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For the weeks ending April 30 and May 07, 2004

Treasury Attache’s office, U.S. Embassy Moscow

Highlights 

· Volgograd Trip Focus (see page 9)

· Budget surplus continues

· CBR issues new norms for loan loss provision and mortgage-backed securities

Key Economic Indicators

	Indicators
	Level
	chg 1 week
	chg since Jan. 1
	chg 12 months

	RUB/USD (MICEX UTS) (changes in %)
	RUB 28.9503
	-0.15
	1.24
	6.94

	RUB/EUR – official (changes in %)
	RUB 35.1182
	-2.86
	4.63
	0.06

	Monetary Base* (changes in %)  
	RUB

1500 bn
	0.5
	7.8
	48.4

	CPI**


	1
	NA
	4.6
	10.35

	International Reserves*

(USD billions) 
	82.7 
	-0.1
	4.9
	22.8

	RTS Index

(changes in %)
	601.13
	-7.8
	6.0
	43.7

	Urals Crude (changes in % )*     
	USD 30.7
	2.2
	11.9
	44.5

	JPMorgan EMBI+ RUS spread (changes in bp) ***
	332
	23
	75
	19

	CBR Time Deposits

4-week Term

(changes in bp)
	2.0
	0.01
	N/A
	


*For one week prior.

**For the month of March 2004

***As of May 6, 2004

Economic Developments

According to a preliminary estimate by the Ministry of Finance, the federal budget surplus in January-April amounted to RUB 32.54 billion, or 0.7% of the GDP forecast.  Federal budget revenues for the first four months of 2004 totaled RUB 964.95 billion (71.9% of the budget assignments for H1), while expenditures totaled RUB 932.41 billion (68.7% of the projected expenditures for H1).  The primary surplus is estimated at RUB 113.4 billion, or 2.4% of GDP.  Nominal GDP for January-April is estimated at RUB 4,730 billion.  During this period, the Ministry of Taxes and Levies transferred RUB 598.74 billion to the budget (72.7% of the assignment for H1), the State Customs Committee – RUB 323.44 billion (78.1%), the Ministry of State Property – RUB 11.52 billion (83.2%), the Ministry of Finance – RUB 25.62 billion (31.6%), the State Fisheries Committee – RUB 9.5 billion (1.6%) and the Ministry of Atomic Energy – RUB 5.57 billion (61.5%).

According to the Ministry of Finance, the Stabilization Fund increased over April by RUB 28.375 billion to a total, as of May 1, of RUB 171.299 billion.

The Federation Council has approved new legislation on mineral resources extraction and oil exports.  The government is hoping to speed the new legislation through by August of this year to take advantage of high world oil prices.  The new legislation would increase the tax burden of oil companies and bring an additional USD 2-3.3 billion to the budget.  The companies that will feel the strongest effect are the ones with high exports, such as YUKOS, Surgutneftegaz and Tatneft.  At the same time, Finance Minister Aleksey Kudrin announced that there would be no increase in taxes for metallurgical companies.  One of the priorities of the government, according to Kudrin, is to decrease the overall tax burden on the economy. According to some estimates, overall tax burden fell by 1.6% in 2003.  This year it is forecasted to go down by 1% and next year - by another 1.5%.  This reduction of the tax burden will be driven mainly by cuts in the unified social tax and value-added tax.

The Moscow Narodny Bank Manufacturing Purchase Managers' Index (PMI) totaled 54.3 in April up from 53.7 in March.  (Figures above 50 indicate growth over the previous month). This represents a second consecutive monthly rise of the index suggesting accelerating growth.  The increase is explained by an impressive rise in the level of output posted by the survey participants. The number of new orders was considerably up, with foreign demand also showing signs of improvement.

At the same time, growth in the services sector, which accounts for more than 50% of Russian GDP, continued at an even higher pace than the manufacturing sector -- the Services Purchase Managers' Index (PMI) increased to 59.7 in April up from 58.4 in March. This is the fastest pace since January. The growth is attributed to the rise in business activity, new business expansion and stable growth in orders.

According to the Ministry of Economic Development and Trade (MEDT) information, GDP growth totaled 8% q-o-q during the 1Q of 2004. This is the highest quarterly growth recorded during the past 3 years.  

Banking sector

On April 26, the Ministry of Justice registered the CBR regulation on loan loss provisioning (No. 254-P) to come into effect on August 1, 2004.  According to the new regulation, which will replace No. 62a currently in effect, the key factor determining the risk is the financial standing of the borrower, rather than the quality of collateral and servicing of the loan, as stipulated by the current instruction.  The CBR stressed in a press release that in assessing loan quality and calculating the necessary provisioning, banks should rely on a reasoned professional judgment.  For the first time, the CBR recommends that banks turn to the media, in addition to the usual sources of information, when assessing a borrower's financial standing.

The Ministry of Justice also registered a new CBR instruction on mandatory norms for banks issuing mortgage-backed securities (MBS).  According to Galina Petrova from the CBR Department of Bank Regulation and Supervision, the capital adequacy norm for issuers of MBS is set higher than for all other banks.  In addition, the new instruction includes an additional liquidity norm as well as special routines for calculating capital adequacy, liquidity and other norms regulating financial and interest risks.

On April 27 Standard & Poors assigned Vneshtorgbank a long-term rating of “BB+” and a short-term rating of “B” for counterparty and deposit certificates with a “Stable” outlook.  These ratings reflect VTB’s status as a state-owned bank, its important role in financing Russian corporates involved with foreign trade, as well as its high capitalization level and adequate financial performance, according to Yekaterina Trofimova, S&P’s credit analyst.

The Finance Ministry plans to issue RUB 70 billion worth of OFZ bonds, with a floating rate coupon, to replace securities from the CBR portfolio, according to Bella Zlatkis, who is in charge of domestic debt at the Finance Ministry.

Transkreditbank plans a debut issue of Eurobonds worth USD 150 million and has started negotiations with a number of Western banks on organization of the issue.  Yuri Kraskovsky, President of the bank, commented that Transkreditbank does not need such a large amount of money so far, but wants to enter this market in order to establish a credit history.

According to the CBR, aggregate assets of the Russian banking system increased over the first two months of 2004 by RUB 281.82 billion, or 5%, to total RUB 5.88 trillion as of March 1.  Total loans, as of March 1, amounted to RUB 3.05 trillion (51.79% of aggregate assets), while aggregate bank equity reached RUB 850.57 billion.
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Financial markets

Forex Market

At the beginning of the week of April 26, the dollar started firming against the ruble and on Tuesday, April 27, surpassed the psychologically important level of RUB 29 per USD for the first time since early January.  (The CBR sets the official rate for the next day based on the results of the USD-tom trading in UTS, so the official USD rate for April 28 appeared to exceed RUB 29.)  However, by Wednesday the dollar began sliding on the background of severe ruble strain, and was aided in its slide by its own weakening on international markets, following which the CBR was back in the market with a bid.  On the short (because of the local holidays) first week of May, the dollar fluctuated in a narrow range, basically reproducing the dynamics of the USD/EUR rate.  For the last week of April, the UTS dollar weakened 0.20% against the ruble on a total MICEX volume of USD 3984 million.  For the week of May 3, the UTS dollar went up 0.15% against the ruble on a total MICEX volume of just USD 1,525 million.
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Prices 

According to the Federal Service for State Statistics, inflation totaled 1% in April.  It went up from 0.8% in March mostly due to increased electricity tariffs as well as fuel prices.  Services prices increased by 2% last month, while foodstuffs and non-foodstuffs prices were up by 0.8 and 0.6%, respectively.  For the first 4 months of the year inflation totaled 4.6%, which is lower than a year ago when prices grew by 6.2% over the similar period.
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Eurobonds

According to FinMin Kudrin, the Government will make preliminary decision on a possible 2004 Eurobond issuance in May.  The decision on whether to issue bonds or not would depend on the forecast for year-end economic developments as well as the balance-of-payment situation. The budget allows the Government to issue 5-30-year Eurobonds for a total sum of USD 3 billion this year.

The S&P agency increased MTS's corporate credit rating by 1 step from "B+" to "BB-" with a stable forecast. Currently, the rating is two steps below the Russian sovereign credit rating. MTS is the largest national provider of mobile telecommunication services.  The increase is explained by the stable financial results and policies of the company, its leading market position and moderate debt level.

The Russian Eurobonds segment followed the downward trend of the whole emerging markets sector during the last two weeks. The most liquid Russian Euro-30 yield increased to the level of February 2003 and fluctuated around 8.5-8.6% p.a. last week, up from 7.35% p.a. seen during the week of April 23, 2004.  The EMBI+ Russia spread widened from 263 points as of April 23 to 309 points as of April 29 and then to 332 points as of May 6, 2004 -- a level last seen at the beginning of August 2003.  One of the main factors affecting the market was again the situation in the U.S. (the expected increase of the funds rate).

	COMPONENT
	COMPONENT SPREAD & DATE
	SOVEREIGN RATING

	JPMorgan’s
	05/06/04
	04/29/04
	04/07/04
	05/09/03
	S&P
	Moody’s
	Fitch

	EMBI Russia
	332
	309
	244
	313
	BB+
	Baa3
	BB+

	EMBI+
	522
	489
	418
	548
	N/A
	N/A
	N/A

	EMBI Brazil
	718
	673
	545
	737
	B+
	B2
	B+

	EMBI Mexico
	236
	214
	169
	221
	BBB-
	Baa2
	BBB-

	EMBI Turkey
	443
	389
	295
	725
	B+
	B1
	B+
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Interest/Bond Market

Bonds/Bills

The Finance Ministry announced its plan to hold two auctions of RUB 11 billion worth of OFZ issues in total.  Both auctions would be held on May 19.

After a sharp fall in the middle of April, the secondary OFZ/GKO market tried to consolidate at the beginning of the week of April 30. The weighted average YTM grew from 7.56 to 7.66% p.a. during the observed period.

Overnight rates

The market experienced a decline in ruble liquidity during the period observed due to active purchases of the appreciating U.S. dollar by market players as well as the end-of-the month seasonal factor when banks make obligatory tax payments.  The sum of banks’ balances on correspondent accounts with the CBR fluctuated in the range of RUB 149-187 billion.  On April 29, balances fell to RUB 149 -- the level recorded at the beginning of December 2003. The situation improved slightly during the fist week of May, but balances still remained at below average levels, finishing the week at RUB 172 billion.  Overnight rates were very high during the 2-week period with MIACR remaining in the 9.2-23.9% p.a. range, dropping to 3.2% p.a. only by Friday, May 7, 2004.

Stock Market
The Russian stock market continued to slide at a faster pace during the last week of April. The RTS index was down by another 7% accompanied by above average trade volumes.

During the last short week, the downward trend persisted.  The market increased slightly only on May 5 and then started to lose its positions again, finishing at the 601 point level on Friday, the level last seen in the middle of January 2004.  During the observed period the market was depressed by both domestic and foreign negative news, which included a shortage of ruble liquidity, the YUKOS case, lowered world oil prices as well as decreased demand for the metals. Trade activity and trade volumes remained at low levels due to the holiday season absence of some market players. The RTS index lost 4.8% during the first week of May and 11.6% for the 2-week period observed. 
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International Reserves and Monetary Base

Russia’s international reserves experienced a decline for the sixth week in a row and were down to USD 82.7 billion as of April 30.

The monetary base increased during the two-week period observed and was up by RUB 0.2 billion, or 0.01%, to RUB 1,492.5 billion as of April 26, and then up by RUB 7.8 billion, or 0.5%, to RUB 1,500.3 billion as of May 3, 2004.
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Volgograd Trip

April 20-23, 2004

Arrival / Volgograd

Flying into Volgograd is an unexciting experience. We arrived on a tired Tupolev 134. The view on the approach is of a flat landscape covered in a patchwork of agricultural fields. The airport is clearly provincial and the drive through a light industrial area into Volgograd City takes just 20 minutes. There are two main roads in the city, which run parallel to each other and the river; the city narrowly follows the curvature of the river for over 100 km (62 miles).

The city has a generally pleasant atmosphere. Volgograd is famous for being the site of the WII battle of Stalingrad; there are several monuments, but they do not overwhelm the visitor. The people on the streets do not look hungry, and beggars are not seen. The wide disparity of wealth visible in cities such as Moscow and Kiev is absent. Most cars are older Russian models, with a substantial mix of old and new imports. The drivers are pleasantly observant of traffic laws, to include those giving pedestrians the right of way. The architecture is mostly Soviet (the best of it built by German POWs in the 40’s and 50’s), but in a condition that does not lead one to think the buildings are about to collapse. A portrait of Lenin is still prominent on the roof of a building in the center of the city. The “best” hotel in the city has only one floor that has rooms with showers/baths (the “luxe” floor). There are no McDonald’s in Volgograd, but the city has several restaurants that approach a style that is western. 

Volgograd City, the capital of Volgograd Oblast, is located 900 kilometers south- southeast of Moscow. The Oblast has a population of 2.7 million (74% residing in cities, 89% ethnic Russians); the City has a population of just over 1 million. The Oblast is one of Russia’s 89 subjects (a subject in Russia is a political entity similar to a state in the US). As with the rest of the FSU, Volgograd has a highly educated workforce.

Economy

Reliable economic figures for the Oblast are difficult to find. According to federal tax authorities, the Oblast GDP in 2000 and 2001 was just under 0.90% of the federal GDP; official figures give Oblast industrial production in 2002 as RUB 40.2 billion. The economy is segmented between Moscow and locally controlled businesses.

As with most former Soviet Union (FSU) economies, the local economy’s dependence on heavy industry has dropped dramatically. According to one local bank, that proportion has now shrunken to around 20% of the local economy (with agriculture at 30% and SMEs at 50% making up the rest), whereas the Oblast administration said the breakdown was closer to 50% large industry, 30% SME, and 20% agriculture. 

SME Environment

The locally controlled businesses are concentrated in services, light industry, and agriculture. The SMEs are mostly “small” and are found in light industry and retail trading. The local representative of OPORA (the national SME organization), who is a former Komosomol leader, manages several small businesses, so he understands the needs of local SMEs. He, along with the director of the local chamber of commerce, introduced us to several local SME managers. Examples of some of the SMEs we met with were a company that processes pumpkins into cosmetic products, a company that designs and manufactures furniture, the manager of a trucking company, and several companies involved in retail trading. Startup businesses face very high funding hurdles – either the entrepreneur must have his own funding, have collateral to post, or be able to get a guarantee from the Oblast. Some of the SME owners told us that the previous mayor had been involved in several local businesses, which meant it had been difficult to enter into businesses that competed with the former mayor’s; the new mayor was said to be pro business development by almost everyone. 

Heavy Industry

Heavy industry was concentrated in the chemical, machine building, metallurgical, and power industries. Most of these large, former SOEs are for the most part owned by Moscow based financial industrial groups (FIG). This has had the benefit of economies of scale in purchasing, sales, and financing. The ample availability of electricity has been a major reason that some of the heavy industry has remained in the region.

The City’s aluminum smelter seemed to be in the ascendancy. The manager, who was a young professional from Moscow, told us that the company is truly international and operates on just-in-time principles. The smelter is part of the larger SUAL aluminum corporation. It is one of the largest revenue suppliers to the Oblast. The company was trying to get the government to pick up the social responsibilities that it had been assuming for its employees, and was not happy with the local energy tariff structure.

The City’s steel plant, “Red October,” looked like a dinosaur that was stumbling toward extinction. It only works at about 1/3 capacity. It does enjoy a subsidy from the energy prices it pays, but that is clearly not enough to help it do more than survive. This factory was a national champion in the Soviet days. Nearby is the similarly massive and inefficient Volgograd Tractor factory.
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Energy

We met with one of the senior managers of the Volzhsky Hydroelectric Plant, one of the largest hydroelectric plants in Europe. It is part of a network of dams and hydroelectric plants along the river, called the Volga Cascade. It is, of course, part of the UES group. The dam looked to be in good condition, and has at least another hundred years of life; the generating equipment, which was produced in the Soviet Union, has another 40 years of life. In addition to energy production, the station has an important mission of water management. The station sells 5 to 15 % of its energy on the energy market; the rest of the energy is regulated by the government and is sold in a flat tariff rate structure (time of usage, peak or low, does not affect the price). There are no overdue accounts receivable because the station only operates in the B2B market where energy is paid for at time of supply. The cost structure was broken down into labor, water use charges, renovation / upkeep, and taxes.

The River Port

The River Port is located at the intersection of the Don and the Volga Rivers. Despite the managers’ claim that they were at the center of the 5 seas (the Don and Volga Rivers provide maritime connections to the Baltic, Black, Caspian, Mediterranean, and White Seas) this has not made for a thriving business. Much of the local industry has lost markets in the near west (i.e., former Warsaw Pact countries), so there is a lack of demand for transport. In addition, there is a lack of funding for upgrading the port’s infrastructure, and almost no foreigners had visited or shown an interest in investing. The management would like to attract FDI, and said they would be grateful for any outside interest we could provide. While we were in Volgograd, we saw comparatively few vessels on the river (passenger or industrial).

Agriculture

We met with a local grain trader. He was a happy character who wanted to bond with us. He said that agricultural production was sufficient so that the area was not suffering a shortfall. His two main concerns for agriculture in the region were the unstable growing environment and the thin dispersion of the population in the growing areas. The usual positives were cited, “everything grows here and we have good transportation infrastructure.” No one mentioned in any of our meetings that agriculture was going to be the engine driving the local economy; rather, it seems that agriculture is something that helps the region get by.

Banking

We met with the four regional banks based out of the City. All of the banks had received their licenses between 1992 and 1995. Most of their assets were in SME loans, and none of their asset portfolios exceeded USD 50 mm. They all looked upon the financial crisis of 1998 as an opportunity for them. They said they had not held substantial amounts of government debt (mainly because they didn’t have privileged access to the sovereign debt markets in the years preceding the crisis). They said they were thriving against the Moscow banks’ local operations because they offered better rates and swifter execution. Services were, in some cases, providing 50% of the banks profits (as opposed to profit from funding spreads). Like all banks in Russia, their assets are short term because they cannot access medium to long term financing. This lack of long term financing, along with the lack of an eviction law, has discouraged all of the banks from expanding into the retail mortgage market.

Three of the banks thought the CBR was their biggest obstacle to growth and profitability; that the CBR made life more difficult without bringing any real benefits (basically, the increased inspections and reporting were only a hindrance). One of the banks said it had decided to take the positive attitude that CBR inspections were a free audit. Participation in the new DIA, which will be mandatory for taking deposits beginning in 2007, was viewed only as providing “image.” As far as competing with the state banks, they said that Sberbank still had unfair advantages other than its unlimited deposits guarantee (such as the monopoly on handling government pension payments), but they were still able to compete on price and efficiency. The fourth bank, which said it only took corporate deposits, and lent to some of the larger local companies, was not concerned about the CBR.

All of the banks said their future lay in the SME sector. None of the banks had received any funding from multi-laterals or aid agencies. All of the banks seemed anxious to entertain our questions and to describe their operations. Exporters, we were told, either use foreign banks or Moscow banks’ local branches.
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Local Government
The Oblast deputy governor for economic affairs described an environment that was generally positive: 5% GDP growth in 2003, and 6 years of stable growth, and an economy diversified between industry, services (transport and trading), and agriculture. The Oblast administration was no different than everyone else we spoke to during the visit: the comparative advantages of the Oblast were its location as a transport hub, the strong agricultural environment, and the energy base (both hydrocarbon and hydroelectric). The disadvantages cited were the size of the revenue base and unfunded mandates from the federal government, the demographic shifts, and the middle of the road relationship with the federal government. The Oblast administration had an atmosphere that reflected attitudes of the Soviet days.

We met with the City government’s new, young, dynamic mayor. He is a former businessman (one of the founding partners of a major FIG) and was a deputy in the federal DUMA when he was in his twenties. High on energy, he described how he is trying to reduce corruption and develop the local economy. Some projects included streamlining the process required for real estate registration and attracting a credit so that the long unfinished bridge over the river could be completed to enhance heavy transport via local highways.  Some of the mayor’s concerns included its share of revenues compared to other cities in the Oblast, the absence of revenues for scrap metal since much of the scrap metal being sold had been stolen from the City, and the impact of the Oblast Administration’s relationship with Moscow.

Major Observations

Volgograd is extremely proud of it past as a Soviet Heroic City, yet it appears to be unshackling itself from its Soviet economic past and developing an economy that is complimentary to the region (in the words of one banker: “just as the Volga has begun to clean itself since heavy industry began to shrink, so the economy will transform itself over time.”). Heavy industry will continue to have a presence because of the availability of energy and transport. Agriculture will also retain a presence due to the favorable growing environment. The engine of future growth, however, is seen to be in the SME sector. A major surprise of the visit was the lack of foreign presence. In addition, many of the locals associated with the Oblast government and the municipal chambers of commerce were highly suspicious of our visit and were not satisfied with our benign explanations.

EXPLANATORY NOTES

1. EXCHANGE RATES: SELT - "System of Electronic Lot (currency) trading" -- a computer based OTC-style trading system organized by the Moscow Interbank Currency Exchange (MICEX).  MICEX Unified Trading Session (UTS) is the one in which exporters have to sell repatriated currency. Minimum lot size for each of the dollar instruments is USD100,000.  Average price is quoted as the weighted average of all actual deals entered into the system by various banks.

2. INTEREST RATES: Moscow InterBank Actual Credit Rate is calculated as the average-weighted rate on the volume of actual transactions in interbank loans by commercial banks.

3. STOCK INDICES: The RTS index is the only official indicator of the Russian Trading System.  It is calculated every 30 minutes of the RTS trade session, starting at 12:00.  It comprises 60 shares of 35 leading companies.  These shares are included in so-called Category "A" listings.  The index indicates over-the-counter stock prices.  The index represents the ratio of the total market capitalization of the shares of the companies selected for the index to the total market capitalization of the same shares as of the initial date multiplied by the index value as of the initial date (31 December 1997) using a base of 100 beginning September 1, 1995.  The ruble-adjusted index is a derivative of the main dollar index, using the same base.  The MICEX index is calculated by the stock section of the Moscow Interbank Currency Exchange and is based on the price fluctuations of 17 shares of the MICEX's first and second listings.

4. INTERNATIONAL RESERVES OF THE RUSSIAN FEDERATION represent the amount of reserve assets of the Bank of Russia and Finance Ministry.  Those reserve assets are comprised of monetary gold, special drawing rights, the reserve position in the IMF and other liquid foreign assets.  The latter include short-term deposits in non-resident and resident banks, balances in current accounts, foreign government securities, repo agreements with these securities made with non-residents, and other liquid assets (accrued interest on these assets is not included).  Monetary gold is evaluated at a floating rate, revised periodically, but not always reported immediately.  Foreign currency assets are converted into U.S. dollars on the basis of the cross rates of foreign currencies to the dollar, calculated using the official rates of the ruble to these foreign currencies, as set by the CBR.

5.  MONETARY BASE (M1) is comprised of cash and reserves of commercial banks on deposit in the CBR.  It is the basic part of the money supply (M2).

6. Lombard Credits, distributed through auctions, are aimed to provide liquidity to the banking sector.  These credits are extended to banks on the basis of collateral.

7. JPMORGAN EMERGING MARKETS BOND INDEX PLUS (EMBI+) tracks total returns for traded external debt instruments in the emerging markets. The instruments include external-currency-denominated Brady bonds, loans and Eurobonds, as well as U.S. dollar local markets instruments. The EMBI+ may be separated into individual components (such as by sovereign issuer). The source of all EMBI+ data in this publication is JPMorgan.

8.  CBR TIME DEPOSIT RATE  is set by periodic auctions held by the CBR that allow banks to hold money there at fixed terms for interest.  The interest rate is set by the auction process, but the CBR sets the terms, which range from one week to several months and are not always the same at each auction.  The benchmark time-deposit rate we will try to use is the shortest one.  These auctions are not necessarily held on a regular weekly basis, so some data related to this indicator may not always appear in the Financial Weekly.

THIS DOCUMENT IS FOR US GOVERNMENT INTERNAL DISTRIBUTION ONLY

�





�





�





Inside the Volzhsky Hydroelectric Station





Red October Steel Factory





�





Main Street – Lenin Prospect





Lenin Seal on Downtown Building





River Port Passenger Terminal





�








For the weeks ending April 30 and May 07, 2004

For the weeks ending April 30 and May 07, 2004


