oil exports has shifted to high
growth in exports of refined oil products. Although perhaps
more mildly than previously, oil income continues to feed
consumption growth as oil income not taxed to the budget
makes its way through the corporate sector into wages and
taxes make their way through the budgets into public sector
wages and pensions.

After sharp increases in 1999-2001 (around 45 % ayear
in nomina terms), growth of the average wage in the econ-
omy stabilised a 23-26 % a year in 2003-05 and went on at
22 % y-o0-y in January-May this year (see chart). Pensions
rose on the average 20 % ayear in 2003-05. Total labour

_ BOFIT Russia Review

income flow to households (around 45 % of GDP in the re-
cent years) and its increases are massive in relation to house-
hold saving flows (such as the continuous slight net absorp-
tion of funds from households to banks or growth of the cash
stock) or household investments, so that wages are unequivo-
cally the engine behind the private consumption boom. Wage
growth is a parameter to watch, e.g. for forecasters as private
consumption accounts for 47-48 % of GDP, and for exporters
to Russia because private consumption feedsimport growth.

Looking ahead, the economy ministry’s forecasts from
May project wages will rise more than 20 % this year and
around 15 % ayear during 2007-09. This includes the pre-
sumption of two hikes in public sector wages this year total-
ling nearly 28 %, followed by lower increases further out
(15 % in 2007 and about 5 % ayear in 2008-09). The plan is
to raise pensions relatively slowly this year (14 %) and then
more rapidly in 2007-09. This means that in 2009 both wages
and pensions would be about 85% higher than in 2005,
which together with the anticipated rouble exchange rate
strength trandatesinto likely continuing rapid market growth.

The wage increases will naturally add to increases in
production costs. For example, wages in manufacturing rose
more than 25 % a year in 2002-03 and more than 20 % a year
in 2004-05 and this spring. While the rise of real wages in
manufacturing was well within the growth of labour produc-
tivity in 2003-04, it outpaced productivity growth in 2005
and this year.

Russia's exports and labour income,
% change from four quarters previous
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Source: Rosstat

Macroeconomic indicators

1997 1998 1999 2000
GDP, % 14 -5.3 6.4 10.0
Industrial production, % * 20 52 110 11.9
Fixed investments, % -50 -12.0 53 17.4
Unemployment, % (end of period) 9.0 13.2 124 9.9
Exports of goods, US$ hillion 86.9 74.4 75.6 105.0
Imports of goods, US$ billion 720 580 395 44.9
Current account, USS$ billion -0.1 0.2 24.6 46.8

2001 2002 2003 2004 2005 2006  asof
51 4.7 7.3 7.2 6.4 5.5 Q1/06
29 31 8.9 7.3 4.0 4.8 1-5/06

10.0 28 125 11.7 107 9.2 1-5/06
8.7 9.0 8.7 7.6 7.7 7.2 5/06

101.9 107.3 1359 1835 2453 91.7 1-4/06

53.8 61.0 76.1 96.3 125.1 431 1-4/06

33.9 291 354 586 84.2 295 Q1/06

! New methodology from Jan. 1, 2005; figures for 2001-2004 are revised and not comparable with previous years.

Sources. Rosstat, CBR.
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Government lifts main parameters for 2007 federal budget

At its mid-summer meeting the government discussed the
2007-09 financia plan and decided to revise upwards the
revenue and expenditure estimates of federal budget, espe-
cialy for 2007. The three-year financial plan, which in-
cludes federal and consolidated regional budgets as well as
non-budgetary funds, is compiled once ayear. The plan for
2006-08 was approved in March when the 2007-09 plan was
already under preparation.

The 2007-09 plan assumes crude oil prices will decline
6-9 % in each year, while the 2006-08 plan assumed the ail
price would drop more. Federal budget revenues in 2007 are
now anticipated to reach nearly 22 % of GDP. While that
level is lower than the record revenues accruing currently
(about 25 % of GDP) due to the high ail price, it is above
the 20 % of GDP foreseen in the 2006-08 plan approved in
March. The revenues are anticipated to contract to about
19 % of GDP in 2009.

The upward revision of federal budget expenditures for
2007 sets the expenditures at 17.5 % of GDP, instead of less
than 17 % of GDP in the 2006-08 plan. The increase comes
fully from non-interest expenditures. Whatever the reasons
for the increase in expenditures, it coincides with the fact
that 2007 is a campaign year both for parliamentary elec-
tions (in December 2007) and presidential elections (March
2008). Expenditures are planned to drop to below 17 % of
GDP in 2009.

The planned expenditure hikes during the period are di-
rected to various policy areas such as population policy
measures, wages of budget sector employees, implementa-
tion of national priority programs, defence and nationa
security, transfers to the pension fund, regional supports,
and road construction and maintenance. The preliminary
2007 budget aso sets aside money for the planned phase-
out of cross-subsidies in “natura monopoly” fields (gas,
electricity and railways), suggesting utility rate hikes for
households who currently benefit from low tariffs would be
at least partly compensated to the poorest households from
the budget. The state will also increase its equity stakes in
the new electrical power companies created as spin-offs
from giant UES where the state is the mgjority owner.

Despite higher spending, large revenue streams are to
keep the federal budget in surplus although it would decline
to below 3 % of GDP in 2009. The government's Stabilisa-
tion Fund could exceed 15 % of GDP by the end of 2008.
Naturally, budget parameters will in reality change upwards
if the oil price remains higher, as projected in various fore-
casts, than the assumptions in the 2007-09 plan.

Hikes of regulated prices in 2007-09 considered
In June the government also dealt with price increases for
“natural monopolies’, i.e. gas, electricity and railways, as

well as housing-related services and gasoline for 2007-09.
The ceilings on price hikes in the government’s March eco-
nomic forecast parameters meant that price increases for
gas, electricity or railways would on average equal or
slightly exceed the projected pace of inflation. Some of the
ceilings proposed in the economy ministry’s May forecast,
however, are notably higher even if they would mean lower
price hikes than in recent years as inflation is expected to
decline in the next three years. The new plan aso defines
some larger price hikes for households.

Cellings for gas prices are envisaged to alow the in-
crease of the wholesale prices on the average by 15 % in
2007 and slightly slower in 2008-09; gas prices for house-
holds would increase slightly more. The economy ministry’s
plan notes that earlier ceilings were too low to alow sales of
gas on the domestic market without incurring loss while the
new proposed ceilings would cover long-term marginal
costs of gas production. While higher prices would encour-
age more efficient use of gas and electricity, including ap-
plication of energy-saving technologies, the economy minis-
try also stressed the electricity sector needs more income to
finance its required investments. Higher gas rates would
also put pressure on electricity prices that were proposed to
rise 10 % in 2007 and alittle slower in 2008-09. Electricity
prices for households would increase 13 % in 2007 and
about 10 % ayear in 2008-09 (although actual prices for
users other than households could aso head up more rapidly
as domestic trade of electricity with freer pricing expands).

A fairly modest rise in rail cargo tariffs is currently
planned (8 % in 2007 and about 6 % ayear in 2008-09).
However, the plan explicitly notes that with aview to Russia
becoming a member in the WTO the gap between tariffs for
domestic and cross-border rail cargo would be narrowed by
maintaining the current level of tariffs for cross-border
traffic in 2007-08 and raising the tariffs for domestic cargo
as well as export and import cargo railed via Russian ports
by around 10 % ayear in 2007-08. Railway passenger tar-
iffs, which currently create loss, would be raised over 10 %
ayear in 2007-09.

Price hikes for housing-related municipal services,
which became subject to stricter regulation this year, are
dlated to stay within 15 % in 2007 and 11-12 % ayear in
2008-09. At the same time, it is foreseen that actua pay-
ments by households for these services may increase more
rapidly as the principle of having residents pay the full costs
for such services will be applied in those regions where it
has yet to be realised. Price policies have also been acti-
vated for oil fuels and products, most specifically the gaso-
line price. Increases in gasoline prices are now planned to
be kept within 3-4 % ayear in 2007-09.

Fiscal indicators for federal government (% of GDP, unless otherwise indicated; end-period figures for debt and stabilisation fund)

1998 1999 2000 2001

Revenues* 114 126 154 178
Expenditures * 174 168 146 148
Balance -6.0 -42 0.8 3.0
Foreign currency debt 50.1 877 55.3 44.4

Foreign currency debt, $bn 158.2 1546 1434 1331
Stabilisation fund, $bn

2002 2003 2004 2005 2006, asof 2006 budget
203 195 201 237 256 1-5/06 20.7
190 178 158 162 161 1-5/06 175

14 17 44 7.4 9.5 1-5/06 3.2

362 257 196 102
1235 1197 1144 765

189 430 716 5/06

1 Since 2002 part of the unified social tax isincluded in the federal budget.
Sources. Budget: IMF 1997-2000, Rosstat 2001-2005, Minfin 2006. Debt: IMF 1996-1999, Minfin 2000-2005 Sab.fund: Minfin.
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Markets

Foreign trade boom continues

Russias foreign trade expansion persisted in the first quarter
of this year as export revenues from goods and services rose
athird from 1Q05 (see chart). Similar to recent years,
higher export prices largely accounted for the 50 % increase
in revenue from exports of crude oil, oil products and gas.
The value of exports of other goods rose 10 % and services
20 %. Russia's import expenditure increased over afifth in
dollar terms and athird in euro terms. Asin 2003-04, the to-
tal import volume grew fast while import prices declined
ahit.

Russia's exports and imports of goods and services, % change from
four quarters previous
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Source: CBR

Banking sector profits, income and expenses grow

Net profit of the Russian banking sector has increased rap-
idly in this decade — around 20 % ayear in real terms in
2002-03 and 25-30 % a year in 2004-05. In line with their
share of banking sector total assets, state-controlled banks
(as defined and identified by the CBR) generated about
40 % of the profits in 2005. The 30 largest banks in Russia
accounted for two-thirds of the total.

Bank profitability has also risen swiftly in recent years.
Banks enjoyed a 20 % return on equity from 2001 until
2004 and 24 % return in 2005. The return on equity has
provided bank owners with an increasing positive return in
real terms that reached around 10 % in 2004-05. The nomi-
nal return on total assets has also climbed gradually to about
3% in 2004-05 (see chart). In rea terms, however, the re-
turn on assets has been quite deeply negative (minus 7-8%
in 2003-04), suggesting that banks generally remain rather
inefficient at intermediating and transforming their funds
into assets. The low return may aso be partly explained by
the rapid roll-outs of banking activities that are anticipated
to pay for themselves over time. The return on assets in

sian Accounting Standards (RAS) into accounts mimicking
International Financial Reporting Standards (IFRS) indi-
cates the net profit may be somewhat smaller (some 20 %
smaller in 2004) than suggested by RAS.

Growth of bank profits has been driven by rapid in-
creases in net income (in 2005, it was up about 25 % in real
terms). Net income has hovered at about 8 % of total assets
throughout this decade. The structure of net income has de-
veloped towards abanking economy pattern: the share of
net interest income has risen to over 60 % of total net in-
come and the share of net commission income to over 20 %
of the total. This situation reflects a rapid expansion in bank
lending to non-financial companies and households while
margins remain wide between interest rates on deposits and
lending, despite some narrowing over the years. Bank net
income from operations with securities represented about
12 % of the net income in recent years. Foreign exchange
operations brought about 5 % of the total.

Maintenance and administrative expenses at banks
equalled about half of the net income during 2001-04 and
45 % in 2005, and increased around 15% ayear in rea
terms in 2003-05. The ratio of the expenses to total assets
remained at nearly 4 %, which is dlightly higher than in a-
most any of the EU member countries that joined in 2004.
Besides expanding branch networks, the growth of expenses
reflects brisk wage increases (although on the average the
increases have been in line with the rest of the economy) as
well as agrowing number of bank employees.

Looking ahead, banks may start facing chalenges in
generating net income if gradualy slowing inflation and
growing competition narrow interest rate margins, the pace
of expanding lending cannot reasonably be maintained at
the very high levels seen in the past several years, or Rus-
sian equity markets remain volatile and therefore not very
attractive to risk-averse investors.

Banks' net income, expenses and profit, % of total assets

8 4

1998 99 2000 01 02 03 04 05

Net income before net loss provisions and maintenance & administrative expenses
Maintenance and administrative expenses

state-controlled banks and foreign-owned banks averaged Net profit
about 3 % in 2005. CBR information on the banks' financial
statements based on transforming the accounts from Rus- Source: CBR
Monetary indicators

1997 1998 1999 2000 2001 2002 2003 2004 2005 2006, asof
Inflation (CPI), 12-month, % (end of period) ~ 11.0 84.4 36.5 20.2 18.6 15.1 12.0 11.7 10.9 9.2 5/06
M2, 12-month growth, % (end of period) 29.0 21.3 575 61.5 39.7 324 50.5 35.8 38.6 428 5/06
Average wage, $ (period average) 164 108 62 79 111 142 180 237 301 370.8 5/06
Deposit interest rate, % (period average) 16.8 17.1 13.7 6.5 4.9 5.0 45 38 4.0 4.2  4/06
Lending interest rate, % (period average) 32.0 41.8 39.7 24.4 17.9 15.7 13.0 11.4 10.7 10.8  4/06
Forex reserves, $ bn (incl. gold) 17.8 12.2 125 27.9 36.6 47.8 769 1245 1684 250.6 6/06
RUB/USD exchange rate (end of period) 5060 20.65 27.00 2816 30.14 31.78 2945 2775 28.78 27.08 6/06
RUB/EUR exchange rate (end of period) 2723 2614 2649 3311 3682 3781 3394 33.98 6/06

Sources. Rosstat, CBR.
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Market economy is... plus the electrification of the whole country!

by Merja Tekoniemi*

Russian power sector reforms in the 1990s were restricted to
a few normative documents; the main laws and programs on
restructuring the sector were approved in this decade. In
practice the changes have proceeded slowly and the organisa-
tion of power sector today is a mixture of old and new.

How the market might look after 2010

The essence of the power sector reform is to reorganise the
market through the break-up of RAO UES, the state mgjor-
ity-owned electricity monopoly created in 1992, in order to
establish competitive markets for power generation and retail
distribution, while leaving transmission and inter-regional
distribution to state monopolies. In the target market situa-
tion, there would be a couple dozen power generators com-
peting with each other. They would be shaped mainly from
regional power companies, presently owned to varying de-
grees by UES and under restructuring. The current plans are
based on formation of 14 territorial generation companies,
six thermal companies and one super hydro generator. There
will also be a nuclear power generator (RosenergoAtom).
The share of private ownership in territorial generation com-
panies would be in the range of 75-100 %, in therma com-
panies 51-100 %, and at least 52 % in the hydropower gen-
erator. RosenergoAtom will remain wholly owned by the
state. The power generators sell their electricity on the
wholesale market, of which about 15 % is already competi-
tive and market-priced. By around 2010, wholesale prices
should be wholly unregulated.

Power transmission remains under the Federal Grid
Company, presently 100 % owned by UES. In the future, the
state’'s share in FGC will increase to 75 % plus one share.
Electricity would reach regional grids through seven inter-
regional distribution companies. The private retail compa-
nies would sell the electricity to enterprises and households,
which could choose their electricity provider freely.

Possible problems

Power sector reforms require a delicate balancing of the
needs of various, often opposite, interests (market players,
consumers, politicians, officials, etc.) at the same time trying
to assure free and honest competition.

In Russia the most serious challenges relate to owner-
ship, pricing and investment. Questions of ownership present
a two-edged quandary. Planned regulatory institutions are
not independent, so the very fact that the state acts as both a
market participant and a market regulator carries an implicit
threat of intentional government intervention. Moreover, the
fact that Russian electricity markets are poorly integrated
with each other could, in the situations of peak electricity
demand, lead to excessive market power of certain regional
electricity companies. This is why the International Energy

Agency (IEA) recommends further diversification of owner-
ship.

Under present plans, retail pricing, for social reasons,
will remain regulated at both federal and regional levels
during the transition period. Cross-subsidies (low residential
electricity rates paid for with higher industria rates) are to be
abolished, although no deadline has been set. In any case, as
long as price regulation remains, it acts as a serious impedi-
ment to investment flows into the sector.

Major electricity consumption growth ahead

- investments needed

Russia's electricity production grew steadily in the 1980s,
only to slump with the collapse of the Soviet Union. While it
began to revive after the 1998 financial crisis, production
overall has yet to reach the 1990 level. In 2004, Russian
electricity consumption per capita hovered around 6000
KWh, which was only about a third of the consumption of
another northern country, Canada.

President Putin wants to double the GDP within a dec-
ade, a goal that will require sufficient and secure electricity
production. Russids Energy Strategy projects that electricity
production under the most optimistic scenario will increase
by about a fifth in 2000-2010, which is in line with the pro-
jected electricity consumption estimate. In 2000-2005 elec-
tricity consumption grew less than 9 %. However, there are
clear regional and seasonal variations in consumption, which
recently have began to create problems. In many regions
electricity consumption already exceeds the 1990 benchmark
and in the criticd areas like Moscow, Leningrad and
Tyumen, there have been limitations on electricity use as
well as restrictions on new connections to the grid.

To meet the higher electricity demand in the future as
well as solve the problems of regional and seasonal variation,
huge investments are needed. UES calls for more than tri-
pling the 2006 investment level to at minimum $20 billion a
year from 2008. The IEA estimates Russia's investment
needs in 2003-2030 will amount to $380 hillion (almost 2 %
of GDP for the period), of which over half would go to in-
vestments in transmission and distribution and the rest to
expanding generation capacity.

A key question is how Russia will attract such huge
sums of money. Who outside the public sector is willing to
invest in a sector presently mostly in state hands, functioning
under price regulation and possessing fixed capital assets of
little value? Finance minister Alexei Kudrin says the state
will remain for the time being the main investor in the elec-
tricity sector. The recent decision of government to start
offering minority shares in generation companies also im-
plies private capital injections into the sector. But are inves-
tors confident enough that power sector reform will proceed
as planned? Is minority ownership enough for them? These
are crucial questions for Russia.

* The author is an economist at BOFIT.
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Economic Developments

Oscillating growth

After accelerating to over 7% y-0-y in the second half of
2005, GDP growth slowed in the early months of this year
and more recently picked up (see chart). Rosstat estimates
GDP grew 5.5 % in the first quarter. The slowdown occurred
despite the rise of export prices to record levels, which has
usually pushed growth. The export price for crude oil was up
35 % in the first four months of 2006 and for gas about 50 %.
The moderation resulted primarily from apause in invest-
ment growth early in the year and, as suggested by data on
retail trade and services, a slightly slowed expansion of pri-
vate consumption. On the other hand, retail trade still in-
creased over 10 %. General structural changes continued as
congtruction and industry revived in spring while agriculture
and cargo transport increased slowly.

Real economy developments, % change from 12 months previous

BOFIT Russia Review
6« 20.6.2006

ployees in trade have risen virtually every year since Russia’'s
transition started.

The trade expansion reflects a simultaneous income effect
from Russia's rising energy export earnings and transforma-
tion into a consumer society with an accompanying growth in
consumer credit. Russia's national accounts statistics suggest
that in this decade the volume of retail trade has grown fastest
in total household consumption (presently representing about
68 % of the consumption), which is different from the ser-
vices sector (between a fifth and a quarter of consumption)
where prices have risen much faster than volume. Consump-
tion as in-kind salaries e.g. in agriculture has developed
slowest (some 6 % of total household consumption).

More organised forms of retail trade have begun to dis-
place various types of local markets and bazaars that gained
share in the 1990s, and they now control almost 80 % of all
retail trade. Rising living standards have changed composi-

16 - 16 tion of the consumer shopping basket as retail volumes of
14 | |14 food items (excluding alcohol) have increased more slowly
12 | |10 than the total in this decade (although not in the past couple
10 | 10 of years)._AIcohoI sales climbed _rapidly early in this decade
8 | while retail volumes of non-food items steamed ahead fastest,
6 6 including 13-14 % annual growth in 2004-05 and topped by
15 to 35 % annual increases in sales volumes of household
47 M4 equipment and cars. Finally, the share of imports in the value
27 2 of retail trade has risen to over 45 %, including 35 % of food
0 ; ‘ 0 items and some 55 % of non-food items.
2005 Retail trade 06

—— Investments
= All main sectors *)
Industry

*) agriculture, industry, construction, transportation, trade

Source: Rosstat

Domestic trade expansion — more non-food items and imports

Trade has been the outstanding expanding sector in the econ-
omy. In terms of both volume and value added, wholesale
and retail trade have increased by well over 10 % per year in

Consumption, retail trade and services, % change of volume

15 A

recent years. The trade sector's share of GDP, which has -10
declined slightly due to lower price increases compared to 1999 2000 01 02 03 04 05
other sectors, is presently about 18 %, making it larger than, s Total household consumption
for example, manufacturing. The trade sector is aso Retail trade, total
an important employer, providing jobs for 17 % of thework- ... B i et
force (in comparison, the entire industrial sector employs Payable services
about 21 %). Moreover, both the share and number of em-  source: Rosstat
Macroeconomic indicators

1997 1998 1999 2000 2001 2002 2003 2004 2005 2006 as of
GDP, % 14 -5.3 6.4 10.0 51 4.7 7.3 7.2 6.4 55 QL/06
Industrial production, % 1 2.0 -5.2 11.0 11.9 2.9 31 8.9 7.3 4.0 4.8 1-5/06
Fixed investments, % -5.0 -120 53 174 10.0 2.8 12.5 11.7 10.7 74 1-4/06
Unemployment, % (end of period) 9.0 13.2 124 9.9 8.7 9.0 8.7 7.6 7.7 75 4/06
Exports of goods, US$ hillion 86.9 74.4 75.6 105.0 1019 1073 1359 1835 2453 91.7 1-4/06
I mports of goods, US$ billion 72.0 58.0 39.5 449 538 61.0 76.1 96.3 1251 42.9 1-4/06
Current account, US$ hillion -0.1 0.2 24.6 46.8 339 29.1 354 58.6 842

! New methodology from Jan. 1, 2005; figures for 2001-2004 are revised and not comparable with previous years.
Sources. Rosstat, CBR.
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President Putin’s annual budget address

In his annual budget speech, the president touched many of
the same issues as a year ago. He reminded that while
budget policy in 2005 was in line with strategic goals, infla-
tion was till too high. Real wages in the budget sector, in-
cluding those in the military and in national security rose, as
did pensions, and that will one priority in the future as well.
He added that the national projects to improve health, edu-
cation, housing and agriculture will continue and that their
financing is assured.

More efficiency and quality in state administration

A key issue taken up by Putin was increasing the efficiency
of state administration. Budget organisations, he stressed,
must balance independence against accountability and trans-
parency. Currently, preparation and implementation of poli-
cies and measures suffer from numerous deficiencies. State
property also has to be better administered and public pro-
curement handled more effectively. Federal and municipal
authorities should strive for joint long-term procurement
contracts. He also underlined the importance of quality of
state services, calling for clear indicators to measure per-
formance and materia rewards to state employees that help
to raise the quality of services. Putin referred to insufficient
quality when speaking about the tax and customs services,
which have been publicly condemned for corruption and
inefficiency. He noted that control of tax avoidance via
transfer pricing should be improved, especially regarding
foreign trade deals between related parties. In April, a pro-
gram to reform the customs service was approved, and Putin
recently fired the head of the Federal Customs Service.

After Putin's speech, government passed adecree on
supporting state bodies to carry out administrative reforms.
Resources to federal, regiona and municipal budget organi-
sations will be allocated on a competitive basis to the best
reform proposals. The best implanted projects will also be
rewarded. According to Deputy Economy Minister
Sharonov, who is in charge of the administrative reforms,
the government will introduce new regulations on the quality
of state services. These include shortening queuing times
and speeding up issuance of official documents.

More transparency and efficiency in spending policies

Russia has managed to adhere to fairly restrictive budget
policies in recent years — agreat achievement given the
state’s large income from energy. Putin noted budget expen-
ditures have to be transparent and more tightly linked to set
goals. In the case of regional support, this means not punish-
ing regions for their good results but increasing incentivesto
motivate them to better performance. He said non-interest
expenditures must be based on economic growth and long-
term world market oil prices. The Stabilisation Fund should

be divided into two parts — areserve for supporting budget
expenditures during periods of low oil prices and defined as
ashare of GDP, and another set aside for future generations.

2007-2009 plans see relaxation of natural resource taxes

The government approved its guidelines of tax policy for
2007-09 in May. President Putin also addressed many of the
same issues in his budget speech.

The taxation of natural resources was one of the main
topics. Under the guidelines, the extraction tax on oil will
continue to be linked to the world market oil price at least
until 2015. Qil production will be encouraged by lowering
taxation of mature fields. In the guidelines tax holidays are
assigned to new fields situated in eastern Siberia, while
Putin also referred to fields on the continental shelf. The
changes are intended to support growth of oil production,
which has slowed in recent years partly because of the in-
creased tax burden. Minfin data shows the extraction sector
paid taxes (including unified social tax) worth over 50 % of
its value added produced in 2005. The figure was 19 % in
manufacturing and 13-17 % in other major economic sec-
tors. In agriculture, it was a mere 4 %. At the same time, the
guidelines contemplate new taxes in 2008 for producers of
ferrous and non-ferrous ores.

The government is also considering increasing the share
regional budgets get from extraction taxes. In recent years,
most tax revenues on hydrocarbon extraction have gone to
the federal budget, while tax money from certain non-energy
natural resources has gone mainly to regional budgets. In
2002-03, the federal share of revenues from hydrocarbon
extraction was already about 80 %, and has increased since
then. Since 2005, al revenues from the extraction tax on gas
and 95 % of revenues on other hydrocarbon resources have
gone to the federal budget. The division has been justified
by highlighting the role of federal government in distributing
revenues back to regions to equalise differences in living
standards. Under the current circumstances, however, natu-
ral-resource-rich regions lack much incentive to lure inves-
torsto develop new fields.

Putin stated that in 2005 taxes and other obligatory pay-
ments as a share of GDP — based on a fixed ail price of $20
per barrel — were down from 2004. However, taking into
account the over 45 % rise in the price of Urals-grade oil in
2005, the burden clearly grew. This was apparently due to
revenue from oil export duties (in 2004, total customs duties
equalled 5 % of GDP; in 2005, they were about 7.5 %).

Official policy, supported also by Putin, remains geared
to lowering the tax burden on non-extraction sectors. From
the start of 2007, enterprises will be allowed to deduct all
losses suffered in the previous year, as well as e.g. spending
on R&D. VAT refunds should come back sooner, but no
further lowering of VAT rate is foreseen. There will aso be
changes in excise taxes.

Fiscal indicators for federal government (% of GDP, unless otherwise indicated; end-period figures for debt and the Stabilisation Fund)

1998 1999 2000 2001 2002 2003 2004 2005 2006, asof 2006 budget
Revenues* 114 126 154 17.8 203 195 201 237 256 1-5/06 20.7
Expenditures 174 16.8 14.6 14.8 190 178 158 162 161 1-5/06 17.5
Balance -6.0 -42 0.8 3.0 14 17 44 74 95 1-5/06 3.2
Foreign currency debt 501 877 55.3 444 362 257 196 102 12/05
Foreign currency debt, $bn 158.2 1546 1434 1331 1235 1197 1144 765 12/05
Stabilisation Fund, $bn 189 430 716  05/06

1 Since 2002 part of the unified social tax isincluded in the federal budget.
Sources. Budget 1997-2000 IMF, 20012005 Rosstat, 2006 Minfin; Debt 1996-1999 IMF, 20002005 Minfin; Stab.Fund 2004- Minfin
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Inflation slows

In the course of this spring, consumer price inflation slowed
from aspike in the first two months of the year to arate of
9.5 % y-0-y in May (see chart). That figure is morein line
with Russia's revised official inflation projection of 8-9 %
for the year. On the other hand, inflationary pressures have
not disappeared as Russia continues to experience large ex-
ternal surpluses, briskly rising wages, some increased
budget spending, rapidly growing bank lending, rising indus-
trial producer prices (athough down to 13 % y-0-y in May,
the lowest rate in two years) and postponed increases in
regulated prices.

On the macroeconomic front, the CBR reduced its inter-
ventions in foreign exchange markets and allowed the rou-
ble to appreciate abit in the first quarter of 2006. Nominal
appreciation should have had an immediate effect in cooling
the rise in consumer prices for both food and non-food
goods, as alarge share of them are imported, as well asin
some industrial producer prices. The delayed downward ef-
fect of the smaller interventions involving reductions in do-
mestic money growth, however, was countered by increased
interventions later this spring. To soak up liquidity, the CBR
raised its rates on deposits for banks (to 1.5-2 %) and of-
fered higher yields on its own bonds (now over 5 %). Yet
these monetary policy instruments did not have much effect
so far as the deposit rates and bond yields are still low.
Thus, the massive mechanism for liquidity absorption re-
mains the government’s stashing of its surplus cash (stabili-
sation fund monies and other surpluses) at the CBR. In early
May, the government's deposits at the CBR constituted
more than 40 % of domestic rouble money (the stabilisation
fund aone held some 28 %).

As for price regulation, prices of non-food goods have
risen slowly partly because both consumer prices and pro-
ducer prices for gasoline have been virtually frozen since
last autumn. The government’s projection about railway
cargo prices for this year implies that there will be no fur-
ther rises after the 9 % hike at the start of the year. Prices of
consumer services have risen more slowly than in earlier
years as the government’s ceiling on price hikes by regional
and local authorities for housing and community services
seems to have held. The government projects such prices
will rise 18-19 % y-0-y by end-2006 (compared to 33 % in
2005), implying moderate hikes during the rest of the year.

Equity markets shaky

Russian equity markets continued their steep upward climb
this year. The RTS equity index in early May was up about
60 % from last December’s levels, hitting an all-time high of
1,765 points (see chart). Similar to other emerging market
stock indexes, the RTSl then tumbled 25 % in just three
weeks. Presently, it is up about 15-20 % from December.

Asin other emerging markets, spreads on Russian sovereign
bonds have risen, with the EMBI+ Russia climbing from
around 100 basis points in early May to 120-130 basis
points by mid-June.

The moves of May-June have been part of aglobal shift
from equities, especially those in emerging market econo-
mies, in reaction to expectations of higher inflation and in-
terest rates in the west. They have also been seen as reflect-
ing uncertainties relating to the oil price and as a correction
in Russia after ahuge rise in the stock market since May
2005. Individual Russian authorities have aso noted that
they have identified cases of insider trading. While Russia's
relatively thin stock market compared to the sizeable flows
of e.g. foreign investor money make it prone to high volatil-
ity, the main Russian stocks, mostly gas and oil companies,
should enjoy some strength as long as world energy prices
remain high.

Prices, wages and the exchange rate, % change from 12 months pre-
vious
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Monetary indicators

1997 1998 1999
Inflation (CPI), 12-month, % (end of period)  11.0 84.4 36.5
M2, 12-month growth, % (end of period) 29.0 21.3 575
Average wage, $ (period average) 164 108 62
Deposit interest rate, % (period average) 16.8 17.1 13.7
Lending interest rate, % (period average) 32.0 41.8 39.7
Forex reserves, $ bn (incl. gold) 17.8 122 125
RUB/USD exchange rate (end of period) 5960 20.65 27.00
RUB/EUR exchange rate (end of period) 27.23

Sources. Rosstat, CBR.

2000 2001 2002 2003 2004 2005 2006, asof
20.2 18.6 151 12.0 11.7 10.9 9.9 5/06
615 397 324 505 358 386 38.7 4/06
79 111 142 180 237 301 361  4/06
6.5 4.9 5.0 4.5 3.8 4.0 38 3/06
244 17.9 15.7 13.0 114 10.7 102  3/06
279 366 478 769 1245 1684 2479 9.6.06

2816 3014 3178 2945 2775 2878 26.98 5/06
26.14 2649 3311 3682 3781 3394 34.64 5/06
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CIS free trade — no quick fix
by Vesa Korhonen*

Since the fall of the Soviet Union soon 15 years ago, the CIS
countries have pursued economic integration, among many
other things, through free trade agreements (FTAs). Still, the
share of intra-CI S trade has declined to about 20 % of their
total exports and 30 % of imports. Their trade and economic
growth are significantly constrained by slow economic re-
form, poor domestic and cross-border infrastructure, and
geography. Many CIS countries face large reform challenges
with enterprise reform, governance, competition, utilities and
banking, and some CIS countries still with privatisation.
Together with their trade partners, they need to facilitate
integration through frameworks for freer trade in goods and
services, capital flows (including direct investments) and
movement of labour. Still, even in the area of trade in goods
— normally the first area of cross-border integration — there
remain variousissues, small and large, to be addressed.

Web of CIS free trade agreements

In the first half of the 1990s, the CIS countries concluded
preferential FTAs, which developed into averitable web.
Anintended centrepiece is aregional FTA among 11 of the
12 CIS countries signed in and stipulated to apply from 1994,
while all 12 CIS members also concluded some 30 bilateral
FTAs (BAs) between each other. As aspecia complication,
the regional FTA and various BAs may be applied in parallel,
which presupposes interpretations about their contradictions.
Besides the aspect that some BAs have reportedly not been
implemented and al the FTAs suffer from implementation
shortfalls, the FTAs address certain trade barriers only in
general terms or otherwise give rise to discretion.

Partly unclear elimination of basic barriers at the border
While the regional FTA boldly provided for the abolition of
customs duties and quantitative import and export restric-
tions without transition periods, products excepted were
ultimately left to be agreed in BAs. In many cases, the excep-
tion lists are reportedly short or non-existent. However, the
17 available BAs notified to the WTO suggest that many
BAs, instead of fixing exceptions, note that such exceptions
shall or may be agreed going forward, in some cases annu-
aly. Such an approach may create uncertainty for investors,
even if the regional FTA puts astandstill on restrictions
beyond those contained in BAs. In addition, standard provi-
sions alowing exceptions on such grounds as the environ-
ment, health and security are broadened to cover e.g. export
products with domestic prices below world market prices.

As for measures at the border, the regional FTA alows
customs fees in excess of actual customs costs within “rea-
sonable” limits, adefinition that also causes uncertainty in
the discretionary customs environment found in CIS coun-
tries. While multi-document practices may favour corruption,

the goa of launching aunified intra-ClS customs document
remains to be reached.

Further, many BAs put the origin of goods on a bilateral
basis, while the regional FTA alows intra-CI'S cumulation of
origin that promotes the formation of cross-border produc-
tion chains. However, sufficiently detailed intra-CI S rules of
origin are subject to gradual piecemeal negotiations. Certain
product groups thus have interim rules of origin that may
change. On an intra-ClS or bilateral basis, the rules should be
identical to reach cumulation (in Europe, it took some years
until cumulation was launched in 1997 among the EU, the
EFTA countries and central and east European countries).

Another complication arises from the safeguard clauses
of the FTAs that differ in defining the measures allowed and
situations where safeguard measures may be applied.

Room for trade barriers inside the economy

Various behind-border barriers can dilute or even nullify the
trade benefits gained from the abolition of barriers at the
border. While FTAs in general do not always set high ambi-
tions when tackling inside barriers and the CIS countries
have made progress in lowering technical barriers to trade,
especialy in the area of standards, their FTAs only rather
softly address some domestic barriers and as such warrant
development. For example, subsidies, which are tempting
mechanisms during hard times of transition and still rela-
tively wide-spread in various CIS countries, are only prohib-
ited by the FTAs, notably including export subsidies, if they
violate fair competition or “normal” economic conditions.
The competition rulesin the regiona FTA are fairly standard
in stressing the effect on trade but most BAs only emphasize
such cases of agreements between enterprises that are made
specifically to limit competition. The behaviour of state trad-
ing enterprisesis not separately addressed in the FTAs.

Larger moves in CIS free trade may take time

CIS countries may probably work undisturbed to develop the
aspects of their existing FTAs, while larger efforts in CIS
trade integration could create extra questions in the WTO
negotiations where seven CIS countries are seeking WTO
membership (four CIS countries are aready in the WTO).
Such larger steps will rather be feasible after at least the most
important CIS countries become WTO members. A regiona
CIS effort could ultimately consist of acustoms union that
six CIS members (including Russia) aim to create and — since
a customs union would be a party to any FTA on behalf of its
members — an FTA/FTAs between the union and the other
six CIS countries. A customs union would also be an actor in
the WTO as regards various issues of trade in goods, which
might mean revisiting some of its external tariffs until all
union members have joined the WTO.

* The author is an economist at BOFIT.
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Economic Developments

Growth up and down, partly mixed signs of diversification
Economic growth revived in spring, then slowed in summer.
This is what the composite indicator of output in five main
sectors (agriculture, industry, congtruction, transportation,
trade) suggests (see chart), although the economy ministry
estimates GDP rose some 7 % y-0-y through April-July. The
economy was largely driven by afurther acceleration of pri-
vate consumption, as suggested by retail trade (up 12 % y-o0-y
in 2Q06) and arecovery in investment growth (to almost
12 %) which was reflected in increasing construction.

Growth in domestic production remained clearly lower
than domestic demand as the accelerated domestic demand
growth only weakly drove domestic industrial production (up
in spring but down to 3% y-0-y in summer). Extractive in-
dustries revived as most fuels, minerals and ores fared
dlightly better than early in the year (see chart), and it was the
many manufacturing branches that created the spring-summer
variation. There were also other mixed signs. Contrary to the
various growing manufacturing branches (food, paper,
chemical & petrochemical, construction materials, furniture
and metal industries), production of machinery and equip-
ment seemed to stagnate as a whole while the various sub-
branches showed large increases and decreases.

Main sectors and industrial production, % change from 12 months
previous

Export revenues and import volumes surge ahead

Central Bank of Russia data indicate Russia's export reve-
nues from goods rose amost 30 % y-0-y in 2Q06 (35 % in
1Q06). Asin recent years, export prices were the key revenue
driver (see chart) as the price of crude oil was up 35 % y-0-y,
and natural gas destined for export rose almost 50 % (in part
due to the ending of low friendship pricing for certain CIS
countries, especialy Ukraine). Global demand, especially
from China, also pushed up prices for certain major export
metals. Russian customs estimates the total export volume
increased 5% y-o0-y in 1HOG6, even if exports of both crude
oil and gas dropped slightly (gas exports to non-CIS coun-
tries were up over 5 %). The export volume was propped by
growing deliveries of oil products (up well over 10 %) as
well asindividual metals, chemicals and wood.

Imports of goods surged almost 30 % y-o-y both in dollar
and euro terms in 2Q06 (24 % in dollars and 34 % in euro in
1Q06). The increase was even faster for non-CIS imports.
Russian customs computes the import volume increased well
over 25% y-o-y in 1HO06. Imports of machinery and equip-
ment, not counting passenger cars, were up amost 50 % in
value and stood a 37 % of total customs-recorded imports.
Passenger car imports also rose 50 % in value and accounted
for a9 % share. Imports of chemicals and individual food and
other consumer items aso increased rapidly. High growth
rates for certain imported consumer items may partly reflect
improvements in customs recording regarding coverage and
pricing of goods. Indeed, total imports according to customs

20 ~
data rose 33 % y-0-y against 26 % in the CBR’s corrected
LT3 )l L A data. The gap between the two data sets narrowed from last
year to clearly less than 20 %.
g/ \
Volume and prices (in dollars) of Russia's exports and imports of
5 7/\ goods, % change
{ 30 5
0 +—=—+ - —— Export prices
20 — a
S - Import volume
2002 03 04 05 06 10 |
=== Main sectors * —
—— Extractive indu)stries o~ Export volume
Manufacturing industries 0
,/ Import prices
*) agriculture, industry, construction, transportation, wholesale & retail trade 10 J
Source: Rosstat 2001 02 03 04 05 1HO6
Source: Russian customs
Macroeconomic indicators
1997 1998 1999 2000 2001 2002 2003 2004 2005 2006 as of
GDP, % 14 -5.3 6.4 10.0 51 4.7 7.3 7.2 6.4 55 QL/06
Industrial production, % * 20 -5.2 11.0 119 29 31 8.9 7.3 4.0 4.2 1-7/06
Fixed investments, % -5.0 -120 53 174 100 28 125 11.7 107 10.8 1-7/06
Unemployment, % (end of period) 9.0 13.2 124 99 8.7 9.0 8.7 7.6 7.7 7.3 7/06
Exports of goods, US$ hillion 86.9 74.4 75.6 1050 1019 1073 1359 1835 2453 1441 1-6/06
Imports of goods, US$ hillion 72.0 58.0 395 449 538 61.0 76.1 96.3 125.1 69.5 1-6/06
Current account, US$ hillion -0.1 0.2 24.6 46.8 339 29.1 354 586 842 56.8° H1/06

1 New methodology from Jan. 1, 2005; figures for 2001-2004 revised and not comparable with previous years.
Sources. Rosstat, CBR.
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Russia pays off its Soviet-era debt to Paris Club

In June, Russia and the Paris Club of sovereign creditors
struck an agreement on debt repayment to 17 countries. The
agreement relates to the Soviet Union debt that Russia ag-
reed to take care of after the break-up of the USSR. Under
the deal, Russia paid the Club about $22bn in August. After
a$15bn instalment ayear ago, the final repayment — the
largest ever early repayment to the Club — came as no sur-
prise. The deal involves aone hillion dollar compensation
for advance repayment, of which Germany received the
lion's share ($700m). After the August repayment, Russia
still owes $3-4bn in restructured Soviet-era debt to Paris
Club countries. This will be paid in products and services.
For example, Finland will receive about $25m in scientific
and technical equipment.

The road to this point has not been easy. After the col-
lapse of the Soviet Union, Russid's negotiations with the
Club were delayed due to disagreements especialy with
Ukraine on how to divide up Soviet debt and property. After
Russia and the Paris Club reached a deal in early 1993,
there were two major restructurings of the debt in the course
of the 1990s as Russia failed to keep to its agreed payment
schedules. Russia aso unofficially began to seek partial debt
forgiveness. At the start of 2001, Russia asked yet again for
another debt rescheduling and said it would probably only
be able to cover interest costs. Years of rising oil prices and
tighter oil taxation have now reversed the situation. The
stabilisation fund, from which the prepayment is financed, is
bulging with oil revenues.

Early repayment has many advantages for Russia. First,
the Ministry of Finance (MinFin) estimates Russia will save
up to $12bn in interest costs. The resulting savings will be
put into the newly created investment fund to be used
mainly for important infrastructure projects. Second, debt
repayment does not fuel inflation. In addition, Russia hopes
to improve its credit rating and get access to cheaper loans.
A month before the prepayment, Fitch aready upgraded
Russia' s long-term foreign currency rating to BBB+, which
is three notches above the level some three years ago. S& P
and Moody's are expected to follow.

2007 budget ready for Duma

After the government completed its 2007 federal budget
discussion in August, the budget was sent to Duma. Both
revenues and expenditures were revised upwards compared
to figures approved in the mid-summer meeting. The latest
figures are based on dlightly higher estimates of GDP and
the Urals-grade crude oil ($61 per barrel). The revenues are
now planned to amount to 22.3 % of GDP, up 13 % from
the 2006 projected revenues in nominal terms. Spending is
dated at 17.5% of GDP, which is nominally 24 % more

than anticipated for this year. Non-interest spending will rise
by more than aquarter nominally or about 17 % in real
terms. The spending increases partly reflect the upcoming
Duma election at the end of next year and the presidential
election in March 2008.

Part of stabilisation fund converted to foreign currencies

In late July, some stabilisation fund assets were converted to
foreign currencies for the first time since the creation of the
fund at the start of 2004. Of the RUB400bn (approximately
$15bn or less than fifth of the fund resources at the time of
conversion) 45% were converted to dollars and another
45 % to euros, while the remaining 10 % was exchanged for
British pounds. These conversions will continue in the fu-
ture. Fund resources can also be invested in government
bonds of 14 countries with the highest possible credit rat-
ings of Fitch, S& P and Moody’s.

While MinFin is in charge of administering the stabilisa-
tion fund resources, the actual funds are held by the CBR,
which invests them according to instructions from the min-
istry. The August conversion was a straightforward internal
CBR operation: part of stabilisation fund resources were
transferred from rouble accounts to various foreign currency
accounts. Thus, the conversion should cause no changes in
Russia s balance of payments.

Although the resources were only converted to foreign
currencies, Minfin reports a deduction of RUB400bn from
the stabilisation fund, which seems odd. However, accord-
ing to preliminary information, MinFin will later begin to
publish separate figures on fund resources in foreign cur-
rencies.

Russian government external debt and stabilisation fund,
end of period, USD billion

140

— [ Federal government external debtto non-residents
120 [ Soviet-era Paris Club debt
— |====Stabilisation fund

100 - —_
80 -
60 -

40 A

- HHN B

1999 2000 2001 2002 2003 2004

2005 1QO06 Aug.06e*

* The stabilisation fund figure reported by MinFin since the end of
July 2006 does not include the RUB400bn converted to foreign
currencies in July 2006; e=BOFI T estimate.

Sources: CBR, Ministry of Finance, BOFIT

Fiscal indicators for federal government (% of GDP, unless otherwise indicated; end-period figures for debt and stabilisation fund)

1998 1999 2000 2001

Revenues 114 126 154 178
Expenditures 174 168 146 148
Balance 60 -42 0.8 3.0
External debt? 66.8 445 333
External debt?, $bn 130.8 1155 102

Stabilisation fund, $bn

2002 2003 2004 2005 2006, asof 2006 budget
203 195 201 237 239 1-7/06 20.7
190 178 158 162 152 1-7/06 17.5

14 17 44 74 8.7 1-7/06 3.2

2717 225 163 9.2 85 3/06
957 969 957 701 685 3/06

189 430 674 7/06

! Since 2002 part of the unified social tax isincluded in the federal budget.

2 i e. debt to non-residents

Sources: Budget: IMF 1998-2000, Rosstat 20012005, Minfin 2006. Debt: Central Bank. Sab.fund: Minfin.
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Markets

Foreign direct investments in fuels rise

Foreign direct investments into Russia, as reported by
Rosstat, increased over 40 % y-o0-y in 1H06. However, FDI
inflows may be subject to large variations and in fact the
1HO06 FDI inflow was at last year's average level. In 2005
and 2006, FDI inflows equalled about 1.5 % of GDP. Even
taking into account that the FDI inflows reported by the
CBR have been clearly larger, FDI overall is still quite low
for having a notable impact on economic devel opment.

Moreover, while FDI could be useful in Russia’s de-
clared quest for export diversity, FDI continues to be con-
centrated quite heavily on crude oil production. This likely
applies to the surge of FDI in 1HO06 as well, even if the FDI
sector statistics currently lump extraction of all fuels to-
gether (see chart).

Apart from the peak in late 2005, FDI into the manufac-
turing sector has been relatively modest. This reflects short-
comings in Russia’'s investment conditions compared to cur-
rent FDI opportunities elsewhere, not least in China
An amount almost equalling the FDI into Russian manufac-
turing has flowed to the trade and trade-related services sec-
tor to take advantage of the ongoing consumption boom.

A large share of FDI is constantly of Russian origin,
channelled via offshore gateways, especially Cyprus, which
as of mid-2006 accounted for almost a third of the stock of
FDI in Russia. A recent example is the transfer of owner-
ship in one of Russia's largest private banks to aforeign
company owned by Russian investors, which partly explains
the rise of the FDI in the financia sector in 1HO6.

Foreign direct investments into Russia by sector, USD billion

earlier sector data current sector data

Rapid expansion in banking continues

The banking sector in Russia is evolving rapidly and is sup-
ported by surging earnings from oil and gas exports. Total
assets on the aggregate balance sheet of domestic and for-
eign-owned banks in Russia thus rose 40 % from mid-2005
to mid-2006 in nominal terms and nearly 30 % in rea terms.

Household deposits, acrucial source of bank funding
(28 % of their total liabilities in mid-2006), continued to
grow at the fast 2005 pace (see chart). The gradual build-up
of confidence in banks appears to continue, and cash keeps
getting changed into bank deposits even if interest rates on
household bank deposits remain considerably negative in
real terms. There is alack of alternatives for households to
invest their money reasonably risk-free. Corporate deposits
(also 27-28% of the liabilities) rose rapidly, reflecting
abundant liquidity in the corporate sector and also in their
case apossible gradual shift from cash to bank accounts.
While rouble cash in the economy increased slower (24 %
in real terms) than total bank deposits, there is still quite
alot of cash around. In mid-2006, rouble cash in circulation
equalled 37 % of the sum of al bank deposits, and foreign
cash at least 15 % (as suggested by the CBR estimate for
end-2005). Funds of non-resident banks (8 % of liabilities)
and firmsin the banks were up sharply.

Banks in Russia went on expanding their lending rapidly
as growth of loans to domestic non-financial companies
(over 40 % of the total assets) revived dightly from 2005
(see chart). Loans to households (13 % of the assets) con-
tinued to soar. Banks increased their exposure to domestic
firms also by sharply increasing their investments in domes-
tic corporate bonds as well as equity (together representing
about 5% of assets) while additional exposures to corpo-
rate papers were wrapped in sell-back contracts. Reflecting
both the plentiful liquidity and limited bank coverage of the
interbank market in liquidity provision, cash kept in bank
vaults and at the central bank remained high — over 8 % of
total assets as of end-June 2006.

Banks' total assets and main balance sheet items, end of period,
% change in real terms from 12 months previous

= =
e
0 - m mm s me === === 804
2001* 02* 03* 04* 2004* 1HOS 2HO5 1HO6
Household loans
Crude oil production / Fuels extraction 604 Corporatedeposits
_I\Iglaréufact(tjjrlng mdusgry o " (cations) — T ta] asSELS
rade and services (excl. transport & communications i
= = = . Fnancial sector P 40 4 gousehOId deposns ,,,,,,,,,,,
Other = = = : Corporate loans
204 e =~ FESro—o-L-=-
*) For comparability, figures for each full year have been divided by two.
Source: Rosstat 0
2002 03 04 05 1HO6
Source: CBR
Monetary indicators
1997 1998 1999 2000 2001 2002 2003 2004 2005 2006, asof
Inflation (CPI), 12-month, % (end of period) ~ 11.0 84.4 36.5 20.2 18.6 151 12.0 11.7 10.9 9.3  7/06
M2, 12-month growth, % (end of period) 29.0 21.3 57.5 61.5 39.7 324 50.5 35.8 38.6 45.0 7/06
Average wage, $ (period average) 164 108 62 79 111 142 180 237 301 416.8 7/06
Deposit interest rate, % (period average) 16.8 17.1 13.7 6.5 4.9 5.0 4.5 3.8 4.0 40 6/06
Lending interest rate, % (period average) 32.0 41.8 39.7 24.4 17.9 15.7 13.0 114 10.7 105 6/06
Forex reserves, $ bn (incl. gold) 17.8 12.2 125 27.9 36.6 47.8 769 1245 1684 275.0 18.8.06
RUB/USD exchange rate (end of period) 5960 2065 27.00 2816 30.14 31.78 2945 27.75 28.78 26.87 7/06
RUB/EUR exchange rate (end of period) 2723 2614 2649 3311 3682 3781 3394 34.11 7/06

Sources. Rosstat, CBR.
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Russian investment levels hardly adequate

by Vladimir Pantyushin*

Adequate investment in the Russian economy is critical if
the country is to achieve sustainable economic advancement.
Despite double-digit growth in the past few years, invest-
ment still lags behind the rest of the economy, and the recent
variation of investment dynamics adds uncertainty to growth
potential. Moreover, there are several factors that complicate
the situation further.

Net investment moderate - capacity utilization up

First, the positive economic impact of healthy investment
growth has been weakened by high capital replacement
needs. The infrastructure, buildings and equipment — ne-
glected throughout the early transition period — show clear
signs of deterioration. Depreciation has exceeded 10 % of
GDP in recent years, thus keeping net investment levels
relatively low. In other words, asubstantial part of gross
investment goes to maintaining the existing capital stock.

Second, amajor factor behind Russia's solid industrial
growth since 1999 has not been new investment, but improv-
ing utilization of existing capacity, where average rates have
increased from 50 % in 1999 to 67 % in 2004.

A production function approach allows separation of the
dynamics of the key inputs (capital and labour). We add
capacity utilization dynamics to the usua structure (see
chart). This reveals that while both physical inputs of the
manufacturing process — labour and total capital — have been
declining in real terms, output has been improving primarily
due to the better use of production facilities.

In the last two years, however, the utilization-driven
growth gave way to aregular investment-based expansion.
Incidentally, this has apparently been an important factor
behind the slowing industrial production growth in the last
two years. Because the higher utilization option has been to
alarge degree exhausted, future output growth depends
critically on investment. Although we expect capacity utili-
zation to further increase in the near future, most of this will
come as a natural by-product of new investment, not as a
result of an improvement in the existing facilities. Neverthe-
less, in some sectors, particularly in agriculture, the better
use of existing facilities still presents a significant potential
for boosting output.

Really old equipment

Third, the bulk of existing assets remains outdated. More-
over, the past decade has been marked by continuous ageing
of industrial facilities, and even the recent investment expan-
sion has been unable to reverse this trend. The quality and
age of equipment in Russia thus remains adrag. Official
estimates of equipment depreciation show that 45 % of in-
dustrial equipment was worn out as of end-2005 compared
to 38 % adecade ago. Only recently has the situation started
to improve in some sectors, but it still requires more effort

from the authorities in improving the investment climate and
providing additional tax incentives.

Sector variation

At the sector level, investment volumes are distributed quite
unevenly. Although some variation is due to different shares
of fixed assets in the production processes, there is addi-
tional dispersion because of the different paths that the sec-
torstook during the transition period.

The available evidence indicates that the natural resource
industries have advanced further than the rest of the econ-
omy, since oil companies have been the most active inves-
tors after telecoms in the recent years. Auto manufacturers,
on the other hand, are clearly lagging behind in this area.
This is one of the key reasons for their relatively poor over-
al performance.

Macro implications and optimal policy choice

Our calculations also show that keeping GDP growth rate at
the 6 % level would require roughly 10 % real investment
growth, while 7.2% GDP growth (which would imply
adoubling in the size of the economy in ten years) would
require aimost 13% annual growth in investment. As
areference, in 2004-05 annual investment growth was 10.5-
11 %. Therefore, recent growth rates, although till high,
remain inadequate for the purpose of doubling GDP in
adecade. If the investment dynamic continues to slow, this
will naturally reduce growth prospects further.

The government’s top priority, in our view, should be to
improve the investment environment and create favourable
conditions for domestic and foreign investors. We believe
that encouraging FDI presents the best option for the au-
thorities. Besides increasing the overal investment level, it
will bring much-needed technology, know-how and exper-
tise.

Industrial output and its main components, 1993=100
120 -

/
100
80 -
\
60 1 e [ndustrial gross output
Capacity utilization
40 — Total fixed assets

e====|ndustrial employment
20

0 T T T T T T T T T T T 1
1993 1994 1995 1996 1997 1998 1999 2000 2001 2002 2003 2004

Sources: Rosstat, Bessonov, Renaissance Capital

* The author is the Chief Economist of Renaissance Capital,
Moscow.
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Economic Developments

Russia’s robust growth should continue in 2006-2008

In connection with the Bank of Finland’s bi-annual outlook
for the Finnish economy, BOFIT last month released its fore-
cast for the Russian economy in 2006-2008. We expect Rus-
sia’'s real GDP to increase this year by 6.4 % then decelerate
dlightly to 6.1 % next year and 5.6 % in 2008. We have re-
vised Russias growth figures dlightly upwards from our
predictions last February due to higher-than-expected ail
prices. The average oil price assumptions for 2006-2008 are
now $68, $72 and $65 dollars per barrel, respectively.

Qil remains a highly significant influence on the Russian
economy, even if the growth in Russian oil production has
substantially slowed. January-August oil production was up
just over 2 % y-o-y. Crude oil exports in volume terms were
essentially stagnant, while exports of refined oil products
experienced growth exceeding 11 % (partly due to increased
taxation on crude exports).

The slowing in crude exports has significantly affected
the overall growth of export volumes, which is now expected
to settle in around 7 % annually during the forecast period.
On the other hand, rapid economic growth and a strengthen-
ing rouble should sustain strong growth in import volumes
through 2008. The volume of imports is estimated to increase
at about the same rate as last year, i.e. approximately 17 %.
The rapidly growing import levels should pose no threat to
the external balance in the next two years; the current account
surplusin the first half of 2006 was nearly 13 % of GDP.

Despite the owdown in growth for Russian oil produc-

BOFIT Russia Review
10 « 13.10.2006

The Ministry of Finance reports oil- and gas-related reve-
nues currently account for half of all federal budget revenues.
Qil revenues have alowed the government to build up sig-
nificant reserves in the Stabilisation Fund ($71 billion at the
beginning of October) and pay off in August its outstanding
Soviet-era debts ($22 hillion) to the Paris Club of sovereign
creditors. We expect the central government’s fiscal balance
to remain in surplus in spite of the upcoming elections and a
significant real increase in government spending. A strong
fiscal performance would enhance the overall situation in the
outlook period, while rapidly rising real spending — particu-
larly on wages and other current items — could undermine
fiscal credibility.

Thus, disciplined fiscal policy will remain crucial in deal-
ing with the liquidity flows from oil exports and the resulting
inflation pressures. Even with prudent fiscal policies, how-
ever, Russian monetary authorities still face difficulties in
their efforts to simultaneously restrain inflation and maintain
the rouble’s nominal exchange rate. We do not expect major
changes in the country’s monetary policy framework as the
continuing high price of oil will keep fuelling inflation
throughout the forecast period, and thereby strengthen the
rouble’s real exchange rate further. Conceivably, a strong
rouble could undermine Russia’'s competitiveness, but for
now there are no clear indications the rouble is overvalued.

Growth of Russian GDP 1996-2008, % y-o0-y

tion and export volumes, record-high oil prices ill have a 15
powerful effect on Russia’'s export earnings, which have v
boosted overall purchasing power and promoted growth in 10
other sectors (e.g. retail trade and construction). Moreover, \W
not al growth is due to ail price developments. Assuming no >
changes in international oil prices and the rouble’s real ex- ) | /f\_\
change rate, we estimate that the annual trend growth of the \
Russian economy is some 4 %. -5 -V
Regarding other demand factors than exports, Russia’s L \_/ —Rosstat

\%owth is currently drl\_/en mainly by private consumption. BOFIT forecast

e see no change in this respect as household real incomes
are expected to keep rising by some 10 % per year in the -15 ‘ ‘ ‘ ‘ ‘ ‘
outlook period. Despite recent negative news concerning 1996 98 2000 02 04 06 08
foreign investment in the energy sector, we predict total fixed
investments will continue to climb at their current rate of  Source: Rosstat 1996-2006(Q2), BoF forecast 2006 (Q3)-2008
11 % in the coming years. This implies the investment-to-
GDP ratio will increase somewhat from the current 21 %.
Macroeconomic indicators

1997 1998 1999 2000 2001 2002 2003 2004 2005 2006 as of

GDP, % 14 53 6.4 100 51 4.7 7.3 7.2 6.4 6.5 H1/06
Industrial production, % * 2.0 -5.2 11.0 119 29 31 8.9 7.3 4.0 4.3 1-8/06
Fixed investments, % -5.0 -12.0 5.3 17.4 100 2.8 125 11.7 107 111  1-8/06
Unemployment, % (end of period) 90 132 124 99 87 9.0 8.7 7.6 7.7 7.2 8/06
Exports of goods, US$ billion 869 744 756 1050 1019 107.3 1359 1835 2453 1980  1-8/06
Imports of goods, US$ billion 720 580 395 449 538 61.0 761 963 1251 978  1-8/06
Current account, US$ billion -0.1 0.2 24.6 46.8 339 29.1 354 58.6 842 79.9e  1-9/06

! New methodology from Jan. 1, 2005; figures for 2001-2004 revised and not comparable with previous years.

Sources. Rosstat, CBR.
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1HO06 federal budget performance again exemplary

Russia posted very strong federal budget performance in
January-June. Both revenues and expenditures increased
sharply in real terms, while the resulting surplus reached
9 % of GDP. The fact that revenues were down as a share of
GDP is explained mainly by the large lump-sum tax arrears
payments by Yukos and Sibneft in the first half of 2005.
Expenditures were dlightly lower as percentage of GDP,
mainly areflection of diminished interest payments.

Realised H1/06 federal budget, % of GDP

Revenues H21/05 | H1/06 |Expenditures H1/05| H1/06
Total 25.8 | 24.1 |Total 156 | 15.2
Customs duties 7.3 8.8 |Transfersto non- 34 3.6
budgetary funds
VAT* 8.4 5.9 |Defence 2.6 2.6
Natural resource 4.0 45 |Transfers** 2.3 2.2
payments
Profit tax 1.9 1.9 |Socia sphere*** 21 20
Unified social tax 14 1.2 |Law and order 2.0 2.0
(UsT)
Interest on debt 11 0.7
Other 2.8 1.8 |Other 21 21
Balance 10.2 8.9

* includes VAT on production in Russia as well as on imports

** mainly transfersto regional and local budgets, not including UST

*** mainly professional education and military and law enforcement

pensions, but also health, social policy, mass media, culture and the arts
spending. Sources. Rosstat, Minfin

Last year's substantial tax arrears payments boosted espe-
cially VAT revenues. However, estimates of the Economic
Expert Group found VAT revenues in 1H06 were down on
year, even after deducting the influence of tax arrears pay-
ments. While this is due mainly to changes in the VAT pay-
ment schedule and other practices, it could also signal prob-
lems with VAT collection. All other mgjor tax revenue
sources grew considerably, both as shares of GDP and in
real terms. The decrease in social tax revenues reflects its
regressive nature; as incomes rise, UST revenues decrease
as more people benefit from relatively lower tax rates.

The expenditure structure did not change substantially,
with interest payments continuing to fall and accounting for
amere 4 % of federal budget expenditures in the first half.
The noticeably large transfers from federal budget to non-
budgetary funds have grown, especially since the beginning
of 2005 when the maximum UST-rate was cut from over
36 % to 26 % and revenues from the tax halved. The impact
of the change affect the finances of the Pension Fund most.
Thus, transfers from the federal budget have had to be in-
creased to meet the shortfall. The share of transfers to non-
budgetary funds (mostly to Pension Fund) in 1HO6 repre-
sented about a quarter of non-interest expenditures.

Gas market deregulation ahead?

Presently two-thirds of Russid's electricity production is
based on thermal generation, with nearly two-thirds of that
heat provided by natural gas. The state majority-owned
Gazprom and its subsidiaries account for 85 % of Russian
gas production. The Russian press has recently been cover-
ing Gazprom's reluctance to supply gas for the domestic
electricity production. Gazprom has important export obli-
gations for years ahead, which has led to speculation that it
prefers to shirk its domestic obligations for its more profit-
able export business. Regulated prices of gas sold to domes-
tic producers run around $40-55 per thousand cubic metres,
while the same amount exported brings in an average of
$200-250.

Electrical power energy giant RAO UES also further
acknowledges that the lack of capacity and poor state of
Russid's electrical grids hinders its abilities to transmit elec-
tricity even if UES had adequate gas supplies to produce it.
Last winter, vulnerable areas including Moscow, St. Peters-
burg and Tyumen had to restrict electricity use. The situa-
tion seems destined to remain chronic without major in-
vestment in Russia's power infrastructure. Electricity short-
ages a so have knock-on effects on other industries.

UES head Anatoly Chubais and energy minister Viktor
Khristenko recently revealed parts of a preliminary plan to
liberalise Russian domestic gas markets starting next year.
While the overall stance of the Russian government remains
unclear, the plan has been publicly opposed by the economy
minister German Gref. Under the current plan, the share of
gas sold at the domestic market at unregulated prices is to
be gradually increased. In the first stage, the unregulated gas
market would reach 100 billion m®, about 15 % of total gas
production in 2005 or a quarter of the domestic gas con-
sumption. Deregulated gas prices would mainly affect in-
dustrial enterprises, while the general population and mu-
nicipal services would be subject to a longer deregulation
schedule. Next year, industrial consumers would be ex-
pected to stick to long-term contracts based on gas pricesin
the European market.

The increase in the price of gas would likely result in
electricity rate hikes. UES has aready demanded higher
electricity rates, because it has been forced to use expensive
coal and heating oil, instead of gas, to produce electricity.

The Russian economy should benefit from the partial
deregulation of gas prices. While it raises costs for domestic
producers and could increase bankruptcies in power-intense
industries, higher prices would rationalise the use of gas and
give more resources to both gas and electricity sector to
invest in infrastructure. Naturally, there are still many hin-
drances to a fully liberalised gas market — notably Gaz-
prom’s monopoly on the access to gas pipelines.

Fiscal indicators for federal government (% of GDP, unless otherwise indicated; end-period figures for debt and stabilisation fund)

1998 1999 2000 2001 2002 2003 2004 2005 2006, asof 2006 budget
Revenues* 114 126 154 17.8 203 195 201 237 238 1-8/06 20.7
Expenditures 174 16.8 14.6 14.8 190 178 158 162 150 1-8/06 17.5
Balance -6.0 -4.2 0.8 3.0 14 17 44 74 8.8 1-8/06 3.2
External debt? 66.8 44.5 333 2717 225 163 9.2 7.6 6/06
External debt %, $bn 130.8 1155 102 957 969 957 701 659 6/06
Stahilisation fund, $bn 189 430 707 9/06

! Since 2002 part of the unified social tax isincluded in the federal budget.

2 i e. debt to non-residents

Sources: Budget: IMF 1998-2000, Rosstat 20012005, Minfin 2006. Debt: Central Bank. Sab.fund: Minfin.
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Inflation stops falling?

The pace of consumer price inflation eased smoothly from
mid-2005 until early this summer. During the last three
months, however, inflation has hovered around an on-year
rate of 9.5 % without visible declining trend any longer (see
figure). The revised official target for CPI inflation at the
end of the year is presently 8-9 %.

Strong increases in the money supply and wages appear
to be preventing further significant inflation declinesin Rus-
sia. According to a CBR estimate, the January-September
current account surplus was $80 billion. As capital inflows
and outflows have been more or less in balance, Russia's
foreign reserves have increased accordingly, leading to ac-
celeration in money supply growth. In recent months, broad
money supply (M2) growth has reached 45 % y-0-y, com-
pared to 30 % in spring 2005. Moreover, robust economic
growth and ample liquidity keep the pressure on for higher
wages. Real wages in roubles are currently increasing 14 %
y-0-y; the average monthly wage in dollars now exceeds
$400, compared to just $300 at the end of 2005. In addition
to cost-push effect, large income gains fuel consumer
spending and, consequently, demand-pull inflation. Some
markets (e.g. Moscow housing) seem aready to be over-
heated.

In addition, producer prices are climbing even faster
than consumer prices, raising concerns regarding the persis-
tence of high-inflation erain Russia.

Rouble’s real exchange rate keeps strengthening

While the statements of Russian policymakers have been
contradictory with regards to inflation and exchange rate
policy, the CBR consistently pursues its policy of keeping
the nomina exchange rate relatively stable (see figure).
Measured by the CBR’'s nominal effective (trade-weighted)
exchange rate index, the rouble keeps appreciating at 3.5 %
y-0-y with practically no monthly variation during the year.
In nominal terms, the rouble has appreciated 2.8 % against
the US dollar and 4.6 % against the euro over the past
twelve months.

The major dilemma of Russia's monetary policy, how-
ever, relates to the real exchange rate, a key measure of
price competitiveness. Relatively brisk inflation, combined
with a modestly appreciating nominal exchange rate, have
caused the rouble to appreciate 9.9 % y-0-y in real effective
terms over the last twelve months. The corresponding real
exchange rate figures for the US dollar and the euro are
9.0 % and 12.9 %, respectively.

Qil prices drive Russian stock market

Following the collapse of global equity marketsin May, the
Russian stock market rebounded during the summer months
(see figure). In September, a significant decline in oil prices

hit energy company shares. Given the heavy weighting of
the energy sector on the Moscow stock exchange, the drop
was sufficient to pull down Russian equity markets overall.
At the beginning of October, the situation again reversed.
For the year, Russian equity prices have gained 40 %.
Emerging market equity prices are up about 10 % on aver-
age.

Inflation and money (M2) growth 2003-2006, % y-0-y
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Monetary indicators

1997 1998 1999
Inflation (CPI), 12-month, % (end of period)  11.0 84.4 36.5
M2, 12-month growth, % (end of period) 29.0 21.3 57.5
Average wage, $ (period average) 164 108 62
Deposit interest rate, % (period average) 16.8 17.1 137
Lending interest rate, % (period average) 320 41.8 39.7
Forex reserves, $ bn (indl. gold) 17.8 12.2 125
RUB/USD exchange rate (end of period) 5060 20.65 27.00
RUB/EUR exchange rate (end of period) 27.23

Sources. Rosstat, CBR.

2000 2001 2002 2003 2004 2005 2006, asof
20.2 18.6 151 120 117 10.9 9.5 9/06
615 397 324 505 358 386 450 8/06
79 111 142 180 237 301  407.3 8/06
6.5 4.9 5.0 4.5 3.8 4.0 39 7/06
244 179 157 130 114 10.7 101 7/06
279 366 478 769 1245 1684 2662 9/06
2816 3014 3178 2945 27.75 2878  26.78 9/06
2614 2649 3311 3682 3781 3394 33.98 9/06
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Diagnosing Dutch Disease: Does Russia have the symptoms?
by Nienke Oomes and Katerina Kalcheva*

Russia is a mgjor producer of natural resources. It is esti-
mated to hold the world’s largest natural gas reserves, sec-
ond-largest coal reserves and seventh-largest oil reserves.
Crude ail, oil products and gas together account for almost
60 % of Russia'stotal export revenues and an estimated 20—
25 % of Russian GDP. In recent years, record high oil prices
have generated significant windfall revenues, but they have
also set the real exchange rate on an appreciation path that
threatens the competitiveness of Russids manufacturing
sector. This has led many observers to suggest Russia could
be coming down with “Dutch Disease.”

The three symptoms of Dutch Disease

Briefly summarized, the Dutch Disease hypothesis, posited
by Corden (1982) and Corden and Neary (1984), states that
an increase in resource prices or resource output results in
real exchange rate appreciation and a decline of the manu-
facturing sector, which, in turn, may induce lower long-run
growth. Assuming that the supply of commodities is not
entirely inelastic, an increase in the resource price raises the
demand for labour and capital in the resource sector, imply-
ing higher wages and a higher return to capital. If factors are
mobile, this will induce labour and capital to move to the
resource sector. In Russia, however, this “resource move-
ment effect” seems unlikely to play a very significant role,
given that the oil sector employs relatively few workers and
labour mohility is generally low. More important for Russia
isthe “spending effect” that results from rising oil prices that
generate higher wages and profits in the oil sector. This
raises aggregate demand in the economy, which, in turn,
raises the prices of nontradables relative to that of tradables.
Theresult isreal appreciation of the currency.

Using detailed sectoral and time series analyses, we
study whether Russia has exhibited the three main symptoms
of Dutch Disease: (1) real exchange rate appreciation, (2) a
slowdown in manufacturing growth and (3) acceleration in
services-sector growth (assuming the spending effect domi-
nates the resource movement effect).

As for the first symptom, it is clear that the rouble’s real
effective exchange rate has appreciated substantialy in re-
cent years. This cannot necessarily be regarded, however, as
evidence of Dutch disease. To avoid a spurious diagnosis,
we must ask whether the effect of oil prices on the real ef-
fective exchange rate is significantly positive after control-
ling for other real exchange rate determinants, including
government consumption, net international reserves, and the
productivity differential. Based on data through the end of
2005, we estimate the statistical long-run relationship be-
tween the real exchange rate and its determinants, after
which we interpret the error-correction term as a deviation
from the long run equilibrium, i.e. as the extent of exchange

rate misalignment. Subject to the usual caveats regarding the
difficulty of estimating a long-run relationship for a sample
period of lessthan ten years for an economy in transition, we
find that higher oil prices and government consumption
significantly contributed to real appreciation. We also find
that pressure on the real exchange rate has been eased by
accumulation of foreign exchange reserves and, consistent
with the Balassa-Samuelson hypothesis, that appreciation
has been proportional to productivity differential growth. We
do not, however, find evidence that the real exchange rate
has been overvalued in recent years.

Regarding the second and third symptoms, we find evi-
dence that output and employment have increased less rap-
idly in Russia’'s manufacturing sector than in its services
sector. In particular, our sectoral data show that the manu-
facturing sector has grown more slowly than other sectors
since 2001, while manufacturing employment growth has
fallen. We aso find evidence that the share of the services
sector has increased, suggesting that the spending effect has
indeed been more important in Russia than the resource
movement effect. Even so, it is difficult to conclude that the
observed patterns are actually the result of resource move-
ment or spending effects. There can be other reasons why
the manufacturing sector has shrunk and why the services
sector has expanded. In particular, an increase in the relative
size of the services sector may be a natural “transition” phe-
nomenon, given that, during socialism, the manufacturing
sector received significant state support, while the services
sector remained undeveloped.

Russia may not be Dutch Diseased yet, but risks remain
While Russia appears to display all the symptoms, we con-
clude that it may not have contracted Dutch Disease yet.
That is, we find evidence of a declining manufacturing sec-
tor and an expanding services sector, but no evidence that
this is the result of an overvalued rea exchange rate. What
likely have helped to prevent the disease thus far are Rus-
sia's prudent policies of saving its oil windfall revenues in
the Stabilisation Fund and rapidly repaying foreign debt.
Given that oil prices are projected to remain high, however,
the risk of Dutch Disease remains and warrants close moni-
toring.

* Nienke Oomes is an economist at the International Mone-
tary Fund, and currently the IMF Resident Representative in
Armenia. Katerina Kalcheva is an economist at Morgan
Sanley International. The article is based on a forthcoming
BOFIT Discussion Paper. The views expressed here are
those of the authors and do not necessarily represent those
of the IMF, IMF policy or Morgan Stanley.
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Economic Developments

No big changes in sector-level output dynamics

The latest figures on output in the most important sectors of
the Russian economy indicate no significant changes in the
output dynamics this year compared to last year (see table).
Rosstat’s composite indicator for the five core sectors of the
Russian economy (agriculture, industry, construction, trans-
portation, trade), which is sometimes used as a leading indi-
cator for GDP, points to approximately 6 % output growth in
January-September.

Strongest growth was again recorded in services, which
includes retail trade. Robust domestic demand has also sup-
ported growth in the construction sector, while industrial
growth continues to be clearly slower. The performance of
agriculture remains poor and may evidence severe problems
in implementing agricultural reforms.

While the big picture concerning output developments
remains unchanged, the detailed data on industrial output
reveal severa interesting insights. First, growth of the mining
industry has continuously — though slowly — recovered from
last year's dump as oil output in January-September in-
creased 2 % and gas output 3 %. Second, the slowdown of
output growth in manufacturing reflects the corrosive effects
of falling output in machine building and stagnation of output
growth in the chemical industry and electrica machinery and
equipment production. These sectors together account for
amost a fifth of Russia's total manufacturing output. The
poor performance of domestic machine building industries is
reflected also in Russia's foreign trade (see next item).

: BOFIT Russia Review
el 11 » 15.11.2006

Trade surplus widens despite pick-up in imports

The Federal Customs Service reports that the value of Rus-
sian goods exports in January-September was $222 hillion, a
28 % increase from a year ago. In the same period, import
growth matched exports, reaching $93 bhillion. Given the
huge disparity between export and import levels, the trade
surplus continued to increase even if import growth (32 % y-
0-y) outstripped export growth (23 %) in the third quarter.
The trade surplus equalled about 17 % of GDP.

As the figure below shows, Russian export revenues are
heavily influenced by oil price trends. With prevailing high
energy prices, we see energy accounts for 67 % of Russia's
total exports. Metals and metal products, another important
export sector, have a 13 % share. Chemical products and
machinery each account for about 5 %, while the forest sector
only accounts for 3 % of Russia stotal exports.

Machinery and equipment accounted for 46 % of total
imports in January-September. Car imports represented a
fifth of total machinery imports. Chemical products and food-
stuffs had 17 % and 15 % import shares, respectively.

The European Union, by far Russiads most important
trading partner, accounted for 53 % of Russia's total trade
turnover. The role of the CIS countries continues to decline;
currently these countries represent only about 15 % of Rus-
sia's foreign trade. Russian trade with China (6 % of total
trade) is double the size of Russian trade with the US,

Russia’s foreign trade, 12-month sum, US$ billion

Output growth in the core sectors of Russia’s economy, % y-0-y 350 Trade balance Exports 80
300 1 = |mports —Qil (rhs)
2002 2003 2004 2005 2006* 1 60
Industry 31 89 73 40 42 250 / ]
Mining 6.8 8.7 6.5 1.0 2.4 200
+ 40
Manufacturing 11 103 9.2 6.1 4.4 150 /
Agriculture 15 13 31 12 -01 106 M
Transportation 50 77 64 25 25 T20
Construction 39 128 101 83 114 501
Retail trade 9.3 8.8 125 11.7 12.3 0 w w w w w 0
7 1995 1997 1999 2001 2003 2005
anuary- September
Source: Rosstat Source: Federal Customs Service
Macroeconomic indicators
1997 1998 1999 2000 2001 2002 2003 2004 2005 2006  asof
GDP, % 14 -5.3 6.4 10.0 51 4.7 7.3 7.2 6.4 6.6e 1-9/06
Industrial production, % ! 2.0 -5.2 11.0 11.9 2.9 31 8.9 7.3 4.0 4.2 1-9/06
Fixed investments, % -50 -120 5.3 174 10.0 2.8 125 11.7 10.7 11.7 1-9/06
Unemployment, % (end of period) 9.0 13.2 12.4 9.9 8.7 9.0 8.7 7.6 7.7 7.1 9/06
Exports of goods, US$ hillion 869 744 756 105.0 1019 1073 1359 1835 2453 2239 1-9/06
Imports of goods, US$ billion 720 580 395 449 538 61.0 76.1 96.3 1251 1124 1-9/06
Current account, US$ hillion -0.1 0.2 24.6 46.8 339 29.1 354 58.6 84.2 79.9e  1-9/06

1 New methodology from Jan. 1, 2005; figures for 2001-2004 revised and not comparable with previous years.

Sources. Rosstat, CBR.
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Finance ministry wants to reorganise stabilisation fund and
budget formation

There has been a lot of discussion lately on how the gov-
ernment’ s financial assets from natural resources (mainly oil
and gas) should be handled. The finance ministry’s contri-
bution to this discussion is a proposal for new budget policy
principles.

The proposal recognises risks related to an economy
dependent on raw material production. Russia's oil and gas
sectors account for about half of federal budget revenues
and over 60 % of export revenues. High oil and gas prices
carry the risk of encouraging generous spending that is hard
to cut when prices retreat. Fluctuating world market prices
also have impact on the rouble’'s exchange rate, interest
rates and inflation — al of which affect investment levels
and economic growth.

Presently oil and gas revenues are split up, with a part
going to the budget and part set aside in the national stabili-
sation fund. Natural resource use fees on oil and oil export
tariffs exceeding a $27-per-barrel limit go to stabilisation
fund. Federal budget surpluses may also be saved in the
fund. According to the proposal, also revenues from profit
taxes, excise taxes and certain minor revenue sources deriv-
ing from oil as well as oil products and gas would go to the
stabilisation fund. The fund would be divided into two parts.
One part would resemble the current fund, continuing to
provide macroeconomic smoothing in the face of volatile
world energy prices. The other part would be dedicated to
expenditures of future generations. The proposal does not
include a suggestion on how stabilisation fund assets would
be divided between the two parts.

Federal budget revenues are proposed to be divided into
two categories: “oil and gas’ and “other” revenues. Speci-
fied shares of oil and gas revenues would be transferred to
both parts of the stabilisation fund, with the remainder used
for covering the deficit of the “other” budget. By gradually
diminishing the share of oil and gas revenues going to the
budget, its dependency on oil and gas revenues is to be
diminished. In 2006, oil and gas revenues worth some 5.5 %
of GDP would be transferred to budget. The transfers
should on the basis of ministry’s calculations gradualy
decline to 3% of GDP by 2015. During the early years of
the new budget policy, aso additional government borrow-
ing to finance the essential expenditures may be needed. In
the more distant future, only yields accrued from invested
stabilisation fund assets would be used to finance budget
expenditures.

The dependency of the budget on energy revenues
should diminish aso if the oil-price projections made in the
three-year financial plan are fulfilled. Under the plan, total
federal budget revenues are set to gradually decrease in

relation to GDP as the average price of oil is expected to go
down (from a forecast $65 per barrel in 2006 to $48 per
barrel in 2009). The share of oil and gas revenues in total
revenues would therefore also decrease. Already next year
other revenues should exceed those deriving from oil and
gas. By 20009, oil and gas revenues are estimated to account
about half of other revenues (see chart).

Selected federal budget indicators (2002-2009), % of GDP
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Diversifying investment of stabilisation fund assets

The finance ministry began converting stabilization fund
resources into foreign currenciesin July. The assets are now
in dollars, euros and sterling pounds. However, the finance
ministry is examining possibilities to widen both the list of
currencies as well as the instruments used. In order to bal-
ance risks, the ministry has considered widening the list of
currencies available for conversion to include the Japanese
yen and the Swiss franc. Presently, stabilization fund assets
can be invested in the government bonds of 14 countries
with highest possible credit ratings. Minfin is also consider-
ing to invest a part of assets into corporate bonds or com-
pany shares. However, such investment would require legis-
|ative changes.

2006 budget amended

At the start of November, the Russian government approved
amendments to the 2006 budget. The changes will soon be
brought before the Duma and are likely to pass. The amend-
ments include increasing budget revenues by 22 % (corre-
sponding to 22.7 % of GDP) and budget expenditures by
4% (16.3 % of GDP) compared to the original budget act.
The surplus would rise by a quarter to 6.4 % of GDP. The
higher revenues are mainly due to higher-than-estimated oil
prices and accrue largely from export duties and natural
resource fees. The bulk of the expenditure increase is pro-
posed to be spent on transfers to regions, defence and im-
provements in the national infrastructure (e.g. transport and
production).

Fiscal indicators for federal government (% of GDP, unless otherwise indicated; end-period figures for debt and stabilisation fund)

1998 1999 2000 2001
Revenues 114 126 154 178
Expenditures 174 168 146 148
Balance 60 -42 0.8 3.0
External debt? 66.8 445 333
External debt?, $bn 130.8 1155 102

Stabilisation fund, $bn

2002 2003 2004 2005 2006, asof 2006 budget
203 195 201 237 232 1-10/06 20.7
190 178 158 162 146 1-10/06 175
14 17 44 74 8.6 1-10/06 3.2
2717 225 163 9.2 7.6 6/06
957 969 957 701 659 6/06
189 430 765 10/06

! Since 2002 part of the unified social tax isincluded in the federal budget.

2 i e. debt to non-residents

Sources: Budget: IMF 1998-2000, Rosstat 20012005, Minfin 2006. Debt: Central Bank. Sab.fund: Minfin.
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Middle class make strong earning gains

The emergence of a middle class in Russia has important
political and economic ramifications. Unfortunately, defin-
ing and measuring “middle class’ are non-trivial tasks. Es-
timates of the size of Russia’'s middle class vary from less
than 15 % to nearly 40 % of the population.

Sociologists typically consider severa aspects (income,
wealth, education, occupation and self-identification) when
attempting to define and estimate the share of the middle
class in a population. Such studies find that the share of the
middle class in Russia has been rather stable — about 20 %
or nearly 30 million people — throughout this decade. How-
ever, given the robust growth of real wages and other in-
comes in the last six years, the current middle class popular
is far better off in economic terms than their middle class
counterparts at the beginning of the decade.

In market research, the approach is usually narrower as
purchasing power factors are given priority in defining mid-
dle class. Market research reports may give quite diverse es-
timates on the share of middle class, but they are consistent
in their identification of growth in this share in past years.

According to the Levada Center’s monthly survey from
October 2006, only 13% of Russians can afford to purchase
consumer durables. In the survey, Russians define the
monthly income level needed for a Russian to lead a “nor-
mal” life as $400-450 in 2005. Rosstat reports that 18% of
Russians had an income of at least $450 in 2005. The aver-
age monthly wage in Russia at the end of last year was $300.

The change in the structure of Russian consumer expen-
ditures is another indication of the gradual emergence of a
middle class. During 2000-2005, the share of foodstuffs in
total expenditures decreased considerably, from 48% to
33%. Although the change was partly explained by higher
inflation in prices of services, there was also a clear increase
in the share of income going to consumer durables such as
vehicles, furniture, household apparel and electronics. For
example, persona computers per 100 households rose from
6 in the beginning of the decade to 20 in 2004, home musi-
cal centres increased from 12 to 28 and the share of house-
holds with passenger cars was up from 27 to 33 %. Conse-
quently, also consumer lending has increased considerably
from a low starting level. During the past three years bank
lending to households has annually increased over 80 % in
real terms. Even so, households' debt ratio of 10 % of yearly
cashincomesis still low by international standards.

CBR publishes monetary policy guidelines for 2007

The Central Bank of Russia stated that the main principles
of monetary policy applied in previous years will remain in
place in 2007. The CBR’s 2007 consumer price inflation
target range will be 6.5-8 %, a half-percentage-point shift
from this year's target of 7-8.5 %. The CBR only cautiously

touched the issue of real effective appreciation of the rouble,
forecasting strengthening in the range of 0-10 % depending
on economic developments and its success in holding down
inflation. Four scenarios of economic development, each us-
ing different assumptions for the price of Uras crude ail
($45-85 per barrel), were considered in developing the
monetary policy strategy. The four scenarios see 2007 GDP
growth coming in at somewhere between 5-6.6 %, growth in
fixed investment in the range of 9-12 % and growth in real
disposable incomes on the order of 9-11 %.

Money market interest rates on the rise

At the end of October, the interest rate for one-day loansin
the interbank market jumped to 9.8 %, arecord high for this
year. While Russia's money market rates are typically higher
at the end of month, there presently seems to have been a
shift in the level of money market rates; the interest rate for
one-day interbank loans in the first half of November aver-
aged 6.3 % compared to 2.8 % for January-October. High
interest rates reflect a harsher liquidity situation due to ex-
ceptionally high tax payments for earlier oil exports.

While recent money market developments emphasise
difficulties of monetary policy implementation, they also
point to existing problems in the banking sector. Severa
lower rank banks were reported to have been forced to pay
unusually high interest rates due to their lack of liquidity.
The true stress test for the banking sector viability, however,
would be a major drop in oil prices or a significant decline
in inflation that would bring about positive rea interest
rates.

In October, the CBR lowered its refinancing rate for
commercial banks by a half percentage point to 11 %. The
central bank’s refinancing rate plays only a minor role in
monetary steering as banks do not take refinancing loans
from the central bank. It is mainly used in setting penalty in-
terest rates for belated payments.

Russia's inflation and interest rates, % p.a. (monthly data)
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Monetary indicators

1997 1998 1999
Inflation (CPI), 12-month, % (end of period)  11.0 844 365
M2, 12-month growth, % (end of period) 29.0 21.3 57.5
Average wage, $ (period average) 164 108 62
Deposit interest rate, % (period average) 16.8 17.1 137
Lending interest rate, % (period average) 320 41.8 39.7
Forex reserves, $ bn (indl. gold) 17.8 12.2 125
RUB/USD exchange rate (end of period) 5060 20.65 27.00
RUB/EUR exchange rate (end of period) 27.23

Sources. Rosstat, CBR.

2000 2001 2002 2003 2004 2005 2006, asof
20.2 18.6 151 12.0 11.7 10.9 9.2 10/06
615 397 324 505 358 386 46.6  9/06
79 111 142 180 237 301 4139 9/06
6.5 4.9 5.0 4.5 38 4.0 40 8/06
244 17.9 15.7 130 114 10.7 10.3 8/06
279 366 478 769 1245 1684 2725 10/06
2816 30.14 31.78 2945 2775 28.78 26.75 10/06
26.14 2649 3311 3682 3781 3394 34.03 10/06



Focus

BOFIT Russia Review 11 ¢ 2006

Russia’s automotive industry: looking under the hood

by Dmitriy Plekhanov *

This year marks the seventh consecutive year of growth in
the Russian automotive market, with some 2 million cars
expected to be sold. By ICSS estimates, passenger car sales
will reach $33 billion this year — a more than five-fold in-
crease over the 2000 level (see figure). The major factors
underlying the recent market dynamics are rapid income
growth, increased availability of consumer credit, low per
capita ownership rates and an ageing car fleet. As these
factors will persist in Russia for years to come, the potential
for further market growth will remain. Unlike the booming
domestic market, Russia’'s car exports remains relatively
staid at around 130,000 vehicles annually.

A prominent feature of market expansion in Russia is
that it has been driven primarily by import growth; domestic
model production volumes have decreased steadily from
1,022,000 units in 2000 to 911,000 in 2005. Despite a 30%
average annua growth rate in imports, domestic carmaker
AutoVAZ has retained its dominance in the market with
annual production of more than 700,000 units. However, as
rising domestic costs and rouble appreciation erode the price
competitiveness of domestic models, Russian carmakers
must focus on quality enhancement by looking to possible
alliances with foreign manufacturers or other ways to access
innovative technologies. For example, the GAZ group this
year acquired a British light commercial vehicle manufac-
turer, aswell as US automotive plant of DaimlerChrysler and
its production licenses. Moreover, the ubiquitous Volga will
be redesigned to maintain current production volumes rather
than phased out.

Humble charm of industrial assembly

In April 2005, the Russian government proposed an “indus-
trial assembly” regime to promote foreign carmakers to set
up assembly plants in Russia and bring in original equipment
manufacturers (OEMs). Under the regime, a declared
amount of auto components can be imported at either zero or
3-5% import tariffs. To receive the dispensation, OEMs are
required to organize production of at least 25,000 units a
year on Russian soil and reduce imports of components by
30% within 7-8 years. As of October 2006, nine investment
agreements had been concluded with foreign OEMs on con-
struction of greenfield plantsin Russia (Toyota, Nissan, GM,
Volkswagen and Ford) or joint ventures (Autoframos-
Renault, GM-AutoVAZ) and Russian-owned companies
(I1zh-auto, Severstal-auto), which have aready begun assem-
bly of South Korean Kia and SsangY ong models at existing
production sites.

The total number of foreign vehicles assembled in Russia
in 2010 should reach around 600,000 units, a four-fold in-
crease from the 2005 level. Despite this impressive projec-
tion, foreign OEMs face numerous challenges as they enter

the Russian market. The average capacity of their Russian
assembly plants will be held to a suboptimal level of 50,000
units, which is quite small compared to similar plants in
Eastern Europe (average capacity 230,000 units). Moreover,
no international suppliers have plans for massive expansions
into Russia. Given the humble OEM capacity plans, it comes
as no surprise that foreign auto component manufacturers
will concentrate mainly on producing car parts for the Rus-
sian after-sales market.

Auto components make a crucial difference

Russia s automotive industry remains highly vertically inte-
grated, with domestic manufacturers producing up to 60% of
their components in-house. Thus, despite a relatively high
volume of car production, there are currently very few inde-
pendent auto component manufacturers in Russia. This is
especialy striking when compared with the recent rise of the
auto component sector in Eastern Europe and China. Several
large auto component suppliers have emerged as OEM spin-
offs, but domestic production is still highly concentrated
within carmakers. Russian manufacturers have a strong posi-
tion in the component market for domestic models where
they possess competitive advantages in price, location and
customer relations, but the mgjority of them still fail to pro-
duce innovative products or meet required quality levels.

In our opinion “industrial assembly” should be viewed as
necessary but not sufficient tool of government automotive
policy. The crucia task for the industrial policy in Russia
now is to propose effective measures for stimulating produc-
tion of modern auto components as well as emphasize do-
mestic R& D and import of technologies.

Structure of Russia’s domestic car sales in 1995-2006, USD billion
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* The author isaresearcher at the Institute for Complex
Srategic Studies (ICSS), Moscow.
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Economic Developments

Robust growth of fixed investment

Most output indicators show growth of the Russian economy
has continued robust, prompting many analysts to revise
upwards their forecasts for this year. At the beginning of
December, the economy ministry raised its 2006 GDP growth
estimate to 6.8 %. Russian growth has been driven for some
time by domestic demand, particularly private consumption
supported by strong income gains. Retail trade, which has
been increasing at 13 % y-o0-y, has prospered most from
robust household demand.

Regarding the sustainability of Russia's growth, it is
noteworthy that investment growth has recently accelerated.
In January-October, fixed investment was up aimost 13 %
compared to the same period last year. October on-year
growth reached 19 %. This implies a gradual increase in
Russia's investment-to-GDP ratio, which is important as the
current investment level of 18 % is considered a far too low
in light of Russia’'s actual needs.

Industry (44 % of total investments) and transportation
(26 %) accounted for the bulk of investment. A large and
increasing amount of investment (over a third of tota
investment) was related to the energy sector (mining,
refining, electricity, pipelines). Housing accounted for 7 % of
total fixed investments.

Investment growth varies considerably among Russia's
regions. This year, fastest growth has been recorded in the
Far Eastern Federal Didgrict, which is solely due to the
Sakhalin energy projects.

Growth of Russian GDP and investment, % y-0-y
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Government dominates R&D activities in Russia

A new OECD publication Science, Technology and Industry
Outlook 2006 shows that the large emerging BRIC
economies, which traditionally spent relatively little on
research and development, have increased their R&D
emphasis as their global role has changed over the last ten
years. In particular, China's R&D performance has been
outstanding; this year it will surpass Japan to become second
in R& D spending after the US.

In the period from 1995 to 2004, Russian R& D spending
doubled in real terms and the ratio of R& D expenditures to
GDP increased from 0.9 % to 1.2 %. Nevertheless, Russia's
R&D intensity is still more than one percentage point below
the OECD average. In spite of higher spending, the number
of researchers in Russia decreased by one-fifth from 1995 to
2004, reflecting post-Soviet adjustments. Russia's 470,000
researchers still put it in the fourth place, while its R&D
spending is the eleventh highest in the world.

A peculiar feature of Russian R&D activity is that 61 %
of R&D financing comes from the government, while
industry only provides 31 %. In most OECD countries and
China, the situation is the other way round. Moreover, unlike
in China, in Russia R&D efforts do not yet show up as
significantly increased international patent activity.

Russia closer to WTO membership

In November, Russia and the US signed a bilateral agreement
on Russia's WTO membership. Russia has now completed
amost all of its bilateral negotiations and can proceed to
multilateral talks before membership. The ultimate duration

18 — of remaining negotiations is, however, difficult to forecast
16 | O Investment B GDP because there are gill open questions related to sensitive
issues like agricultural subsidies, state enterprises and trade-
14 related intellectual property rights.
12 [ In bilateral negotiations, Russia has aready reached
10 1 — agreements on liberalisation of its finance sector and
8 reductions in many import duties. Russian import duties on
food products and industrial products will be lowered an
61 average of three percentage points. The most significant
4 reductions affect passenger cars, electronics and technology
2 ] products.
0 Given the long transition periods related to opening up of
Russia’'s market and the protectionist mood among decision
1999 2000 2001 2002 2003 2004 2005 €2006 makers in Russia, possible WTO membership is not likely to
Source: Rosstat produce significant changes quickly.
Macroeconomic indicators
1997 1998 1999 2000 2001 2002 2003 2004 2005 2006 as of
GDP, % 14 -5.3 6.4 10.0 51 4.7 7.3 7.2 6.4 6.6e 1-9/06
Industrial production, % ! 2.0 -5.2 11.0 11.9 2.9 31 8.9 7.3 4.0 4.3 1-10/06
Fixed investments, % -5.0 -120 53 174 100 28 125 11.7 10.7 12.6 1-10/06
Unemployment, % (end of period) 9.0 13.2 124 9.9 8.7 9.0 8.7 7.6 1.7 6.6 10/06
Exports of goods, US$ billion 86.9 74.4 75.6 105.0 1019 1073 1359 1835 2453 2488 1-10/06
Imports of goods, US$ billion 72.0 58.0 395 449 538 61.0 76.1 96.3 1251 1281 1-10/06
Current account, US$ hillion -0.1 0.2 24.6 46.8 339 29.1 354 586 842 79.9e 1-9/06

1 New methodology from Jan. 1, 2005; figures for 2001-2004 revised and not comparable with previous years.

Sources. Rosstat, CBR.
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2007 federal budget passes

The 2007 federal budget was approved by the Duma at the
end of November in its fourth and final reading. In nominal
terms, revenues will rise 13 % and expenditures 23 % with
inflation projected to be in the range of 6.5-8 %. Thus, the
budget surplus is set to decrease to 4.8 % from an estimated
6.4 % of GDP thisyear.

Structurally, the new budget has few changes. The share
of VAT in revenues, which is down this year compared to
2005 (excluding 2005 tax arrears payments), should rise to
former levels. Revenues from natural resource fees aswell as
export and import duties should decline both relative to GDP
and as a share of budget revenues.

While amost all main expenditure categories receive
extra funds ranging from 20 % to 40 % in nominal terms, the
expenditure structure remains fairly stable. Defence and
security expenditures will go up over 10% in real terms,
while transfers to regions and general administration will see
real increases exceeding 15 %. Socia spending gets a mere
3% nominal boost. It is the only spending category set to
decrease in real terms. However, it may be possible that the
increased transfers to regions compensate for some of the
losses. Social spending is generally the purview of regions.

The 2007 budget assumes an average price for Urds
grade oil of $61 per barrel, compared to $40 this year. The
threshold price for stabilisation fund transfers will remain,
however, at $27 a barrel. The stabilisation fund is forecast to
hold $160 billion by the end of 2007. At the start of Decem-
ber, it had assets of about $83 billion.

Main federal budget categories for 2006* and 2007**

2006*, %  2007**,%  2006* 2007**

of GDP of GDP % %

Total revenues 227 22.3 100 100
Total, excl. social tax 215 21.1 95.0 94.7
VAT 5.4 6.6 23.8 29.7
Profit tax 1.8 1.9 7.9 8.3
Excise taxes 0.3 0.3 1.5 15
Natural resource fees 4.0 34 17.6 15.3
Export and import duties 8.2 7.7 36.3 344
Other revenues 29 24 13.0 10.7

Total expenditures 16.3 17.5 100 100
Total, excl. social tax 15.1 16.3 93.0 93.2
General administration 24 2.6 145 14.8
Defence 25 2.6 15.6 15.0
Security 2.0 21 12.4 12.1
Production, transport, etc. 1.3 1.6 8.1 9.1
Housing 0.2 0.2 1.0 1.0
Education 0.7 0.9 4.6 5.1
Health care 0.6 0.7 34 38
Social policy 0.8 0.7 4.7 3.9
Transfersto regions 5.4 59 33.3 337
Other expenditures 0.4 0.3 2.3 14

Surplus 6.4 4.8

*Includes supplementary budget approved in November 2006; based on economy
ministry’s GDP estimate of 27,220 billion roubles ($1,039bn).

** Includes figures from the original draft (mainly revenues) and figures approved in the
fourth reading (mainly expenditures); based on GDP estimate of 31,200 billion roubles
($1,177bn using the approved average exchange rate assumption of 26.5 roubles to the
dollar) included in the 2007 budget.

Municipal reform in focus

The municipal reform, launched with the passage of requisite
legislation in 2003, has not proceeded smoothly. The law was
supposed originally to come into force from the start of
2006, but after complaints from many regions about their
unreadiness to start its implementation, enforcement was
postponed until 2009. However, several regions have volun-
tarily started to apply the law.

The main goa of the municipal reform is to create a
clear, unified municipal administration system throughout
the country. The new municipal units are to get both clearly
defined responsibilities and the financia resources for their
implementation. As such, the main purpose of the reform is
very welcome and in line with the broader reform of fiscal
federalism.

The first phase of the reform, defining the borders of the
new municipal units, is already complete — at least in princi-
ple. According to anecdotal evidence, the process has been
fraught with difficulties. The reform has doubled the number
of municipal units to over 24,000, which has meant a huge
increase in the number of civil servants and bureaucracy. In
addition, for a country as large as Russia, municipal units
under same appellation may differ substantialy in terms of
population and area they cover. This naturally creates a high
variation in operational needs. Establishing tiny municipal
units may also be economically hard to justify.

The discrepancy between assigned duties and financial
possibilities has been at the centre of discussion since the
start of the reform. The law assigns municipal units the re-
sponsibility for providing pre-school, primary and secondary
education, which MinFin data show accounted for over a
third of their expenditures in January-September 2006. Dur-
ing the same period, 17 % of municipal spending went to
housing, 14 % to hedth care and sports and 9 % both to
social policy and administration. Municipal units finance
these services mainly with transfers from the federal budget
and the compensation fund, which together account for some
60 % of al municipal revenues. The share of tax revenuesin
total revenues is about 30 %. The lion's share (84 %) comes
from income tax, some 15 % from land tax and a sliver from
property tax and the unified agricultural tax. It has to be
noted that only land tax and property tax revenues accrue
solely to local budgets, while other tax revenues are shared
with the federal budget. Thus, municipalities are highly de-
pendent on higher administrative levels — especialy the fed-
eral level —from afiscal standpoint.

Municipal reform also faces other challenges, including
resolving the division of duties at the practical level, creating
awell-functioning system of municipal budget transfers and
finding competent civil servants to staff municipal admini-
strations.

Federal government fiscal indicators (% of GDP, unless otherwise indicated; end-period figures for debt and stabilisation fund)

1998 1999 2000 2001
Revenues ! 114 126 154 178
Expenditures 174 168 146 148
Balance -6.0 -4.2 0.8 3.0
External debt? 66.8 445 333
External debt?, $bn 130.8 1155 102

Stabilisation fund, $bn

2002
20.3
19.0

277
95.7

2003 2004 2005 2006, as of 2006 budget®
195 201 237 240 1-11/06 223
178 158 162 155 1-11/06 17.5
14 17 44 7.4 8.4 1-11/06 4.8
225 163 9.2 7.6 6/06
969 957 701 659 6/06
189 430 832 11/06

! Part of the unified social tax has been included in the federal budget since 2002.
2 Debt to non-residents. *Includes supplementary budget approved in November 2006.
Sources: Budget: IMF 1998-2000, Rosstat 20012005, Minfin 2006. Debt: Central Bank. Stabilisation fund: Minfin.

2



BOFIT Russia Review 12+ 2006

Markets

Labour costs shoot up

Consumer prices increased much faster in November than in
previous months. However, monthly inflation was margin-
aly lower compared to the situation a year ago (0.6 % vs.
0.7 % in November 2005) and, consequently, 12-month in-
flation decelerated dlightly to 9.1 % (see figure). The gov-
ernment's inflation target range for this year is 89 %.

Wage increases have clearly outpaced consumer price
increases; nominal monthly average wages were up last
month 24 % y-o0-y. Given the rouble’s nominal appreciation
against dollar, wages in dollars have increased even faster
than in roubles (see figure). Regional differences in wage
levels remain substantial, however. While the average
monthly wage in Russiain dollarsis currently about $425, it
is $750 in Moscow and $500 in St. Petersburg. Moreover,
there seems to be shortage of labour in many sectors and,
consequently, salaries for competent people with good com-
mand of foreign languages in these two cities are said to ap-
proach western European levels.

Rosstat reports labour productivity in Russia has in-
creased 67 % in recent years, implying that real wages
have increased on average twice as fast as productivity.
Given recent developments and the demographic outlook,
Russia can hardly be considered a promised land for low
wage/cost production.

Moscow and St. Peterburg housing markets overheat

While overheating of labour markets is debatable, it is in-
disputable in the Moscow and St. Petersburg housing mar-
ket's case (see figure). Real estate analysts report the aver-
age price of Moscow apartments has risen to over $4,000
per square metre, a doubling from ayear ago. Developments
in St. Petersburg are comparable. Although there is no na-
tionwide data available for 2006, presumably the situation is
more balanced outside the two metropolises. The rise in
prices of Moscow apartments has slowed in recent months
as most members of Moscow's middle class can no longer
afford to buy an apartment.

Housing demand has been fuelled by rising real incomes,
the movement of people from remote areas to major cities
and development of a home loan market. During 1HO6,
home loans were up 50 % y-0-y. Russia’ s home loan market
overall (200 billion roubles, or $8 hillion) is still small rela-
tive to the country’s size.

Rosstat reports nearly 300,000 new apartments were
completed in first nine months of 2006. The amount of liv-
ing floorspace was 12 % more than in the same period in
2005. About a quarter of apartments, measured in terms of
living floorspace, were built in and around Moscow. How-
ever, housing construction has stagnated in Moscow and .
Petersburg this year, which partly explains the recent price
increases in the Russian metropolises.

Consumer price inflation in Russia, 12-month % change
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Housing price developments in Russia*
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Sources. Rosstat, Prices in Russia 2006 (in Russian), rating.rbc.ru,

www.irn.ru, BOFIT

Monetary indicators

1997 1998 1999
Inflation (CPI), 12-month, % (end of period) ~ 11.0 84.4 36.5
M2, 12-month growth, % (end of period) 29.0 21.3 57.5
Average wage, $ (period average) 164 108 62
Deposit interest rate, % (period average) 16.8 17.1 13.7
Lending interest rate, % (period average) 320 41.8 39.7
Forex reserves, $ bn (incl. gold) 17.8 12.2 125
RUB/USD exchange rate (end of period) 5060 20.65 27.00
RUB/EUR exchange rate (end of period) 27.23

Sources. Rosstat, CBR.

2000 2001 2002 2003 2004 2005 2006, asof
20.2 18.6 151 12.0 11.7 10.9 9.1 11/06
61.5 397 324 505 358 386 46.2 10/06
79 111 142 180 237 301 4139 10/06
6.5 4.9 5.0 4.5 3.8 4.0 42 9/06
244 17.9 15.7 130 114 10.7 105 9/06
279 36.6 478 769 1245 1684 2901 11/06
2816 3014 3178 2945 2775 28.78 26.31 11/06
26.14 2649 3311 3682 3781 3394 34.68 11/06
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Are we able to forecast Russian long-term growth?

by Pekka Sutela*

In the first issue of BOFI T Russia Review, ailmost nine years
ago, we asked whether Russia was at long last entering a
period of economic growth. The answer was sceptical: at
least a repetition of the earlier Polish growth experience
based on new entrepreneurship and restructuring of state-
owned enterprises was not to be expected.

We failed to foresee several things. Russian growth was
to be kick-started by the huge deterioration of the rouble
after the 1998 crisis. Devoid of the possibility of deficit
finance, fiscal policy would turn stability oriented. Global
commodity prices would soar. And a new middle class
would change the structure of domestic demand, signalling
the beginnings of a consumer society.

Our understanding is limited

Economists have a well-deserved poor reputation for long-
term growth forecasts. Thus, while we know relatively well
many things that will affect Russia's long-term growth (e.g.
demography), there is considerable amount of uncertainty
related to most of our analysis.

The Putin regime has been favoured by a number of one-
time incidents. The 1998 crisis is perhaps the most important
and it has forced analysts to ask again whether Russian
growth has a sustainable basis.

While the importance of energy for the Russian economy
is undeniable, the picture in volume terms has changed since
2004. Energy output growth is modest and predicted to re-
main so for many years to come. The consensus seemsto be
that huge price changes in the global energy market should
not be expected. Therefore, energy will not be the driving
engine of Russian economic growth. In fact, without major
improvement in domestic energy efficiency, it will be diffi-
cult for Russia to increase export volumes.

This situation, together with booming imports, should
over time lead to a melting away of Russia’'s massive bal-
ance-of -payments surplus. This would ease macroeconomic
policymaking, as pressure on inflation and real appreciation
of the currency would diminish. The rouble remains an un-
dervalued currency, but the time of superior price competi-
tiveness has passed. As the energy sector is a modest em-
ployer, the challenge of providing competitive jobs in non-
energy open sectors will be severe, and hence, protectionist
pressures may well dominate the practical impact of WTO
membership.

Structural change should not be undervalued

Undoubtedly, Russian growth will most certainly be driven
by ongoing structural change; a fact all too often forgotten
(see figure). The USSR simply did not have most of the
services that first emerged in the metropolitan cities and are

now spreading across the country. Thisis also true of several
types of small-scale production. The Russian economy is
becoming increasingly heterogeneous. While instances of
catching-up abound, much of the Soviet inheritance contin-
uesits inevitable decline and deterioration.

Several of the caveats in our analysis nine years ago
remain pertinent. New entrepreneurship is till oriented
towards domestic markets, and it is unclear how much inno-
vation-oriented restructuring has taken place in traditional
industries. R&D expenditure by Russian firms remains ex-
tremely modest.

Nine years ago we concluded that “the probability of the
Russian state supporting growth at any time soon is close to
nil.” This has certainly not been the case in monetary and
fiscal policy, but the general strengthening of the grip of the
state is undoubtedly a burden on future growth prospects.

Overdl, we remain modestly optimistic on Russian
growth for several years to come. Mgjor problems cast a
shadow on the more distant future. They range from export
diversification through the inherent contradictions of the
political and economic goals of the current regime to such
well-known issues as demography. These challenges are
often recognised, but like in most countries, true strategic
thinking and policy measures are rare.

Last issue of BOFIT Russia Review

Thisisthe fina issue of BOFIT Russia Review. BOF T will
increasingly concentrate on high-standard economic re-
search. Part of the traditional contents of this report will be
available on BOFIT Weekly report as well as on our website.

Russian output dynamics in the Putin era, index 1999 = 100
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* The author is head of BOFIT

BOFIT Russia Review Bank of Finland

Editor-in-Chief  Jouko Rautava

BOFIT — Ingtitute for Economiesin Transition

P.O. Box 160  FI-00101 Helsinki
phone +358 10 831 2268

email  bofit@bof.fi

Web  www.bof.fi/bofit

12/2006, 8 December 2006
ISSN 1459-8337 (print)
ISSN 1459-8345 (online)

4

Information herein is compiled and edited from a variety of
sources. The Bank of Finland assumes no responsibility for
the completeness or accuracy of the information.



	BOFIT Russia Review Yearbook 2006
	Contents - 4th page
	BRR 1/06
	Economic Developments
	Policy
	Markets
	Focus: Delicate nominal rouble rate

	BRR 0206
	Economic Developments
	Policy
	Markets
	Opinion: A closer look at Russia’s goal of doubling GDP

	BRR 0306
	Economic Developments
	Policy
	Markets
	Opinion: Russian banks facing lending constraints and higher systemic risk

	BRR 0406
	Economic Developments
	Policy
	Markets
	Focus: Russia’s housing sector - on the verge of a better future?

	BRR 0506
	Economic Developments
	Policy
	Markets
	Opinion: Russian banking – state vs. foreigners

	BRR 0606
	Economic Developments
	Policy
	Markets
	Focus: CIS free trade – no quick fix

	BRR 07-0806
	Economic Developments
	Policy
	Markets
	Focus: Market economy is… plus the electrification of the whole country!

	BRR 0906
	Economic Developments
	Policy
	Markets
	Focus: Russian investment levels hardly adequate

	BRR 1006
	Economic Developments
	Policy
	Markets
	Focus: Diagnosing Dutch Disease: Does Russia have the symptoms?

	BRR 1106
	Economic Developments
	Policy
	Markets
	Focus: Russia’s automotive industry: looking under the hood

	BRR 1206
	Economic Developments
	Policy
	Markets
	Opinion: Are we able to forecast Russian long-term growth?




