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WORLD CRISIS AND RUSSIA

World Bank again lowered its expectations for Russia’s economic performance in 2009

VEDOMOSTI (07.04.2009) Last week, the World Bank again lowered its expectations for Russia’s economic performance in 2009. Its prognosis is that the country’s gross domestic product will fall by 4.5 percent this year. Meanwhile, the Organization for Economic Cooperation and Development expects a 5.6 percent drop over the same period. 

Nonetheless, there are still some bright spots in Russia’s economy that might mitigate these negative forecasts by the end of 2009. For example, over the past two months, manufacturers have increased their expectations for an economic upswing. This stands in clear contrast to the mood of analysts, international organizations and investment banks.

According to monthly analytical surveys conducted by the Institute for the Economy in Transition, top managers of the country’s leading companies are anticipating increased demand for their products. These surveys have been conducted since 1992 and have proven to be a reliable indicator of future trends. Thus, we can predict with a high degree of certainty that the fall in demand for manufactured goods will end in the next few months. In other words, the decline in Russia’s manufacturing sector is coming close to hitting bottom. 

But this by no means guarantees a resumption of economic growth. The economy’s relatively poor performance in the first quarter might lead to a months-long recession. There are a few reasons to be hopeful, however, that with a little luck, moderate economic growth will resume by the year’s end.

First, there are excellent opportunities for growth as a result of ruble devaluation and import substitution. According to surveys from the Institute for the Economy in Transition, the number of Russian manufacturers claiming that imports had a negative impact on their growth was three times lower in January 2009 than in January 2008. 

Second, there is a good chance that domestic demand will increase as a result of increased government spending. Until the end of February, leaders had been wary of implementing a broad fiscal policy to boost the economy. Instead, the government focused narrowly on supporting the banking system with the help of cash infusions from the Central Bank, but only a small portion of this liquidity reached the real sector. Now, however, the picture has improved for increasing government spending across broad sectors. 

Third, the sharp declines in industrial output in late 2008 was a reflection not only of the objective worsening of external and internal market conditions but was also a result of an exaggerated panic, which tends to be short-term. The sharp fall in manufacturing was not in line with the overall healthy macroeconomic characteristics of Russia’s economy — above all, its large gold and foreign exchange reserves and solid trade balance. A low level of trust within the business community and the government’s poorly defined anti-crisis plan helped cause the panic, but the situation has calmed down markedly since then. 

The fourth reason is that the government’s assumption of a mid-year price of $41 per barrel of oil is weighted on the low side. It is highly likely that the price of oil will increase above $45 per barrel in the third and fourth quarters, and this will have a positive impact on the Russian economy. 

Other positive trends include a more stable situation in terms of bank liquidity. For example, the Central Bank’s credit interest rate has stopped rising, and the ruble exchange rate has stabilized.

Moreover, the Russian government has changed the focus of its anti-crisis program in recent months. In the beginning of the crisis, the emphasis was placed on supporting large businesses and their owners. Now, the anti-crisis plan calls for increasing consumer demand, in part by increasing individual incomes. The government is ready to increase federal spending and to tolerate a budget deficit of eight percent of GDP. To be sure, an increase in government spending could easily lead to a spike in inflation, but overall it is a major improvement over the government’s previous efforts to combat the crisis. Now the question is how effectively the plan will be implemented. 

The government’s ability to spur demand will depend on how well it can handle two perpetual problems in Russia. The first is whether the government will release allocated funds on schedule. The second, of course, is whether corruption will prevent these funds from reaching its intended targets. To lower the risk of corruption, the government must improve the transparency of the entire allocation process.

On the results of the G20 summit

NEZAVISIMAYA GAZETA (07.04.2009) In spite of the agreements achieved at the G20 meeting in London, the members of the group often pursue very different approaches to crisis management, and so they see the results of the London meeting differently. However, the main steps taken at the meeting are understood universally: the closure of all tax havens, the ending of the U.S. and Britain – inspired and promoted era of ‘casino capitalism,’ and the beginning of a new era, when the search is open for a new financial architecture, though it is not known how long this search will take.

IZVESTIA (07.04.2009) From Washington, the efforts of the G20 in finding universal solutions to the current financial and wider economic problems do not look really fruitful. The paper quotes an American political columnist who says that the idea of restructuring the architecture of the world financial system is now retreating under pressure from the G20 member country’s own agendas that are based on the principle ‘everyone saves himself the way he can.’

VEDOMOSTI (07.04.2009) Global summits raise expectations of finding global solutions. As a rule, though, that usually doesn’t happen. 

But last week’s meeting of the Group of 20 in London ended successfully for a change. The most important result was not the $1 trillion the International Monetary Fund allocated to help fight the crisis, most of which will help developing countries that have been hit hard by fluctuations in the exchange rates of their national currencies. 

Most significant, the meeting demonstrated that the world remains united. Government leaders, although primarily concerned about their own economies, realize the danger of adopting protectionist measures as a knee-jerk reaction to the crisis. For us, the most important result is that Russia reaffirmed its role as a part of the larger world order.

Meanwhile, there was no shortage of disagreements at the summit. European leaders, especially from France and Germany, offered resistance to the U.S. plan to stimulate demand through government spending, but their opposition did not stem from geopolitical considerations. In European countries, where the labor market enjoys more protection than in the United States, consumption does not fall as steeply when gross domestic product falls, and the need to stimulate demand is therefore lower. The lack of flexibility in the European labor market might also play a negative role because it slows the ability of European countries to make the transition toward growth. 

But for now, the United States is feeling the effects of the crisis more than Europe is. One reason for this: European governments have not yet fully realized the scale of the problem with toxic assets on the balance sheets of European banks. Stefan Ingves, governor of the Swedish Central Bank who co-authored the “Swedish solution” to the country’s banking problems in 1992, said last week at a seminar at the New Economic School in Moscow, “It is possible to postpone finding a solution to the problem of bad assets, but it will not resolve by itself.” 

It is no easy task to present a serious initiative at a global forum, and President Dmitry Medvedev was unable to do this. His talk of the need to switch to a new reserve currency is popular among average Russians, but it has little practical meaning at the government level. What prevents Russia from holding reserves in different currencies? The same thing that prevents any individual from doing so: The dollar remains the most secure reserve currency, and it is unclear what could replace it in the near future. 

The situation in China looks even worse. After 10 years of accumulating dollar reserves, it turned out that the very size of those assets (almost $2 trillion) has become a major headache for Chinese leaders. If they sell those dollars, the price of China’s exports will increase as the dollar drops relative to the yuan. This would render their own savings worthless. 

For Russia, the need to maintain its active participation in the global economy is actually more of a domestic priority than a foreign policy goal. It is easy to oppose protectionist measures when your trading partners take the same position. Russia needs to keep its markets open even if other governments buckle under the pressure of their lobbyists and start protecting their markets. 

Even if Medvedev’s promise to adhere to principles of free trade were just empty words, hard times are coming, and his resolve to stand by those words would make a significant contribution to the global struggle. 

Russia succeeded in remaining part of the "larger world" 

VEDOMOSTI (06.04.2009) The most important outcome of last week's G-20 meeting in London for Russia is as follows: Russia has remained part of the "larger world" and is determined to stay there, said Professor Konstantin Sonin from the Moscow-based New Economic School (CEFIR). 

It isn't easy to advance any significant initiative at a global forum, and the Russian president predictably failed to do so. The talk of converting to other reserve currencies (than the dollar) was good for domestic politics, but isn't of any particular value on the global stage. Why can't Russia just use a different currency basket for its international reserves? For the same reason why individuals don't - there are no other stable and reliable currencies available. And there are no signs that one might emerge, Sonin added. 

Incidentally, similar talk in the Chinese government sounded even more pathetic. After a decade of accumulating dollar-denominated assets (keeping exports competitive required a weak Yuan), it turned out that the very size of those assets, nearly $2 trillion, gives China a royal headache. 

To sell them would mean more expensive exports and devaluation of China's assets, the analyst went on. This impossible scenario could probably benefit the United States - through a weakened dollar and inflation pressure, even though China's massive sale of U.S. Treasuries would have complicated placement of new bonds. 

Luckily, the current model of China's economy leaves it no chance of developing outside the global market. 

For Russia, to remain an integral part of the global economy is not even a foreign-policy goal. It is a domestic priority, even though President Dmitry Medvedev's commitment to free trade and free market is little more than words, the analyst said. In any case, advocates of free trade and free markets are in for hard times now, and President Medvedev's effort won't be lost, Sonin concluded. 

Pork scandal brewing in Russian-U.S. relations

RBC Daily (10.04.2009) The U.S. National Pork Producers Council (NPPC) called on President Barack Obama to delay Russia's accession to the World Trade Organization (WTO) after Moscow removed over 30 U.S. companies from the pork exporters' list and said 50% of U.S. pork did not match Russian sanitary standards.

Russian market participants said Moscow had doubled 2009 U.S. pork-import quotas now totaling 100,000 metric tons to the detriment of other nations. Last year, a series of food safety scandals in the United States led to the removal of foodstuffs from stores. The hiring of illegal migrants by U.S. companies was repeatedly discussed in the press.

NPPC President Don Butler said Russia should accept the U.S. food-inspection system, which is just as good as its own system. Alexei Alexeyenko, spokesman for the Russian veterinary watchdog Rosselkhoznadzor, said U.S. food-safety standards were far more lenient than those in Russia. "U.S. pork producers do not want to admit Russian inspectors because they do all the checking themselves," Alexeyenko said.

The NPPC is in panic because Russia is among its major markets. In 2005, Moscow and Washington signed a pork-export quota agreement. Since then, U.S. pork exports to Russia have soared by 560%, reaching $476 million in 2008, the NPPC said. Late last year, Russia became the fifth largest importer of U.S. pork.

The NPPC's appeal to President Obama came several months after Russia doubled U.S. pork-import quotas. Russia's National Meat Association estimates that the United States accounted for 10% of Russian pork-import quotas before 2009.

In late 2008, Moscow made an unprecedented decision to double U.S. pork-import quota, said Sergei Yushin, chairman of the National Meat Association's executive committee. "This violated the rights of Brazilian, Canadian and EU pork producers," Yushin said.

Reaffirming Europe

SHCHODENNA VSEUKRAINSKA GAZETA (07.04.2009) The ongoing global economic crisis is shaking beliefs and approaches that have long been enshrined in European policies. Indeed, the crisis is calling into question the very foundations of the European Union. There is thus an urgent need to reassert the core character and identity of Europe. The very nature of our European model — a model that is open internally, externally, and globally — must be reaffirmed.

Internally, Europe should remain both an open society and an open economy. We should fight against the protectionist temptations that would unravel the very foundation of the European project, a project based on the “four freedoms”: free movement of goods, people, services, and capital.

But the European economic recovery plan that was recently reaffirmed by the European Council of Ministers is mainly focused on national measures to support domestic demand. In implementing this plan, governments must refrain from the temptation to turn national measures into narrow protectionist schemes. Such a development would threaten growing unemployment in Europe and elsewhere, and make fighting the crisis much more difficult. So a return of economic, social, or political nationalism is simply not an option.

Indeed, intra-EU trade today accounts for nearly two-thirds of EU member states’ total trade. And the EU itself is the leader in world trade, accounting for 18 percent, followed by the US and China. Even the free circulation of workers and people in Europe is a well-established and positive reality: 2 percent of EU citizens — more than 10 million people — reside in a Union member country other than their native one.

Moreover, in 2006, 57 percent of European citizens declared themselves ready to move abroad for professional reasons. Among these, young Europeans are the most motivated (a half-million EU young people are already studying in another country).

The crisis must also not become an excuse to create new institutional formats that jeopardize the delicate balance between the different EU institutions, a balance that — through appropriate adjustments — has been proven by the test of time. Of course, the crisis does highlight the need to strengthen the EU’s institutions and instruments for common action and coordination. We need final and complete ratification of the Lisbon Treaty in order to have the institutionally and internationally stronger European Union we need.

Nor should today’s uncertainties become an excuse to call into question the need to continue and complete the process of EU enlargement. Extending the EU’s area of freedom and democracy, peace, stability, and prosperity, especially throughout south-eastern Europe, is in the interest of every European citizen. 

Indeed, we need to send a strong signal to our neighbors in the Western Balkans that their European perspective is still alive, as reaffirmed by the European Heads of State in 2008. And we remain convinced of the strategic and economic benefits of bringing Turkey into the Union. Of course, the process of accession depends on the readiness of the adhering countries, but it should not be halted or slowed down.

Globally, Europe needs to promote an open, inclusive, and effective system of international governance. Through its wide-ranging experience of convergence of national interests and values, the EU has emerged as a model of multilateralism and as the most powerful normative actor in all areas of governance.

The EU is ready to play a major role in building a new system of global governance. This requires further development and deepening of strategic relations with emerging powers, such as China, India, and Brazil, as well as with regional organizations. This is precisely what Italy has been promoting during its current presidency of the G-8. We need to integrate today’s emerging powers into a new system of global governance. The latter, however, should be ready to share the burden with us.

This is also the moment to inject new energy into the Doha round of global trade talks. A successful conclusion of the round would be the strongest possible action to counter protectionist tendencies and resume growth in world trade.

Finally, in times of economic crisis we should be guided more than ever by our common democratic values — the inner dimension of our European identity and a crucial unifying factor for our societies. They are also a powerful tool for European leadership in global affairs. Europe has a special role to play in securing a better world where human rights and individual freedoms are widely and fully respected. We must not shy away from our responsibilities. 

MACROECONOMIC OVERVIEW

Russian economy contracts at record pace in March 

RBC Daily (07.04.2006) PMI-based monthly GDP data from VTB Capital provided a further downbeat assessment of the Russian economy in March. The GDP Indicator fell to -5.4%, the lowest level since its inception in May 1998 and signalling a sharp year-on-year decline. The Indicator has fallen continuously since last July and has been negative for the past four months. The March figure underlined a very weak first quarter. Over January-March the Indicator averaged -4.4%, indicative of a sharp contraction of the combined manufacturing and services economy. It was also the second-lowest quarterly average to date, since the Indicator registered an average of -5.1% in the final quarter of 1998. 

Sharp falls in activity in both manufacturing and services, although data indicated further moderation in rates of decline The GDP Indicator is derived from VTB Capital's PMI surveys of business conditions in the manufacturing and service sectors of Russia. By weighting together the output measures from these surveys, an indicator of total output is produced. The Total Activity Index registered 42.1 in March, indicative of a marked contraction in activity across manufacturing and services. The latest figure was the highest in five months, but still lower than in any period covered prior to last November. Total activity has fallen for six consecutive months, with manufacturing and services showing similarly weak trends. 

Commenting on the survey, Aleksandra Evtifyeva, Senior Economist at VTB Capital, reported: "The Russian GDP Indicator extended its February decline, with the manufacturing and services sectors remaining in contraction territory. However, as the pace of deterioration in both sectors has moderated, we could soon see a softer decline in the GDP Indicator. The drop in official 1Q09 GDP, though, might exceed the 4.4% YoY decline estimated by the GDP Indicator as the latter does not take construction (which has been severely hit) into account. The most significant warning sign in the latest survey is the record drop in employment. This suggests that the weakness in consumption (retail sales were down 2.4% YoY in February) might be protracted. Companies' costs, while still rising, advanced at a slower rate in March, suggesting that the cost pressures from the weaker rouble and tariffs hikes are dissipating. This bodes well for the inflation outlook this year. Furthermore, the weakness in demand continues to limit the ability of Russia's manufacturers and service providers to pass higher costs on to their customers."

Leading indicators show Russia hasn't hit bottom yet 

ABDaily (06.04.2009) Russia's GDP fell 8.0% y-o-y in 2M09 following an 8.8% y-o-y drop in January. A major reason for this was the recovery in the machine-building sector, which shrank by only 21.2% y-o-y in 2M09 after declining 45.9% y-o-y in January. This improvement could reflect a one-off project for a large company, such as Gazprom or a utility, so in our view it reflects the highly volatile nature of economic indicators rather than a sustainable recovery.

There are three reasons to expect a further decrease. First, the decline in the construction sector accelerated from 16.8% y-o-y in January to 18.8% y-o-y in 2M09. Second, the transportation sector, which is also a good indicator of economic trends, reported a decline of 17.4% y-o-y in January and a deeper drop of 18.2% y-o-y in 2M09. Since both the construction and transportation sectors are leading indicators of economic growth, our outlook for 2Q09 is negative.

In addition, the Russian economy is finally showing some signs of a slowdown in consumption. In February, retail trade turnover declined by 2.4% y-o-y, the first monthly decrease since 1999. We view this as a sign that households are finally cutting back on spending owing to the drop in disposable income. This leads us to expect an additional contraction in consumption-focused sectors in the coming months.
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Inflation hits 5-month high on import prices 

VEDOMOSTI (07.04.2004) Russia’s inflation rate rose to a five-month high in March as the weaker ruble boosted import prices. 

The rate rose to 14 percent from 13.9 percent in February, the Moscow-based Federal Statistics Service said in an e-mailed statement today. That matched the median forecast of 15 economists surveyed by Bloomberg. Consumer prices grew 1.3 percent in the month, compared with 1.7 percent in February. 

Inflation was spurred at the start of the year by the weakening ruble, which pushed up import prices, helping the annual rate jump to 13.9 percent in February from 13.4 the month before. Russia abandoned its defense of the ruble after the price of oil, the state’s biggest export earner, tumbled more than two-thirds from a July record in less than six months. The ruble has lost 29 percent against the dollar since August. 

“We see continued pass-through effects of devaluation as the main driver of March inflation,” said Vladimir Osakovsky, Moscow-based economist for UniCredit SpA, in an e-mailed note to investors. “The strongest growth was recorded in the import- dominated non-foods goods prices.” 

Central Bank chairman Sergei Ignatiev last week said that inflation could slow to less than 13 percent this year as the cost of raw materials, fuel and food decline and the impact of the ruble devaluation on imported goods ebbs. 

If inflation in April is “significantly less” from a year ago, the central bank may consider cutting interest rates for the first time since 2007, Ignatiev said on April 3. Russia’s inflation rate was as high as 15.1 percent last June. Food prices gained an annual 15.8 percent in March, the statistics service said.

Goldman cuts outlook for Russia, Kazakhstan and Ukraine

KOMMERSANT (11.04.2004) Goldman Sachs Group Inc. cut its forecasts for the economies of Russia, Kazakhstan and Ukraine as the global outlook continues to deteriorate. The three countries are “all suffering severe hangovers from the burst global credit bubble and the crash in commodity prices,” Rory MacFarquhar, Goldman’s Moscow economist, said in a report today. 

Russia’s economy will shrink 5.5 percent in 2009, compared with a previous estimate for a 3.5 percent contraction, while gross domestic product in Kazakhstan will decline 3 percent, compared with a previous forecast for zero growth, the report said. Ukraine will see a 15 percent contraction, compared with an earlier estimate of a 2 percent fall, reflecting “the very hard landing that is already underway,” the report said. 

Companies and banks across the region have struggled to repay their foreign loans as the price of oil, gas and metals, the countries’ key export earners, has tumbled, the report said. Kazakhstan, which holds 3.2 percent of the world’s oil reserves according to BP Plc, devalued the tenge 21 percent against the dollar on Feb. 4 after oil prices dropped 67 percent in six months. Neighboring Russia, the world’s largest energy supplier, depreciated its currency by 36 percent in the period. 

THE ANTI-CRISIS MEASURES AND POLICY

On Vladimir Putin’s report to the State Duma

KOMMERSANT (07.04.2009) Prime Minister Vladimir Putin said the government is planning 3 trillion rubles ($90 billion) of stimulus measures this year to help the economy survive a “very hard” year.

About 1.4 trillion rubles of emergency spending will be included in this year’s budget, with the rest of the stimulus coming from tax breaks and central bank lending, Putin told lawmakers in the lower house of parliament on Monday. “We managed to avoid the worst scenario,” Putin said. “At the same time, 2009 will be very hard for us.”

The government abandoned the three-year budget it approved last year and has delayed passing the 2009 spending bill as it debates ways to minimize the first economic contraction in a decade. The government and central bank have already spent or pledged more than $150 billion in emergency funding since September to cope with the country’s worst financial crisis since the debt default and ruble devaluation of 1998.

“Could Russia have avoided the crisis or completely escaped its negative effects?” Putin said in the State Duma. “Of course not, it’s impossible, an illusion. The problems didn’t arise here and they weren’t our fault.”

Russia’s economy grew at the slowest pace in almost a decade in the fourth quarter as the global credit squeeze and falling commodities prices pushed the world’s biggest energy exporter to the brink of recession. Unemployment rose to a four-year high of 8.5 percent in February and Finance Minister Alexei Kudrin expects a “second wave of problems” as companies fail to repay loans.

Russia began tapping its two sovereign wealth funds, which hold windfall oil revenue, last month to cover the first budget deficit in a decade. The stimulus package in the 2009 budget is identical to the planned deficit and equals 7.4 percent of projected gross domestic product. The measures include increased spending on the military and infrastructure and additional support for commercial banks.

The revised budget is aimed at “ensuring the optimal combination of anti-crisis measures and long-term plans,” Putin said on Monday. “So that we don’t just defend ourselves, but attack; so that we build a new, more effective economy,” he said, adding that supporting uncompetitive industries would mean “throwing away” taxpayer money and “conserving yesterday’s economy.”

Putin’s address to parliament on Monday was the first of its kind and gave lawmakers a chance to question the Prime Minister on his government’s handling of the crisis. President Dmitry Medvedev, who replaced Putin 10 months ago, said in November that the prime minister would start giving an annual performance report as part of an expansion of parliament’s “control functions.”

Also Putin urged Russian lawmakers to support, rather than “attack,” bankers because they are vital to the economy. “I ask you, respected colleagues, when you discuss the budget, don’t attack bankers,” Putin said in parliament today. “Of course, you can call them whatever you want, insult them, call them fat cats and such, but it’s an important sector for the Russian economy.” 

The government is planning 3 trillion rubles ($90 billion) of stimulus measures this year and banks will get 255 billion rubles that will be “tightly tied” to lending to non-financial companies, Putin said. Russia plans to run a deficit equal to the stimulus package of funding and tax cuts, the first budget shortfall in a decade. 

Banks have “serious tasks” to perform, particularly in the second half of the year, with the volume of bad loans increasing and officials pushing for increased lending to the real economy, Putin said. Lawmakers should debate funding for banks “without slogans and based on analysis,” he said. “The governments didn’t give anyone any presents,” Putin said. “Private banks got credits from the central bank and the Wellbeing Fund that they must return.”

VEDOMOSTI (07.04.2009) Prime Minister Vladimir Putin offered more cash to households, a delay in increasing social security taxes to businesses and support for his finance and defense ministers amid Communist fury in a groundbreaking report to the State Duma on Monday. 

Putin, accompanied by all the Cabinet ministers, spoke to an almost full house — 437 of the 450 deputies — in the first performance report by a prime minister before the Duma, a measure demanded last year by President Dmitry Medvedev. 

"This is one more step toward developing our political system," Putin said as he opened his 65-minute speech. "This is very important." 

Putin reiterated key elements of the government's anti-crisis plan for this year, took 12 questions from the four Duma factions and listened to comments from faction leaders, including an angry tirade by Communist Party chairman Gennady Zyuganov. 

Putin announced that mothers that are entitled to special maternity payments from the state would be able to spend 12,000 rubles ($362) of the money this year. 

The state in 2007 began allocating 250,000 rubles in so-called maternity capital to every mother who bears a second baby, but the money has to stay in bank accounts for three years after being deposited, with a recent exception that allows mothers to spend the money to pay off mortgages beginning this year. 

It was not immediately clear how much cash Putin's move on Monday would inject into the economy. The World Bank last month recommended that Russia spend more to support low-income families amid the economic crisis. 

Approving a delay sought by businesses, Putin pushed back the increase in social security taxes from next year to 2011. Under the previous government plan, companies would pay three taxes to the Pension Fund, the Social Security Fund and the Compulsory Medical Insurance Fund instead of the Unified Social Tax. The total payment would go up to 34 percent of payroll from the current 26 percent. 

The tax will be split into the three fees next year as planned, but the 26 percent ceiling will stay in place until 2011, Putin said. The Pension Fund will lose 780 billion rubles next year as a result of the measure, Health and Social Development Minister Tatyana Golikova said.

VREMYA NOVOSTEI (07.04.2009) Prime Minister Vladimir Putin told the State Duma on Monday that Russia faces a difficult year ahead but said a 3 trillion ruble ($90 billion) package would pull Russia out of its worst economic crisis in a decade. The country is on the brink of recession after a senior government official said that the country's $1.7 trillion economy contracted by 7 percent in the first quarter. 

The government will divert 1.4 trillion rubles ($42.6 billion) from the federal budget to fight the crisis on several fronts, including strengthening the banking system and social welfare programs. But total crisis measures, including tax relief, will come to 3 trillion rubles, Putin said. In his first annual address to the Duma as prime minister, Putin said the country's banking system was now out of trouble after narrowly averting collapse. "The threat of the collapse of the banking system has receded," Putin said. "But (the threat) was quite real, it was literally on the edge." 

The banking sector came under huge pressure last fall after the country's stock markets plunged and external creditors froze lending. Lending all but ceased to the real economy, stalling many projects. That combined with sliding oil prices and lower global demand have reversed nine years of robust economic growth, fueled by high oil prices and a consumer boom. 

Putin said banks that received state support have boosted lending by 15 percent in the past five months — an indicator that money is starting to move into the real economy. Banks that did not receive help upped lending by 7 percent, he said. The prime minister again deflected blame for the crisis, which he has repeatedly accused the United States of starting. "The problems did not arise first with us … but they affected everybody," he said. 

Some economists and politicians have said Russia has been hit particularly hard because it remains heavily dependent on energy exports. They have also criticized the government's handling of the crisis for being too slow and not broad enough in scope. 

The Duma set aside Monday afternoon for Putin to give the speech and then field questions on his anti-crisis plan. The Communists and the ultranationalist Liberal Democratic Party deputies were likely to quiz Putin, along with deputies from the pro-Kremlin parties United Russia and A Just Russia. The government is are worried that wage cuts and job losses could undermine the social stability that Putin prided himself on achieving while president. 

The rebound in oil prices has eased some of those concerns, at least in the short term. Russia's Urals blend of oil was trading at $49 a barrel Friday, $8 higher than the $41 level factored into the revised 2009 budget. But some economists are still saying that the economy could shrink by more than 8 percent this year, nearly four times worse than the government expects. That could make 2009 the worst year for the economy since the early 1990s, with a sharper contraction than 1998, when Russia defaulted on domestic debt.

TRUST REPORT (07.04.2009) Vladimir Putin’s first annual report to the State Duma set out the government’s anti-crisis spending plans, warned against hasty legislation, and defended his own record. But it was not subject to the scrutiny a normal report to the Duma would be. Some deputies believe that questions were left unanswered, and that Putin was met by unquestioning endorsement by the audience. So what exactly was the point? 

A new law passed last year obliges the prime minister to report annually to the Duma. The factions – and individual deputies – get a chance to drill the prime minister on the government’s performance and plans for the future. Unsurprisingly however, given the current economic situation, the speech and the questions focused more on the coming year than the one that has passed. Like politicians the world over, Putin has a lot of explaining to do to convince the Russian public that the government is doing all it can to combat the economic crisis. 

As expected, Putin’s first report to the Russian Parliament was heavily tilted toward economic issues. The prime minister warned of hardship to come, denied that he (or anyone in Russia) had anything to do with it, defended his record with a host of glittering statistics, and proceeded to set out his anti-crisis program. He held forth and on everything from the banking sector to tariffs, from oil prices to the condition of struggling industries, and in a customary fashion cautioned against knee-jerk legislation or headline-grabbing moves that could backfire (such as a complete freeze on tariffs for domestic services and utilities). 

This follows a pattern becoming familiar to political commentators and the public worldwide. Russia is not the only country in trouble, and Putin is not the only leader having to prepare his country for the worst while avoiding (as much as possible) being blamed for any of it. 

Inevitably, then, he contextualized Russia’s difficulties with reference to other countries and Russia’s own condition several years ago. The crisis, he reminded his listeners, is global: the world economy will shrink for the first time since the Second World War; Japan, Germany and the United States have already experienced dramatic negative growth. Unemployment everywhere is on the rise. These “problems arose not from us, and are not our fault,” he said, but Russia could not expect to escape the mess. 

In walking the line between frankness and duplicity he is perhaps on firmer ground than many of his peers, though not necessarily for the reasons that he stated. Russia, he told his audience, has faced two blows (the drying up of liquidity in the West, which sucked money from the Russian market, and the fall in demand that has hammered Russia’s traditional exports) that have exacerbated long term problems; “dependence on the external environment, poor diversification, the so-called shortage of long money.” Nonetheless, it is in a better condition to face the storm than when it suffered from “a huge burden of external debt to clot non-payments, systematic and massive delays in the payment of salaries, pensions, allowances, and power cuts.” And the social institutions that have been built since then have proved themselves, “showing their stability and ability to resist destructive tendencies.” 

This is, of course, in keeping with Putin’s tried and tested strategy of comparing his own competent tenure in power with the chaos of the 1990s. After a decade, this mantra should be wearing a bit thin - who, if not Putin, is to blame for the failure to diversify away from natural resources? But most Russians still seem prepared to give him the benefit of the doubt. If he can sell the global crisis as the test of his ten years of growth and reform and persuade voters that he has passed, then he may yet be able to seal his reputation for competence. 

Some Duma deputies were a little more difficult to impress. “It was reminiscent of the addresses he used to make as president, eliciting applause from the ruling party. It was definitely not what a report to the State Duma should look like,” said Gennady Gudkov, a deputy from the Just Russia faction. 

The applause, said Gudkov, was particularly inappropriate, “because it gives the impression that the crisis has already been defeated and that we have turned the corner. If the crisis had been defeated by the government’s actions, if the country was set for development, growth and low unemployment, then applause might have been fitting. As it is, we have a lot of promises.” 

The promises made by Putin include plans to spend 3 trillion rubles ($90 billion), including 1.4 trillion rubles ($42 billion) from the federal budget. He promised not to increase the flat-rate income tax from 13 percent in case it drives businesses to black-market wages. Answering a question from the Communist faction, he denied that there are any plans to close the Voronezh aircraft factory, and promised that the government would “support aviation even if it is not effective.” And as for the national projects, the plans to develop the country to 2020 that were drawn up before the downturn “will not be abandoned.” To this end military spending will see an increase of 15 percent in 2009 year-on-year. 

The hope is that these measures will justify the applause heaped on Putin by the United Russia deputies in the Duma today. Whether or not they meet that objective may well not even be apparent by the time Putin gives his next report to the Duma in 2010. But today’s speech may well have met its other objective: that of convincing his party, and the Russian public, that Putin is on top of the situation. 

“Many questions went unanswered, but Putin performed well,” acknowledged Gudkov. “That’s something he can do; he’s a charismatic guy. But we’re voting against this budget, because it does not really answer the problem of fighting the crisis, which is the priority here.” 

Putin won’t be too worried about that – United Russia holds enough seats to easily pass any legislation without the support of Just Russia, or any other party in the Duma for that matter (the Communists can also be relied on to vote against the government’s spending plans). But he will have left the Duma satisfied that he has given the speech he had to.

RUSSIA MARKET DAILY (07.04.2009) On Monday, Prime Minister Putin acknowledged to the State Duma that Russia's economy contracted by 7 percent in the first quarter. Misery may love company, of course, but it will be small comfort to most Russians that many other countries are doing just as badly or even worse. For instance, Japan's gross domestic product dropped by 12.1 percent and the U.S. GDP declined by 6.3 percent in the fourth quarter of 2008, and these figures are likely to repeat in the first quarter of 2009. In fact, the International Monetary Fund, the Organization for Economic Cooperation and Development and private analysts are playing leapfrog in recent weeks as one after another project increasingly depressing forecasts for the rest of 2009 and even beyond. 

This catch-up effect between the reality felt by businesses and workers and those sifting through lagged data will no doubt lead to further downward revisions to forecasts in Russia and elsewhere, despite some tentative signs that the world economy is not about to fall off a cliff. In Russia, it may turn out that the first quarter really was the bottom and recovery may be lurking as 2009 progresses. Forecasters may have to reverse and catch up all over again later this year.

But there is no room for complacency. If we have learned one key lesson from this global crisis, it is that our economic models, based upon theories such as rational expectations and efficient markets, are flawed. Economists have been humbled, and they are thus less confident in predicting the timing and even direction for economic prospects.

That said, even if our sophisticated models are largely discredited, a combination of casual empiricism, common sense and some premodern thinking can still be useful in trying to understand what is happening in Russia.

Before despairing, we should recall a few truths:

•When things get cheap enough, people will start buying again. This will be true of oil prices, the ruble exchange rate and share prices of Russian companies. We may have already hit bottom -- or maybe not. In a globalized, interdependent economy, it is premature to say that Russia is now a bargain. There are too many other factors at play. We will only know for sure well after the fact.

•All countries are in this together, even if the timing and extent of their respective recessions may differ by national characteristics. This is not a replay of Russia's 1998 financial crisis. Prudent countries like Germany and Japan have been hit even worse than new debtors like the United States and Britain. Russia was somewhat immune until late in the game, but plunging oil prices and the evaporation of global credit caused an inevitable collapse. Only time, savings and reduction of debt levels will restore personal and corporate balance sheets in the United States, much of Europe and other heavily indebted countries. 

•There are no magic bullets. It doesn't matter if you are a neo-Keynesian, a monetarist or from the Austrian school, there are no easy fixes to the wrenching, inevitable adjustment. The Group of 20, G8 or IMF cannot assert some form of divine intervention. Governments are taking steps to cushion the pain, but no matter how effective these measures are, it will take time to cure the crisis. And Russia is certainly no exception. Like all governments, it faces only hard options. In the meantime, a Keynesian fiscal stimulus program that will turn last year's 4 percent budget surplus into a projected budget deficit of 7.4 percent of GDP this year will have to carry us through to the other side of this vicious business cycle.

•Russia can live -- and even thrive -- with cheaper oil. Just five years ago, an oil price of $37 per barrel seemed not only reasonable but was considered consistent with high economic growth, like the 7.3 percent increase in GDP that we saw in 2004. What has changed since then is that high inflation in Russia, 60 percent cumulatively, has implied that the real exchange rate (adjusted for inflation) had appreciated by more than 40 percent before the Central Bank embarked on its seemingly successful managed currency depreciation between November and January.

•In Russia, there is no balance of payments crisis. On Friday, the Central Bank announced that the current account surplus shrank to $11.1 billion from $38 billion in the same period a year earlier, but at least it is still running a surplus. Capital outflows have slowed significantly over the quarter, and by March, Central Bank First Deputy Chairman Alexei Ulyukayev said the bank had bought up about $10 billion to avoid a precipitous strengthening of the ruble. A positive current balance and restrained capital outflow even after debt repayments should lead to a net increase in foreign exchange reserves in 2009.

•Russia does not face major debt problems. Fears about the country's debt are exaggerated, and they do not approach the levels seen in Eastern Europe. Household debt at 9 percent of GDP is extremely low, and even corporate debt of 50 percent of GDP is not high in the global context or relative to profits and assets. Therefore, Russia does not face the huge solvency problem that Western countries face. Individual oligarchs, banks and companies are exposed, of course, but there is no systemic weakness. Foreign exchange assets are much higher than debt. With the peak of foreign debt repayments already passed, Russia should have no systemic difficulty in repaying the $122 billion due over the next 12 months. 

•Russia's foreign exchange reserves are not at risk. The gross international reserves of $388 billion held by the Central Bank at the end of March were about the same level as two months earlier despite net capital outflows of $38 billion. The Central Bank has not intervened to support the ruble rate, and it has even purchased dollars repeatedly in recent weeks. Money supply seems to have stopped falling in March, and since the trend in monetary aggregates is closely correlated with the real economy's performance, this may be a reason for believing that the worst is over. Assuming oil prices do not drop and inflation is reduced soon to single digits, the ruble should continue to be stable.

•Russia's reserves were not wasted. It seems that the $200 billion drop in reserves since summer was mostly a transfer to the private sector that enabled it to reduce indebtedness and build up liquid foreign assets. The reserve decline of $130 billion in the fourth quarter can be almost fully accounted for in this way. 

For Russia, the months ahead will be difficult enough without the scaremongering by observers who are playing catch-up. Our economic models may be faulty, and this is all the more reason to keep certain truths in mind as we navigate the bad news to come. 
REGULATIONS AND STANDARDS

CBR says may lower refinancing rates in May 

The Central Bank of Russia (CBR) says that it may lower refinancing rates within a month if inflation continues to fall. The CBR's First Deputy Chairman Alexei Ulyukayev said at a conference organized by the Higher School of Economics: "I expect we will be able to lower the official rate and all our other rates this quarter or may be in a month,". 

CBR Chairman Sergei Ignatyev said earlier this month that the bank could decide to lower its refinancing rate if April inflation is substantially lower than in the same month of last year.

The paucity of loans has driven up the cost of capital, which is in turn depressing the economy. Cutting rates would help make more cash available and serve as a badly needed stimulus. The CBR has been running a very tight monetary policy in the last few months as its first priority was to stabilise the value of the ruble against foreign currencies. However, as devaluation comes to an end and fears of further devaluation recede the central bank will be able to relax this policy. 

And the economy badly needs a shot in the arm after growth hit a brick wall in January and GDP has plunged further and faster than anyone was expecting. Deputy Economic Development Minister Andrei Klepach said at a conference Wednesday that the Russian economy may stagnate in 2010 with GDP growth, but only by 0.5% and 1%.

"If companies do not start to re-establish their demand for investment, and if lending to the real (economic) sector does not resume, then we will most likely see stagnation (of the Russian economy) next year," he said. However, under the government's optimistic scenario for 2010, Russia's GDP will grow between 3% and 4% in 2010. This year, Russia's economy is projected to contract 2.2%, the ministry said earlier.

Expert’s View: This is the second time in the past week that the authorities have signalled lower interest rates in 2Q09. In April 2008, consumer price inflation reached 1.4% MoM (14.3% YoY) and then rapidly accelerated to 15% YoY last summer. This time, we could see some moderation in inflation as the rouble depreciation pass-through is likely dissipating and rouble liquidity has been tight. However, we are reiterating our view that the CBR would follow rather than lead the market if it cuts the refinancing rate as interest rates have rallied recently due to rouble depreciation expectations stabilising. We think the decision on the interest rate would depend more on global stability and oil prices rather than on inflation. The data on the current account for 1Q09 is somewhat worrisome as it highlights the risk of a deficit and pressure on the rouble in 2Q09. The current account surplus reached USD 11bn in 1Q09 after recording USD 9.4bn in January-February. At the same time, capital outflows moderated to only USD 5.3bn in March, from USD 33.5bn in January-February.
 CBR restricts currency swaps 

KOMMERSANT (10.04.2004) Russia’s central bank (CBR) imposed a restriction on the amount of currency swaps it will offer today for the first time in more than two weeks. The agreements, which allow traders to bet on the exchange rate without having to buy or sell the currency up front, were restricted to 5 billion rubles ($149 million) for today, after setting no limit from March 25. It last set a restriction of 5 billion rubles on March 24. 

Bank Rossii started limiting currency swaps in October to reduce speculative pressure on the ruble, which has devalued by 30 percent to the dollar since August.

VTB starts ruble speculators’ index on depreciation outlook 

VEDOMOSTI (10.04.2004) VTB Capital, the investment banking unit of Russia’s second-largest lender, started an index for foreign investors to bet on the ruble on expectation the currency may have further to fall. 

The VTB Capital Ruble Index, or RUBIN, will replicate the dollar-ruble spot rate on Russia’s MICEX Index, though with fewer restrictions on trading hours and currency trading, Chief Strategist Ivan Ivanchenko said in an interview today. “Another round of depreciation may occur,” Ivanchenko said. “We may see some unpleasant surprises for long ruble position-holders in summer.” 

Since tumbling 34 percent against the dollar between August and January, Russia’s managed currency has strengthened 6.9 percent as the central bank raised interest rates and reduced loans to banks to starve speculators of cash to bet on further devaluation. Bank Rossii pledged on Jan. 22 to prevent the ruble from weakening beyond a level of 41 against its dollar-euro basket used to manage fluctuations, unless oil prices fall to and remain at $30 a barrel. 

The ruble snapped a three-day decline against the dollar today, strengthening 0.5 percent to 33.5136 per dollar as of 2:30 p.m. in Moscow, and gaining 0.5 percent to 38.4394 versus the basket. Buyers of the VTB Index would be betting on depreciation because it is modeled on the dollar strengthening. 

A current account deficit and further global shocks could result in “pressures piling up on the ruble,” he said. Russia’s current account, the broadest measure of trade in goods and services, may not stay in surplus as declining consumer demand subdues demand for imports, Ivanchenko said. Russia’s current-account surplus was $11.1 billion in the first quarter, Bank Rossii Chairman Sergey Ignatiev said April 3.

FINANCE

Russia's foreign debt falls 16.3% in six months 

VEDOMOSTI (08.04.2004) On 1 April 2009, Russia's gross foreign debt (public and private) stood at $453.5 bln, according to preliminary estimate published by the Central Bank yesterday. This is 16.3% lower than the peak level of $542.1 bln recorded on 1 October 2008. The news is definitely positive as it softens the acuteness of a major macro risk faced by investors that deal with Russia: namely, its high debt burden. With Russia's international reserves and ruble forex rate levels now stabilized, we remain confident that Russia's foreign debt situation will improve further in the months ahead.

Debt of Russian banks slashed by one quarter. At the beginning of this month, Russia's public foreign debt totaled just $30.5 bln, which is a massive improvement on public debt volumes six months ago ($42.8 bln). On 1 April, private sector debt accounted for the bulk of the country's foreign debt: it stood at $423 bln or 93.3% of gross obligations to foreign creditors. Foreign debt in the non-financial sector amounted to $275.5 bln, while the remainder ($147.5 bln) was the foreign debt of Russian commercial banks. Debt levels in the banking sector have fallen dramatically since October 2008 (down by 25.5%) - far ahead of that in the non-financial sector (down 8.6%).

Reserves now cover 85% of gross national foreign debt. In the six-month period to 1 April, Russia's international reserves have declined by $172.2 bln (or down 31%) to $383.9 bln. According to CBR data, during the same period gross foreign debt has fallen by $88.6 bln. This means that roughly half of the fall in reserves was attributed to debt repayments. The Central Bank estimates that in the remaining months of 2009 Russian private and public sectors are scheduled to pay a further $106.2 bln to foreign creditors on principal and interest. We do not view this as critical given that over the past few weeks some of Russia's largest corporate borrowers were recording progress in their attempts to roll over or refinance their maturing debt. In addition, Russian commercial banks, which are due to repay some $44 bln between 1 April 2009 and the end of the year, have recently managed to accumulate between $40 bln and $50 bln in their accounts.

 Tighter liquidity and rouble weakness remain possible 

ING DAILY MARKET INFORMATION (01.04.2009) We released report on Russian rates, where we tried to estimate mid-term liquidity trends and implication of this for local borrowings costs and rouble FX rate. On the whole, we do not expect that scenario of 4Q08 can repeat, when rates surged to seven-year highs and rouble fell 30% vs basket. Such market moves were triggered by previously unseen capital outflow of 82% of the monetary base. At the same time, we think that further rate spikes and rouble weakness remains likely.

• Unlike the previous nine years, in 2009-10 Russia is fated to have a budget deficit, which will create a major source of liquidity for the economy. In line with the government's guidance we see budget deficits totalling US$150bn over 2009-10.

• At the same time, the effect of fiscal loosening could be well balanced by liquidity outflow through balance-of-payment. The CBR looks set to remain a net FX seller both in 2009 and 2010 due to moderate oil prices and limited external debt market access.

• Despite the increased role of the CBR's liquidity policy we see it as neutral for short- to mid-term liquidity trends. The major constraint for the CBR remains the lack of a free-floating rouble, the potential introduction of which seems unlikely given global market volatility.

We expect interest rates over 2009-10 to be above the average levels of the past four years, although below the highs of 1Q09. A temporary rate drop looks possible in the near term, as the private sector could attempt to reduce its excessive FX position.

• The rouble is near fair value now, although this is a function of oil prices. We believe the more than the 30% decline of the currency against the basket has taken the rouble back to a fair value for now and that the key near-term determinant will be the trajectory of oil prices.

• In the short term we see the rouble within the range of 38-41 versus the basket, while in the longer term high inflation risks reinitiating devaluation pressures

Russian ruble gains, surpassing bank level, as oil advances 

KOMMERSANT (07.04.2004) Russia’s ruble strengthened against its target currency basket, surpassing the level the central bank had been defending, as oil climbed and investors’ appetite for riskier assets increased. 

The ruble gained as much as 0.4 percent to 38.3950 versus the dollar-euro basket which is used to manage its swings. That’s stronger than the 38.50 level Bank Rossii’s First Deputy Chairman Alexei Ulyukayev said policy makers were buying foreign currency last month. The bank has been limiting the ruble’s gains to prevent “significant” volatility in a currency that has slumped 30 percent against the dollar since the start of August, Ulyukayev said March 25. 

“The central bank seems more tolerant of ruble strength when oil is rising,” said Martin Blum, head of emerging markets economics and currency strategy in Vienna at UniCredit SpA, Italy’s largest bank. “They don’t want the market to get too ahead of itself and see the currency overshoot only to have to let it fall back again should things worsen.” 

Bank Rossii stopped the ruble’s “gradual devaluation” on Jan. 22, saying policy makers would raise interest rates, limit bank refinancing and use foreign-currency reserves to starve speculators of cash to fuel the currency’s decline. Since then the ruble has remained above the bank’s lower limit, while oil in New York has climbed 61 percent from this year’s low in January on speculation government efforts worldwide will revive demand for energy as the global economy improves. 

The central bank initially defended the ruble from strengthening beyond 39 to the basket, a threshold that was then reduced to 38.50 as the price of Urals crude, Russia’s chief oil blend, gained 4.6 percent throughout March, Ulyukayev said last month. 

Urals jumped 2.7 percent to $52.79 a barrel today, the highest since Nov. 13, and Russia’s Micex stock index climbed as much as 4.8 percent to 877.90, the highest since October. 

Prime Minister Vladimir Putin said the government is planning 3 trillion rubles ($90 billion) of stimulus measures this year to help the economy survive a “very hard” year. 

The ruble was little changed at 33.29 per dollar by 5 p.m. in Moscow today, and was 0.1 percent higher at 44.8645 per euro. It was last 0.1 percent higher at 38.4971 against the basket, which is made up of about 55 percent dollars and the rest euros and is used by the central bank to limit currency swings that disadvantage Russian exporters. 

Bank Rossii is now buying dollars and euros at around 38.45 to the basket, Mikhail Galkin, head of fixed-income and credit research at Moscow’s MDM Bank said. The central bank bought $170 million on April 2 to stifle gains in the ruble, Ignatiev said last week. They purchased about $700 million on April 3, according to MDM Bank and around $500 million today, Trust Investment Bank said in a note to clients. 

UniCredit advised late April 3 to bet on the ruble’s gain against the dollar with 12-month non-deliverable forwards. NDFs, agreements that fix a currency at a particular level in the future and are a guide to exchange-rate expectations, still show the ruble 11 percent weaker at 37.37 per dollar in a year’s time, from as weak as 45.70 on Feb. 18. 

“The depreciation pressure has been lifted and we can now see appreciation pressure on the ruble amid the near-term reality of higher oil prices and more supportive capital flow,” said UniCredit’s Blum, who sees the ruble at about 37.5 versus the basket in the next few months. 

The currency will drop just 2.8 percent to 34.22 in three months’ time, according to NDFs tracked by Bloomberg, from as low as 39.88 on Feb. 2. Ruble-dollar cross-currency swaps, where banks pay a fixed rate of interest in rubles and then receive a floating rate in dollars, have dropped, with rates at 13.75, the lowest since Oct. 16. 

Declining rates “reinforce our bullish short-term view on Russian risk,” said Luis Costa, an emerging markets debt strategist in London at Commerzbank AG. “Ruble strength now is great news and our short-term target on ruble-dollar cross- currency swaps is 12 percent.” 

Russian government bonds also rose today, with the yield on the 7.5 percent dollar bond due 2030 down 18 basis points to 8.01 percent, the lowest since Oct. 9. The yield on the 12.75 percent sovereign bonds due 2028 fell 19 basis points to 8.74 percent, also the lowest since October. Bond yields move inversely to their prices. 

Representatives of the central bank have been sent to 38 Russian lenders that received subordinated loans from Bank Rossii or the state development bank, Vnesheconombank, Vedomosti reported today. Banks are required to report any planned transactions to do with the sale of bank real estate as well as transfers of funds to foreign banks that exceed 1 percent of total assets, the newspaper said.

CBR bought more than $2 billion 

RBC Daily (09.04.2006) Russia’s central bank (CBR) has bought more than $2 billion of foreign currency since the start of April as it seeks to retain a positive trade balance and replenish reserves. The central bank’s First Deputy Chairman, Alexei Ulyukayev, gave the figure to reporters in Moscow today. 

The ruble has already gained 0.6 percent against the dollar this month as a stabilization in oil prices and global equity markets lures investors back to the world’s largest energy exporter. Ulyukayev said in March the bank would buy dollars and euros to prevent the ruble from strengthening above 38.50 versus its target currency basket. 

“Markets were so bullish and oil was going up and up” so lenders and companies have been selling their dollars and euros to the bank for rubles this month, said Mikhail Galkin, head of fixed-income and credit research at Moscow-based MDM Bank. The bank purchased $1.1 billion of foreign currency on April 6 alone, the most since March 24, he added. 

Bank Rossii wants to limit the ruble’s advance to maintain a positive trade balance, Galkin said. A stronger ruble could make imported goods more competitive than local products in a year when the government forecasts the economy will contract 2.2 percent, after expanding every year since 1999. 

It’s also trying to bolster reserves, reduced by $210 billion since reaching a record in August, he said. Bank Rossii helped drain more than a third of the world’s third-largest reserves over that period while managing the ruble’s 31 percent drop versus the dollar. Policy makers pledged to end the currency’s devaluation on Jan. 22 and vowed to defend a basket threshold of 41 against further depreciation. 

The ruble, which is managed against the basket to limit currency swings that disadvantage Russian exporters, dropped 0.2 percent to 38.5745 versus the basket at 10:25 a.m. in Moscow today. The basket is made up of about 55 percent dollars and the rest euros.

Ruble gains, ends three-day slump on tax payments, higher oil 

RUSSIAN INFORMER (09.04.2009) Russia’s ruble strengthened, snapping a three-day decline against the dollar, as oil prices climbed and companies bought the currency to finance operations and pay taxes. The ruble added 0.5 percent to 33.5035 per dollar by 5 p.m. in Moscow today, and was 0.6 percent stronger at 44.4405 per euro. Oil prices in New York rose for a second day, jumping 5.4 percent to $52.03 per barrel, extending gains from this year’s low in January to 59 percent, after U.S. crude supplies increased less than industry estimates last week. 

The currency has gained 7.8 percent since the end of January as oil, Russia’s chief exporter earner, rebounded and the central bank raised rates and limited banks’ ability to fund bets against the ruble. Russia’s foreign-exchange reserves, the world’s third-largest, dropped last week as companies converted dollars and euros held with Bank Rossii into rubles, according to Alexei Moisseev, head of fixed-income research at Moscow investment bank Renaissance Capital. 

“The oil price is obviously very important for the ruble but we’re also now seeing some of the capital that fled in recent months come back,” Moisseev said. “Banks and companies sold every ruble they had during the devaluation and now they’re having to buy it to pay for their daily activities.” 

Russia’s reserves fell by $3 billion to $385 billion last week, the central bank said today. Russian banks need to make 433 billion rubles ($12.9 billion) in tax payments in April, according to Moscow-based Alfa Bank. 

Bank Rossii drained more than a third of its reserves to stem a 34 percent devaluation in the currency from August through January, as oil prices tumbled more than 70 percent from a record in July. The central bank manages the ruble against a basket of dollars and euros to limit currency swings that harm exporters. 

The ruble gained 0.5 percent to 38.4288 versus the basket today, which is made up of about 55 percent dollars and the rest euros. That’s 6.3 percent above the 41 level policy makers pledged Jan. 22 to defend, unless Urals crude, the nation’s main export oil blend, dropped to and remained at $30 a barrel. 

Bank Rossii is now buying foreign currency at 38.40 versus the basket, as it seeks to limit the ruble’s strength, said Mikhail Galkin, head of fixed-income and credit research at Moscow’s MDM Bank. First Deputy Chairman Alexei Ulyukayev said last month the bank would be intervening at 38.50. 

Goldman Sachs Group Inc. today followed Citigroup Inc. in forecasting the ruble will “remain roughly flat” at current levels against the basket for the rest of the year. Bank Rossii “should be able to hold” the 41 basket threshold for the rest of 2009 should Urals remain around $50 a barrel, Citigroup’s chief Moscow economist Elina Ribakova said yesterday. Urals rose 1.1 percent to $50.93 a barrel today, heading for a 1 percent advance in the week. 

Companies and investors are also paring their bets against the ruble, with non-deliverable forwards showing the currency just 2.8 percent weaker at 34.46 per dollar in three months time, and at 37.87 to the dollar in a year. NDFs are a guide to exchange-rate expectations as they fix a currency at a particular level in the future as a hedge against fluctuations. 

In a bid to “flush out” investors who still have so- called short positions on the ruble, said Moisseev, Bank Rossii restricted the amount of currency swaps it offered for the first time in more than two weeks. 

The central bank is offering 5 billion rubles ($149 million) in swaps today, after setting no limit from March 25. The agreements allow traders to bet on the exchange rate without having to buy or sell currency upfront. A short position is a bet that a currency or asset will decline. 

 “Some not very sophisticated investors were still putting on shorts,” Moisseev said. “There was some inertia on the market, people who didn’t realize the ruble had stabilized.” 

VTB Capital, the investment banking arm of Russia’s second- largest lender, started an index today for foreign investors to bet on the ruble. The ruble index, or RUBIN, replicates the dollar-ruble spot rate on Russia’s MICEX Index, though with fewer restrictions on trading hours and currency trading, Chief Strategist Ivan Ivanchenko said in an interview today. 

“Another round of depreciation may occur,” Ivanchenko said. “We may see some unpleasant surprises for long ruble position-holders.”

Russian International Reserves Decline $3 Billion 

VEDOMOSTI (10.04.2009) Russia’s international reserves fell for the first time in three weeks as banks tapped foreign currency held in central bank accounts. The world’s third-largest stockpile declined $3 billion to $385 billion in the week to April 3, the Moscow-based central bank said in an e-mailed statement today. Reserves rose $2.7 billion in the previous week.

A lack of rubles and higher interest rates are forcing lenders to dip into the central bank’s correspondent accounts, introduced by Bank Rossii in December as a way of monitoring that Russian lenders stick to limits on the amount of foreign- exchange they are allowed to hold.

“Banks were reducing the amount on the correspondent accounts and converting those funds back into rubles, which was behind the ruble’s recent appreciation,” Vladimir Osakovsky a Moscow-based economist for UniCredit SpA, Italy’s largest bank, said by telephone today.

The ruble has already gained 1.2 percent against the dollar this month as a stabilization in oil prices and global equity markets saw investors’ appetite for riskier emerging market assets return. The price of Urals crude, Russia’s key export earner, has risen 25 percent from the start of March.

CREDITS AND MONEY DEFICIT

Russian overdue loans rising 20% a month, Gref says 

RBC Daily (09.04.2006) Russian overdue bank loans are increasing by 20 percent a month, a pace that will bankrupt weak lenders as the financial crisis deepens, OAO Sberbank Chief Executive Officer German Gref said. 

Businesses and consumers are still struggling to repay loans, more than half a year after the crisis started, paving the way for a new round of problems, Gref, a former economy minister, said at a conference in Moscow today. 

Russian companies and individuals owe 18.4 trillion rubles ($549 billion) to domestic banks, according to central bank data. Prime Minister Vladimir Putin’s government plans to spend 1.4 trillion rubles this year to bolster banks and stimulate the economy, which is contracting for the first time in a decade. 

“The crisis is just beginning for the banking industry,” said Gref, who has run Russia’s largest lender for 18 months. “The crisis will arrive from the real sector of the economy.” 

The government expects the amount of non-performing loans to rise to 10 percent by the end of the year from 3.2 percent at the start of March. Gref said about 3.7 percent of Russian bank loans are delinquent now. That compares with 40 percent at the peak of the 1998 crisis, after Russia defaulted on debt and devalued the ruble, International Monetary Fund data show. 

Rising provisions are eating into the profits of Russia’s leading banks, including Sberbank, Alfa and MDM, as they try to protect against defaults by their clients, Gref said. 

“We are pumping practically all our profit from the fourth and first quarters into provisions,” Gref said. “We understand that you can’t escape macroeconomics.” 

The current crisis may “improve the health” of Russia’s financial system by clearing out some of the “huge number of banks that can’t be called banks,” Gref said. Russia’s banking system, with more than 1,000 lenders, is on the verge of “significant consolidation,” he said.

Russia bad loans may reach $70 billion, deepen crisis 

BLOOMBERG (09.04.2009) Russian banks’ bad loans will quadruple to $70 billion this year, deepening the country’s worst financial crisis since the government’s 1998 debt default, a Bloomberg survey shows.

Non-performing loans will increase to 12.8 percent of the 18.4 trillion rubles ($549 billion) owed by Russian companies and individuals by the end of this year, from 3.2 percent in March, according to the mean estimate of 17 banking analysts polled by Bloomberg in the past week. HSBC Holdings Plc, Europe’s biggest bank, expects delinquencies to reach 23 percent, Europe’s highest rate after Hungary at 25 percent.

The World Bank said last week that a “silent tsunami” of bad debt threatens to stall a recovery in Russia, the world’s largest energy-exporting economy. The government may need to provide as much as $50 billion for bank bailouts, more than twice the amount already pledged to banks in this year’s budget, according to UniCredit SpA, Italy’s biggest bank.

“Many small and medium-sized Russian businesses will end up defaulting and that will slow down the recovery,” said Aybek Islamov, a London-based bank analyst at HSBC.

Prime Minister Vladimir Putin ordered banks in February to “restart” lending to “strategic” corporate borrowers such as Moscow developer PIK Group, which has twice as much bank debt as its market value, and Togliatti-based automaker OAO AvtoVAZ, which lost 76 percent of its market value in the past year.

Downgrades

Russian banks are seeing a 20 percent increase in delinquent debt every month, OAO Sberbank Chief Executive Officer German Gref said yesterday. Russia’s biggest lender plans to increase reserves for bad debt to as much as 9 percent of loans while still posting a profit this year, Irina Kibina, a bank spokeswoman in Moscow, said by e-mail. Sberbank’s bad debt will more than triple to 8.9 percent in 2009, according to the survey.

Loans in arrears at VTB Group, Russia’s second-largest lender, may jump to 10.5 percent, exceeding the loan-loss reserves of 8 percent planned by Chief Executive Andrei Kostin. Elena Litovchenko, a VTB spokeswoman in Moscow, said the bank expects the reserves will be enough to cover non-performing loans.

Sberbank and VTB were downgraded to “hold” from “speculative buy” at Moscow-based UralSib Financial Corp. on April 7. Leonid Slipchenko, a UralSib analyst, predicts Russian bad loans will rise to 9.7 percent. UralSib’s commercial bank reported a net loss of 1.7 billion rubles for the first quarter because of provisions for bad loans.

Bailout

Bad debt makes state-controlled VTB a “candidate to lose its investment-grade rating, which would mean dilution for equity shareholders and depreciation for its bonds,” said Zina Psiola, who manages about $220 million in Russian equities at Clariden Leu AG in Zurich. VTB is rated Baa1 by Moody’s Investors Service, three levels above junk, while Standard & Poor’s rates the bank two levels higher than junk at BBB.

Defaults are climbing. Oil drilling company Siberian Services Co. in Moscow reneged on $100 million of bonds this week, the first Russian borrower to miss foreign debt payments this year. The government also spent almost 40 billion rubles bailing out St. Petersburg-based VEFK Bank in February because of late payments by clients.

“How high non-performing bank loans will go and the contagion to the rest of the economy is critical and is likely to provide a scary backdrop to the market,” said Chris Weafer, UralSib’s chief strategist.

1998 Crisis

Lenders should be able to cope with a delinquency rate of about 10 percent, central bank Deputy Chairman Gennady Melikyan said April 3. Troika Dialog, Russia’s oldest investment bank, forecasts defaults at 9 percent, a level that’s unlikely to cause a crisis, said Andrew Keeley, Troika’s London-based bank analyst. “Individual banks may have higher losses than the average and will need to raise new capital,” Keeley said.

Delinquent loans in the U.S. increased to 2.9 percent at the end of 2008, from 1.3 percent a year earlier, according to the government’s Federal Financial Institutions Examination Council.

Non-performing loans of 10 percent would mean “zero income for the whole Russian banking sector,” said Rustam Botashev, a banking analyst in Moscow at UniCredit, who predicts non- performing loans will rise to 9.5 percent this year.

Bad loans peaked at 40 percent after the financial crisis of 1998, when the Russian government defaulted on $40 billion of debt and the ruble dropped 71 percent against the dollar, according to the International Monetary Fund.

Reserves Pressure

The ruble’s 35 percent slump against the dollar between August and January of this year spurred Russia to drain $210 billion from the world’s third-largest foreign-currency reserves to slow the devaluation. Sberbank tumbled 84 percent and VTB sank 83 percent in dollar terms.

Russia’s markets have recovered in the biggest European rally of 2009 since the 50-stock RTS Index reached a five-year low in January. The dollar-denominated benchmark index rose 26 percent in March, its biggest monthly surge in nine years. The ruble strengthened 5.5 percent versus the dollar in March. Sberbank rallied 46 percent, the steepest monthly advance since 2002.

VTB, which jumped 42 percent last month, may lose 28 percent in the next year as its loans to failing banks cause “value destruction,” said Alex Kantarovich, JPMorgan’s head of Russia research in Moscow. The ruble may slide as the government comes under pressure to dip into its remaining $385 billion of foreign reserves to help banks and companies, according to Yulia Tsepliaeva, Bank of America-Merrill Lynch’s chief economist in Moscow.

Gref warns of a new banking crisis

KOMMERSANT (09.04.2009) Sberbank CEO German Gref warned that a second wave of the crisis was about to sweep over the banking sector on Wednesday, two days after Prime Minister Vladimir Putin told State Duma members that banks were out of trouble.

Gref said bad debt is piling up as worsening economic conditions make it more difficult for businesses and individuals to meet loan payments, which in turn leaves banks with insufficient cash to extend new loans.

“The crisis is just beginning for the banking industry ... and it will arrive from the real sector,” Gref, who runs the country’s largest bank, state-owned Sberbank, said at a conference at Moscow’s Higher School of Economics.

Gref’s comments came amid sparring between top bankers and government officials over the health of the banking system. Bankers say the crisis mounting in the real economy will soon engulf the banking system with a slew of defaults and cause hundreds of small lenders to close. But Putin, Central Bank Chairman Sergei Ignatyev and even relatively more pessimistic Finance Minister Alexei Kudrin maintain that the sector is on the road to recovery.

President Dmitry Medvedev stepped into the fray Wednesday, calling for increased government regulation of banks’ lending rates, which shot up during the fall when lenders lost access to Western credit and faced serious liquidity shortages. 

Speaking at a meeting with United Russia leaders, Medvedev said regulations, which could include subsidized interest rates, would prompt banks to increase their lending activity to the credit-deprived real sector. 

But with overdue loans in the banking system rising by 20 percent a month, it is “impossible” for bankers to expand their loan portfolios anytime soon, Gref said. Banks must instead put aside more money in loan-loss provisions, he said.

Bank assets fell by 1.9 percent in February, and as of March 1 bad loans had risen by 94.5 billion rubles ($2.8 billion) to 2.8 percent of the banking sector’s total loan portfolio, up from 2.3 percent the month before, the Central Bank said in a report this week. 

Both government officials and private lenders say the level of nonperforming loans is likely to hit 10 percent by year-end. 

“We are pumping practically all of our profit from the fourth and first quarters into provisions,” Gref said.

Gref, a former economic development and trade minister, rebuked the government for not giving due attention to the threat that overdue loans were posing to the banking sector. “Slow (government) action allows the banks to hide bad debts and leads to the accumulations of bad assets,” Gref said. “The issue of bad debts is the key and most painful issue for the government during the second stage of the crisis.”

Other top bankers would agree. Pyotr Aven, head of Russia’s largest private lender, Alfa Bank, has said overdue loans could account for up to 20 percent of all loans in the system by the end of the year. 

Bad loans at VTB, the second-largest state-owned bank, could increase to 8 percent of its total credit portfolio by the end of the year, bank head Andrei Kostin said last week.

But Russia’s troubled assets are, in fact, much higher than stated if they are calculated according to the International Monetary Fund’s method, as they are in the West. 

In the West, if a debtor does not meet a payment for more than 90 days, the entire amount of the loan is counted as overdue. In Russia, the Central Bank considers a loan bad if an individual installment is overdue by a single day. 

In addition, a bank’s real level of bad loans is often concealed by debt restructuring and the practice of selling bad loans to debt collection agencies — sometimes subsidiaries of the banks, said Alexander Danilov, senior banking analyst at Fitch Ratings.

“There may be a significant difference between real impairment and what the banks report,” Danilov said.

He said banks have been persistently stressing their gloomy, troubled-asset outlooks in recent weeks in hope that the government will adopt preventive measures by recapitalizing them. 

“The banks want to be ahead of the game. They want the government to be on board in case things get really bad,” Danilov said.

THE BUDGET PROBLEM

Budget deficit equals 0.6% of GDP in 1Q09

KOMMERSANT (10.04.2004) The Ministry of Finance published preliminary data on the federal budget in Jan-Mar 2009. Gross revenues amounted to RUB1.73trn or 21% of GDP in 1Q09 (22% of GDP in 1Q08). Overall expenditure resulted in RUB1.78trn or 21.6% GDP in 1Q09 - a significant increase from 15.2% of GDP in 1Q08. The overall budget deficit accounted for RUB50bn or 0.6% of GDP. 

According to the new federal budget for 2009, the gross budget deficit will be about 8% of GDP. Total revenues are expected at RUB6.7trn or 16.6% of GDP and total expenditure at RUB9.7trn or 24% of GDP. 

The 1Q results indicate some positives from the revenue side - budget receipts in March were at the same level as in February. On the expenditure side, budget spending is lagging budget plans. We therefore expect a significant injection of funds through budget sources in the coming months.

STOCK MARKET

 The RTS Index: April 6 - 10, 2009
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The RTS Index: January 3, 2001 - April 10, 2009
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Stocks decline on oil’s drop, speculation rally is over 

RBC Daily (08.04.2006) Russian stocks fell the most in a week as oil dropped for a third day and traders speculated this year’s rally may stall. 

OAO Rosneft, Russia’s biggest oil producer, retreated 2.5 percent. VTB Group, the nation’s second-biggest bank, sank 3.5 percent. 

The 30-stock Moscow Interbank Currency Exchange (MICEX) Index lost 2.1 percent to 818.70 at 3:16 p.m. in Moscow, trimming gains this year to 32 percent. The RTS Index retreated 2 percent to 733.79. The dollar-denominated Russian Depositary Index, a measure of global depositary receipts trading in London, sank 2.4 percent. “Commodities are weaker, and the market is losing steam,” said Alexander Zakharov, co-head of equities at the Metropol brokerage in Moscow. “The rally is over.” 

The ruble-denominated MICEX is the world’s third-best performing equity benchmark this year, recovering some of last year’s 67 percent slump, according to data compiled by Bloomberg. Oil’s 13 percent gain in 2009 and stabilization of the ruble against the central bank’s currency basket has buoyed the country’s shares. 

“This has been a low-volume bear-market rally, so it does not take much to move prices,” said Kevin Dougherty, portfolio manager at Pharos Financial Group in Moscow. “Whether the rally resumes very much depends on the U.S. market and oil prices.” 

Rosneft fell 2.5 percent to 163.75 rubles, a second day of declines. OAO Lukoil, Russia’s second-biggest oil producer, sank 1.5 percent to 1,381.10 rubles, the most in a week. The company may report a net loss for the fourth quarter later today. 

Crude in New York dropped 1.2 percent to $50.44 a barrel in after-hours trading before a report tomorrow forecast to show U.S. inventories rose from a 15-year high as the recession holds down fuel demand. VTB fell 3.5 percent to 2.9 kopeks. 

Preferred shares of Ursa Bank, a Siberia-based lender, climbed 2.6 percent to 8.98 rubles, a fifth day of gains. UBS AG raised its recommendation on the stock to “neutral” from “sell,” citing a share buyback plan accompanying Ursa’s merger with MDM Bank at 9.96 rubles per share. 

The MICEX Index earlier climbed as much as 2.6 percent before erasing gains. Credit Suisse Group AG raised its recommendation on Russian stocks to “overweight” from “underweight,” citing the stabilization of oil prices, the ruble holding against the central bank’s target level and some improvement in global economic indicators.

Russia stocks extend biggest rally in 3 years

BLOOMBERG (10.04.2009) Russian stocks gained, extending the biggest rally in three years, on higher oil and speculation governments will revive the global economy, boosting demand for exports from commodity-producer countries. 

OAO GMK Norilsk Nickel, the nation’s largest mining company, jumped 3.8 percent. OAO Lukoil added 1.3 percent. OAO RBC Information Systems rose 16 percent, the most in eight days, after Vedomosti reported Russian billionaire Vladimir Potanin offered a new debt-restructuring plan for the media company. 

The 30-stock MICEX Index advanced 0.7 percent to 929.23, extending this week’s gain to 11 percent, as of 4:35 p.m. in Moscow. The index has climbed 47 percent in seven weeks, the longest winning streak since 2006. The ruble also gained for a seventh week against the central bank’s dollar-euro basket. 

“Everyone is buying like crazy the last few days because Western funds suddenly realized they are underweight and the rally is starting,” said Constantin Demchenko, head of trading at Everest Asset Management in Moscow. 

Stocks gained in the past two months as oil rebounded and Group of 20 leaders pledged to triple the lending stockpile of the International Monetary Fund to $750 billion. The MSCI Emerging Markets Index of 23 developing countries rose to the highest in almost six months this week. 

Credit Suisse AG upgraded Russian equities to “overweight” from “underweight,” citing the stabilization of crude prices and the ruble. Emerging-market funds may buy more Russian shares because they own them in lesser proportion than are represented in the MSCI EM Index, Credit Suisse said in a report on April 7. 

The U.S. and most markets in Europe were closed today for a holiday, including the London Stock Exchange, where most Russian global depositary receipts trade. 

Norilsk advanced for a fourth day, climbing 3.8 percent to 2,775.03 ruble. Lukoil, the nation’s second-biggest oil producer, rose 1.3 percent to 1,659.99 rubles. 

RBC, owner of the only Russian-language business TV channel, jumped 16 percent to 17.19 rubles. Potanin’s Interros holding company offered to help restructure the debt of the company that lost money on bad stock-market bets, the newspaper said, citing unidentified bankers. 

“Interros’s proposal is a welcome surprise,” UniCredit SpA analyst Anna Kurbatova wrote in a note today. “Given more attractive terms for creditors, we believe Interros’s plan has better chances” that the one put forward by rival billionaire Mikhail Prokhorov’s Onexim.

BANKING

The assets of the Russian banking system decreased 1.9% in February 2009 

VEDOMOSTI (09.04.2004) According to the Bank of Russia's review of the banking sector, the assets of the banking system decreased 1.9% in February 2009 compared with January and amounted to RUB29.2 trillion. 197 banks were in the red as at the end of January and February 2009 (another two banks didn't submit their financial statements).

Their total losses increased 50% or by RUB11.32bn and reached RUB33.99bn. The number of profitable banks and banks which received a zero income decreased from 903 to 901 in February. Their total profit increased 11.1% or by RUB10.02bn during the month and reached RUB100.07bn compared with RUR 90.05bn in January.

Current share of overdue Russian mortgage loans equals 2%-3% 

KOMMERSANT (08.04.2004) According to the Association of regional banks, the number of claims filed by banks against individuals who have defaulted on their mortgages exceeds 10,000 and 3,000 cases have ended in foreclosure based on court orders. The Association expects another wave of claims in April-May against borrowers who stopped payments on mortgages at the beginning of the year reaching the threshold of 90 days in overdues. Based on the estimates of the Association, the hike in delinquent payments happened early this year as sharp rouble devaluation - approximately 25% of mortgage loans are FX-denominated - and massive lay-offs affected borrowers' ability to pay. In addition, the state support announced last December encouraged some borrowers to stop payments expecting a bail-out. 

The authorities believe that the situation with mortgage payments is more stable than was expected earlier. According to First Deputy Prime Minister Igor Shuvalov, today the share of overdue mortgage loans is about 2%-3% and should not exceed 5% by the year end.

Russian banks: from crisis containment to restructuring 

TRUST REPORT (10.04.2009) Although the authorities have successfully contained the first stage of the crisis, we believe banking sector restructuring poses important risks. Resolving a financial crisis can be divided into three stages: containment, bank restructuring and asset management1.

The authorities reacted resolutely to the initial liquidity shock - the current outstanding volume of CBR liquidity support to banks is around US$78 billion, including US$48 billion in uncollateralised lending. However, the next stage of the financial crisis - banking system restructuring - may prove more challenging. In our view, the provision of liquidity and capital will need to be tied to individual bank viability assessments based on realistic stress scenarios, medium-term plans to return to viability and most importantly, shareholder commitment and a lack of political interference.

For the systemically-important banks, we believe loan losses of about 20% of outstanding loans would wipe out their entire capital. Loans overdue, defined as the portion of a loan that is overdue by more than one day, have reached 2.8% of banks' portfolios, including 4.4% for individuals' loans. We are particularly concerned, however, with the speed of the increase in recent months. According to our simple one-factor loan overdue simulations, an increase in loans overdue by 5% would make medium-sized banks undercapitalised (banks in group 6-20). Furthermore, an increase to about 18-20% of loan portfolios would leave the top 50 banks on an aggregate basis with zero capital, requiring an injection of about US$88 billion, bringing the total equity to asset ratio to 10%. In view of the historical distribution of loans overdue in the Russian banking system and other financial crises, we believe a shock of this size is severe, but plausible. The increase in loans overdue for each bank will be highly dependent on the concentration of their portfolios to individual borrowers, which we believe is one of the key risks for Russian banks. Furthermore, bank profitability tends to turn negative in 1-2 years after the onset of a crisis, which in our view would add to pressure to the system in 2009 and 2010.

Banking sector: real picture emerges after ruble depreciation 

RUSSIAN INFORMER (08.04.2009) A real picture of weakness now. Yesterday, the Central Bank (CBR) published February banking statistics for the Russian banking system. In January, the steady ruble depreciation continued at more than 20% against the dollar, allowing Russian banks to post confusing numbers of high net income as banks substantially increased their share of dollar-denominated assets. February statistics, in our view, now represent the real picture of the financial standing of Russian banks when the ruble depreciation finally petered out.

Still bleak outlook, better to take profit on uncertainties and risks.

There are obviously no positive signs of improvement in the data. The balance sheets of Russian banks will likely continue to contract further, but we expect turnaround in banking sector in 2H09 when inflation declines and loan interest rates become more attractive. NPLs are set to grow further, which may threaten the capital adequacy of some Russian banks, and top banks will likely raise additional capital in 2009. We believe that the recent rally on the Russian market and, particularly, in Russian banking stocks offers the opportunity to take profits, as fundamentals in the sector are still weak and risks for minorities persist.

Speculative play in banks has played out, we downgrade to Hold.

Shares of Sberbank (SBER - downgraded to Hold) and VTB (VTBR - downgraded to Hold) have gained 61% and 55%, respectively, since their lows of February mainly on the positive sentiment from abroad toward financial companies and the attractive depressed market valuations of Russian banks. At the same time, we do not see any fundamental drivers for further growth in banking stocks, as fundamentals are still weak and a worsening environment of rising credit risk is becoming more evident. We also believe that Sberbank and VTB will be loss-making this year and we forecast corporate and retail NPLs of 9-12% by year-end 2009. Currently, based on our target prices, shares of Sberbank and VTB have downside risk of 26% and 38%, respectively, to our target prices of $0.55/share and $1.2/GDR. We thus downgrade our recommendations on both stocks to Hold from Speculative Buy.

NPLs are heading for aggressive growth. Gross NPLs amounted to 3.3% of gross loans at the end of February compared to 2.8% at the end of January: corporate NPLs contributed most to this sharp growth, jumping to 3% in February from 2.4% in January; while retail NPLs reached 4.4% in February from 4.1% the previous month. There are no signs of improvement at this stage and we expect asset quality to deteriorate further. Our yearend forecast for corporate and retail NPLs are 9% and 12%, respectively.

Loss-making in February, CAR still high at 16.4%. According to the CBR, Russia's banking system posted a net loss of RUB1.3 bln ($37 mln) in February vs. net income of RUB67.4 bln ($2.1 bln) in January mainly due to the revaluation effect of dollar assets, as the ruble lost more than 20% in January. In February, the negative effect of increasing bad loans provisions started to play the dominant role and the number of loss-making Russian banks reached 197 in February. The capital adequacy ratio (statutory N1 ratio) of Russian banks remained robust at 16.4% against 16.1% in January, but will likely continue to decline due to rising bad assets. In February it increased in our view mainly due to fall of loan portfolio Balance sheets contract. The total assets of Russian banks contracted by 1.9% MoM to RUB29.2 tln ($813 bln) at the end of February and stemmed, in our view, from the positive dollar balance sheet positions. Retail deposits added 1.7% MoM in February to RUB 6.2 tln ($173 bln), while corporate accounts declined by 1.5% to RUB9 tln ($251 bln). The loan/deposit ratio remained at around 1.2.

Fitch affirms five foreign-owned russian banks IDRs at 'BBB+'

VEDOMOSTI (08.04.2004) Fitch Ratings has today affirmed five foreign-owned Russian banks' Long-term Issuer Default Ratings (IDRs) at 'BBB+' with a Negative Outlook, whilst downgrading the banks' Individual Ratings. The Individual ratings of Rosbank, ZAO Raiffeisenbank and ZAO UniCredit Bank have been downgraded to 'D' from 'C/D' and Absolut Bank and Orgresbank to 'D/E' from 'D'. A full list of rating actions is provided at the end of this commentary. The downgrade of the Individual Ratings reflects ongoing and likely future asset quality deterioration at the banks in the currently difficult Russian operating environment. The downgrades also take account of the relatively tight capital positions under which parent banks are operating their subsidiaries, and therefore the subsidiary banks' limited ability to absorb loan losses without requiring recapitalisation from their owners. Individual Ratings reflect a bank's standalone risk and do not take account of the potential for external support.

The affirmation of the five banks' Long-term IDRs at 'BBB+' reflects Fitch's view that the probability of the banks receiving support, in case of need, remains high due to the still strong ability and willingness of their owners to provide assistance. Rosbank is 57.57%-owned by France's Societe Generale ('AA-'((AA minus))/Negative); ZAO Raiffeisenbank is 99.97%-owned by Raiffeisen International Bank-Holding AG, which in turn is 68.5%-owned by Austria's Raiffeisen Zentralbank Osterreich AG (Support Rating '1'); ZAO UniCredit Bank is 100%-owned by UniCredit S.p.A. ('A+'/Negative) through its subsidiary UniCredit Bank Austria AG; Absolut Bank is 95%-owned by Belgium-based KBC Bank ('A+'/Negative); Orgresbank is 91%-owned by Nordea Bank AB ('AA-'((AA minus))/Stable) and the acquisition of an additional 9% by Nordea Bank AB is in the process of being registered by the Central Bank of Russia.

The assessment of the banks referenced in this comment forms the latest part of a broader Fitch review of all the banks rated by the agency in Russia, with the main focus on asset quality, loss absorption capacity and contingency recapitalisation plans. Fitch will shortly publish on its subscriber website, www.fitchresearch.com, research on each of the institutions referred to in this comment.

Small banks lobby against a new law that could force them to close by the end of the year

KOMMERSANT (06.04.2009) Executives from hundreds of small banks flocked to Moscow on Friday to lobby against a new law that could force them to close by the end of the year, but Finance Minister Alexei Kudrin insisted that the government would not budge. 

At an annual conference of the Association of Russian Banks, the small banks begged lawmakers and state officials to amend the law requiring them to increase their net worth to 90 million rubles ($2.6 million) by Jan. 1 and to 180 million rubles by 2012. 

 “Our colleagues have announced, and with good reason, that this law will lead to the closure of many successful small banks and bring harm to many honest small and medium enterprises,” the association’s president, Garegin Tosunyan (see his CV in the PERSONALIA section), said in his opening remarks. 

Small banks with less than 100 million rubles in capital make up 28 percent of the association’s membership, which includes 760 of the country’s 1,200 financial institutions. 

“This strain is coming at a time of crisis ... and so our members propose that the time period for coming up with the minimal capital requirement is extended by two years,” Tosunyan said. 

The government has said Russia has far too many banks, and Pyotr Aven, head of the largest private bank, Alfa Bank, has predicted a wave of failures on bad assets several times in recent weeks. 

At the conference, the chiefs of the biggest banks called for lower refinancing rates and more direct government support for banks. But the looming capital requirement was the main concern of most conference attendees. 

The only speaker of the day who managed to draw midspeech applause from the banking crowd was former Economics Minister Andrei Nechayev, a sharp critic of the capitalization minimum. 

“In the base-case scenario, it is stupid to require the banks to have 90 million rubles in capital by Jan. 1. In the worst-case, it is sabotage,” Nechayev said. “Let the market dispose of these banks in market terms. ... Why should we do it artificially?” 

Kudrin, who took the stage after Nechayev, said the law would weed out banks that contribute little to Russia’s economic growth and criminally active banks that have increased their money-laundering operations during the crisis. 

“We believe that it is necessary to increase and consolidate banking capital to create developed institutes that are able to provide for economic growth,” Kudrin said. 

“What are 90 million rubles? Most of you in the crowd understand what this sum is worth. ... If a bank doesn’t have 90 million rubles, it is a very small bank, rather, it is a minibank,” Kudrin said. 

Kudrin said that while there are still “honest” banks in this small-cap category, there are also many banks “engaged in money laundering,” banks that exist not to lend but to “protect the owners’ or someone else’s money.” 

“This law will increase control over banks. There will be less banks but much more supervision,” he said. Kudrin predicted that about 150 banks would not have enough capital to meet the requirements by Jan. 1.

Probusinessbank suffers from empty markets 

RUSSIAN INFORMER (06.04.2009) "Banking is like being a gambler at the moment. There are no serious projections of what is going to happen next. We haven't really changed our strategy because of the crisis; the only strategy you can have is to get to the end of the year and still be standing." 

Sergei Leontiev, president of Probusinessbank, finds himself in an uncomfortable position. Unlike most of his peers, Leontiev saw the crisis coming and reorganised its funding two years ago, successfully switching from tapping international loans to drawing in domestic deposits, so the collapse of the global capital markets had no direct affect on the bank's business. Probusinessbank is now well funded. Leontiev's big problem is finding something to do with all his cash. 

"At the lower end of the business scale, the economy is still partly frozen. The problem is not the banks, the lack of loans. The problem is the lack of consumption. We can't grow quickly as we can't find small businesses or entrepreneurs who need money. The market is completely dead and consumption is very low - sales volumes have fallen 10-fold or 100-fold. No one is expanding so no one is even thinking of taking a loan," he says. 

Set up in the 1990s in anticipation of the rapid growth of small- and medium-sized enterprises (SMEs), the bank rode the wave of economic growth and has morphed into a financial group that caters to all the needs of these businesses. 

Leontiev says that while retail sales were holding up reasonable well in the first two months of this year, a big chunk of those sales were Russians buying fridges and tellies as a hedge against more devaluation of the ruble. "The people want to protect their money, but they don't trust the ruble, they don't trust the dollar, so they buy things like washing machines," he says. "We see regional markets closing and they are not going to open again soon." 

However, the pain is not uniformly spread and the non-performing loans (NPLs) vary widely from region to region and from sector to sector. "Small business are in the most trouble, however, the same happened in 1998 and small business was also the first to recover," says Leontiev. "But NPLs amongst the retail clients are not high - up a little bit, but not much. However, where the problems are worst are in the regions with a single big company that dominates the local economy. Once these big factories stop working, this immediately impacts the small businesses in the region. In regions where the local economy is more balanced the problems are much less." 

Smaller banks are actually doing better than the large state-owned banks, argues Leontiev, despite the latter's access to the state's reserves. Russia has over 1,100 banks, but only 50 can count on money from the central bank or the unsecured loans being distributed by the state-owned Vnesheconombank (VEB). Leontiev argues that the smaller banks have carved out high-margin niches for themselves and so have some leeway to absorb the rising bad debt levels. However, the big banks have mostly gone after mass market punters using much thinner margins - a strategy that is now coming back to bite them. 

"The smaller banks have not got any of the bailout loans, but very few of them have gone bust. But if NPLs rise to 8-10%, it will destroy the major banks," says Leontiev. "The consumer finance retail banks are in a stronger position, as they have margins of 40-50% and can cope with NPLs of 10-15%, thanks to their margins. However, the traditional retail banks are in a worse position, as they have much lower margins. The result is it is some banks that had the most aggressive expansion policy in the retail segment are now in the most trouble." 

Smaller banks get away with their fat margins, as consumers taking out, say, a $1,000 loan think less about the annual percentage rate and more about whether they can meet the monthly instalments. The bigger the loan, the more attention customers pay to the interest rate and so the thinner the margins. Leontiev argues that almost all of Russia's top-10 banks have fallen into this trap and would collapse if the state were not standing behind them 

Indeed, Yulia Tsepliaeva, chief economist at Bank of America-Merrill Lynch, caused a small panic on March 27 by claiming that a 10th of Sberbank's loans have already gone bad, way over the official 2% or so the bank claims to have. If the hole in Sberbank's balance sheet is really that big, then the state would be forced to step in with hundreds of billions of dollars, which Tsepliaeva says could trigger a renewed attack on the ruble by currency speculators. 

Leontiev criticises the state's rescue plans and talk of using the crisis to consolidate the banking sector as ignoring the realities of the market. "We don't need a top-down restructuring of the banking sector, as this would only be for the benefit of the oligarchs. We should have a bottom-up restructuring and consolidation of the banking sector, as the small banks are small, but many of them are doing real business. With valuations of one-times book, this is a good time to be buying small banks if you have the cash," he says. 

THE PROBLEMS OF INDUSTRIES

 ELECTRIC POWER

Russia slashes 2009 funding to state power companies by 40% 

KOMMERSANT (11.04.2004) Russia plans to allocate about 550 billion rubles ($16.3 billion) to companies in the power industry this year, slashing intended spending by 40 percent, the energy minister said. “Companies’ investment programs rose very quickly in recent years, so the current level of financing is close to optimal,” Sergei Shmatko said in Moscow, according to an e- mailed statement from the ministry late yesterday. 

Russia’s government expects the economy to contract by 2.2 percent this year after a decade of oil-fueled growth. The state cut its forecast for electricity demand this year and now predicts a 4.5 percent decline rather than an increase of 2 or 3 percent. 

Average savings on grid spending should reach 14 percent, while the use of Russian-made equipment by state-run companies will also enable costs to be cut, Shmatko said. OAO MRSK Holding will get state guarantees of about 18 billion rubles for loans, the minister said. A decision also was made to implement earlier decisions on the Boguchansk hydropower plant, Shmatko said.

GAS

The government was ready to help Gazprom

VEDOMOSTI (06.04.2004) Prime Minister Vladimir Putin said during his meeting with Alexei Miller, the Chairman of Gazprom's Board, that the government was ready to help Gazprom should the company experience funding problems, or that another solution would be to revise the current investment programme. Miller stated that Gazprom was not currently experiencing any liquidity problems but reiterated an earlier statement that the company might have to revise its investment programme, depending on the macro situation.

Expert’s View: We currently model in 2009 capex of USD 17bn, which is below the company's official capex plan of USD 21bn. However, Gazprom previously guided for a potential reduction of up to USD 6bn in capex this year, which we believe is a likely scenario (the decision might be implemented by May). In our view, a lower 2009 capex accompanied by a time shift in the company's major greenfield projects (Shtockman and Yamal) might be positive for the company's near-term cash flow profile. Nonetheless, we are concerned about Gazprom's operating performance for 2009. Considering the recent negative production statistics, we could continue to see pressure on the stock in the near term.
OIL AND FUEL

Lukoil posts loss 

KOMMERSANT (08.04.2004) OAO Lukoil, Russia’s largest non- state oil producer, posted its first loss since at least 2001 and pledged to cut investment spending by 40 percent this year in response to a weaker ruble and lower crude prices. 

Lukoil had a net loss of $1.62 billion in the fourth quarter, compared with net income of $3.21 billion a year earlier, the Moscow-based company said today in a statement. That was wider than the $1.07 billion loss estimated by analysts in a Bloomberg survey. 

“Operating results look extremely disappointing and this follows a profit warning last week,” said Maria Radina, an oil and gas analyst at UBS AG. 

The final three months of 2008 marked the “worst ever quarter in the whole history of Lukoil,” Deputy Chief Executive Officer Leonid Fedun told investors in New York. The producer cut spending to about $6 billion this year from more than $10 billion last year and will “slow down” some gas projects because of falling demand. Oil projects won’t be affected, and Lukoil will continue to pay dividends in 2009, Fedun said. 

Lukoil rose 2.7 percent to 1,439.98 rubles in Moscow, bringing this year’s gain to almost 50 percent. Lukoil is interested in buying oil refining assets in Europe for a “fair price,” Fedun said. Lukoil doesn’t have any plans to bid for Mol Nyrt, Hungary’s biggest refiner, or assets in Lithuania, he added. 

Fedun predicted that U.S. oil-refining asset prices will fall this year and through 2010. Lukoil probably won’t buy U.S. assets this year, he said today in a New York interview. 

Lukoil is in “complicated” talks to buy BP Plc’s 50 percent stake in Lukarco, the venture that owns 12.5 percent of the Caspian Pipeline Consortium, he said in the interview. The company has no plans to abandon the talks over the pipeline, which runs from Kazakhstan to the Russian Black Sea, he said, declining to comment further on the negotiations. 

Oil companies around the world saw fourth-quarter earnings reduced or wiped out as the recession curtailed energy demand and dragged down crude prices, curbing revenue for producers. OAO Rosneft, Russia’s largest oil producer, said last month that earnings declined 64 percent to $775 million. 

While crude oil prices in New York traded today for less than $50 a barrel, Fedun said he “won’t be surprised” if it rises to between $80 and $90 a barrel by the end of 2010. He predicted it won’t fall below $30 in 2009 and will climb above $60 a barrel by year end. 

Lukoil said March 27 it would book a $950 million foreign- exchange loss for the quarter after the ruble weakened against the dollar and the euro. The company also said it would lose $850 million through writedowns and asset impairments following the decline in oil-product prices, while unsuccessful exploration drilling would cost it $170 million. 

The company will hold a board meeting in Prague later this month to decide on dividend payments this year, Fedun said. Sales fell 26 percent to $18.4 billion in the fourth quarter. 

“We are slowing down some gas projects, because Gazprom is faced with a sharp decline in demand, which is artificial and is caused by a gas price formula,” Fedun said. Lukoil will focus on international projects instead, he said. It also wants to reduce its dependence on Gazprom and build up its own customer base. 

The gas price for OAO Gazprom’s consumers in Europe is expected to fall to $250 per 1,000 cubic meters later this year, from a current average of $500, because of the price formula, Fedun said. 

 “It’s just natural that consumers don’t want to buy at this high price and are waiting for the lower price,” he said. Gazprom is Russia’s natural-gas export monopoly. Lukoil estimates Brent crude prices will trade in the region of $50 to $60 a barrel this year. The producer only started reporting quarterly results in 2001. 

Lukoil said it agreed in March last year to pay a group that included Lukoil managers and board members $2.12 billion for 64.31 percent of Russian power generator OAO TGK-8. The Moscow-based company later paid an additional 1.08 billion to increase ownership in the southern Russian power unit to 95.53 percent. 

TGK-8’s capital spending program, involving the construction of plants with 890 megawatts of total capacity by the end of 2012, will require $1.23 billion in investment, Lukoil said. 

Upgrades to Lukoil’s Bulgarian refinery to bring products in compliance with European Union standards will require $357 million, the company estimated. Lukoil’s Romanian refinery will require $42 million. Fedun estimated company oil output will be 98.2 million tons in 2009, up about 1.5 percent from last year. 

Lukoil produced 2.19 million barrels of oil equivalent in 2008, 0.73 percent more than the previous year. Oil output fell 1.6 percent last year to 1.92 million barrels a day. Natural gas and petroleum gas output rose 21 percent to 273,000 barrels a day. Lukoil estimated hydrocarbon extraction expenses at $4.12 a barrel of oil equivalent.

METALLURGY

UC RusAl faces debt restructuring problems with Alfa Bank 

VEDOMOSTI (06.04.2009) Alfa requires all debts to be paid --- western syndicate is against it --- represents threat to negotiations with western syndicate. UC RusAl continues to face problems with Alfa Bank over debt restructuring. Alfa Bank has reportedly filed several claims against UC RusAl requiring it to pay all debts while the company has reportedly considered paying them but a syndicate of western creditors is against it.

Resolving the dispute with Alfa Bank is, according to the paper, one of the syndicate's requirements for proceeding with a two-month standstill agreement on a major part of the debt. However, Vedomosti speculates that the syndicate is ready to give RusAl more time to settle the conflict with Alfa Bank.

Expert’s View: In March, UC RusAl signed a two-month standstill agreement on its debt to international banks. Nevertheless, we believe this is not a significant period of time as the situation on the aluminium market is unlikely to change that quickly. More importantly, in our view, is that if the conflict with Alfa Bank is not resolved, it could represent a threat to RusAl's hopes of prolonging the standstill period (the company reportedly wants to postpone payments for 2-5 years and link the payment amounts to the price of aluminium on the LME).
UC RusAl reportedly agrees to restructure another $300-400mn of debt to Prokhorov 

VEDOMOSTI (06.04.2009) citing an unnamed source, writes that UC RusAl has agreed to pay $300-400mn of debt to Mikhail Prokhorov using bond issues by UC RusAl's daughter company RusAl Bratsk. In February, RusAl Bratsk registered six bond issues totalling RUB 60bn ($1.8bn). 

The $300-400mn is part of the $800mn which UC RusAl and Mikhail Prokhorov agreed to restructure at the end of March, when both parties signed an agreement on restructuring $2.8bn of debt to Prokhorov. According to that agreement, $2.0bn will be converted into RusAl shares, as a result of which ONEXIM's stake in the aluminium company will increase from 14% to 18.5%. The stakes of the other shareholders will change accordingly, with En+ subsequently holding 53.8 % (currently 56.8%), shareholders of SUAL Group 18% (currently 18.9%), and Glencore 9.7% (currently 10.3%).

Expert’s View: The news is obviously positive for the company as it takes another step towards dealing with its high debt burden. Still, UC RusAl remains in a tough situation and has enormous debt to pay this year: it totals some $8.1bn, including $1.8bn to foreign banks, $4.8bn to the Bank for Development and $1.5bn to other Russian banks. $700mn of this debt is interest payments.
MILITARY INDUSTRIAL COMPLEX AND ARMS TRADE

The defense sector's new format

ROSSIISKAYA GAZETA (08.04.2009) The Russian defense sector spent many years relying on exports for survival, but this situation has changed since the global financial crisis broke out. If the trend persists, defense sector enterprises will have a real chance of not only surviving hard times, but even starting to grow.

Some specific anti-crisis measures are also being planned. The government has reserved 100 billion rubles in state guarantees for loans to defense enterprises, 3 billion rubles for preventing bankruptcy at strategic enterprises, 15 billion rubles for partially reimbursing credit costs, and substantial sums for raising the capitalization of defense sector enterprises. The state will also provide one billion rubles in subsidies for defense industry sectors working on innovative high-tech projects.

Obviously, the announced amounts of anti-crisis aid won't be enough for the whole defense industry. The Unified Aviation Corporation (OAK) alone has asked the state for 200 billion rubles; and this money would probably be used to compensate for losses due to ruble depreciation, to pay off debts, to work on current contracts and so on. Presumably, less than a quarter of that sum would be invested in new technology. And funding long-term projects - such as a fifth-generation fighter - would demand an additional budget. There is also the difficult situation at MiG Corporation (with its debt of 44 billion rubles), which isn't part of OAK yet, but also needs bailing out.

Then there are all the other holding companies in the defense sector - such as Russian Technologies, which has requested an equally impressive amount of state aid: 262 billion rubles.

In other words, industry is asking for much more aid than the state can provide. What is to be done?

Exports have been the defense sector's salvation in the past. In aviation, the best-seller was and remains the Su-27/30 fighter family. Successful sales of these fighters largely account for the relative prosperity of Sukhoi Aviation, the aircraft plants in Komsomolsk-on-Amur and Irkutsk, and their subcontractors. But new major export orders are an unlikely prospect now, since many countries are cutting defense spending due to the crisis.

Under the circumstances, domestic state arms procurement offers the best hope for the Russian defense industry in this crisis.

The arms and military hardware procurement situation for the Russian Armed Forces started changing about five years ago. State arms procurement has more than tripled since 2004; funding will amount to 1.5 trillion rubles between 2009 and 2011. This may not be all that much, when spread across the whole sector, but 500 billion rubles a year is still more than the state's anti-crisis aid package or Russia's arms exports (210 billion rubles in 2008, at the year's average exchange rate). Taken together, these three components - state arms procurement, arms exports, and state aid - could provide a good bulwark for the military-industrial complex during the crisis.

AUTOMOBILE INDUSTRY
Demand for cars falls faster than expectations in Russia 

GAZETA (09.04.2009) Automakers are reviewing their annual sale forecasts. Only Volkswagen, Citroen and several premium brands have increased sales despite the global economic downturn. Car sales usually soar in spring, but not this year, managers say.

According to the Association of European Businesses (AEB), Russians bought 135,500 new cars this March, which is 33% less than in March 2008. In all, Russian dealers have sold 387,800 automobiles since the beginning of the year, mostly last year's models.

 Only Volkswagen and Citroen have increased sales of their popular brands. The German concern did well from its assembly plant in Kaluga, which has not been affected by the increase of car import duties. The French company explained its good results by the production of new models.

"Our sales are also increasing thanks to effective loan programs with a zero interest rate," said Oksana Vershinina, head of the company's marketing division. Premium brands such as the Infiniti, Cadillac and Hummer are also enjoying considerable demand. Konstantin Romanov, an analyst with the Finam investment company, said the change in dynamics in the Russian market "reflects crisis marginalization in the automotive business, where the medium-priced car segment has been hit the hardest while the cheap and expensive car segments feel more at home."

The analyst says the middle class now prefer to buy cheap cars because of prohibitive interest rates on loans, while the purchase of expensive cars is viewed as an anti-inflation investment and also reflects uncertainty in other investment spheres. "Foreign-made cars will likely be hit the hardest," Romanov said. "The sales of Russian auto plants will be supported by easy loans and state purchases. The expensive segment has a fair chance of growing, although the dynamics will slow."

Ford announces price hikes

VEDOMOSTI (10.04.2009) Ford plans to increase prices for its cars in Russia by nine to 25 percent from May 1, the Russian office of the American car manufacturer said this week. 

Prices for the Focus and Mondeo produced in Russia, for the Escape and Transit models manufactured this year and the Fiesta, Fusion, Focus, C-Max and Escape models made in 2008 may increase by nine percent. 

Prices for the Fiesta, Fusion, C-MAX, Kuga, S-MAX and Galaxy models manufactured this year may be raised by 18 percent, while Explorers made during 2008 and 2009 may cost 25 percent more, Interfax reported, citing the company. 

“The devaluation of the Russian ruble has had a significant impact on the Russian business of the company, whose basic expenses are fixed in euros,” said Nigel Brackberry, president and general manager of Ford in Russia. “The gradual rise in prices for our cars since the beginning of this year has slightly softened the effect. However, we can’t exclude the possibility of further raises,” he said. 

At the end of March, the company announced a five percent price hike for cars produced in Russia, effective from April 1. 

Consequently, the minimum cost of the Ford Mondeo, which began being produced at Ford’s plant in Vsevolozhsk, Leningrad Oblast in March, is now 599,000 rubles ($17,900). Previously it was on sale at 582,000 rubles ($17,400).

Until now, the company had only raised prices for cars manufactured abroad. From Jan. 1, Ford raised its import prices by five percent. The company said the increase was necessitated by the devaluation of the ruble and increased customs charges for importing foreign car brands into Russia.

At the same time, the company recently announced its intention to lower the minimum price for its bestseller Ford Focus. It planned to lower the price by five percent from the current price of 388,000 rubles ($11,600) to 345,000 rubles ($10,300). 

The measure was taken in order to meet the parameters of a new program, under which the state budget will pay part of the interest rate payment for customers buying cars included on an official list. 

In February, Trade and Industry Minister Viktor Khristenko signed a decree creating a list of such cars. The Focus, which is also made in Vsevolozhsk, entered the list, despite the fact that the government had earlier said that cars on the list should cost no more than 350,000 rubles ($10,400). 

Yekaterina Kulinenko, a spokeswoman for Ford in Russia, said the price increase on the Focus is still under discussion in the company. The company wants to evaluate whether the privileged loan terms on purchases of the car would influence sales of the Focus, Fontanka.ru reported.

“The program has only been operating for a week,” said Kulinenko. “Meanwhile, we’re planning to watch the situation for the whole of this month.”

“We’ll be surveying the volume of clients whom this program attracts,” she said. “It’s important to find out whether clients will order cars in their basic packages for 345,000 rubles ($10,300), or whether they would prefer more expensive cars of the same brand. However, we still hope that the government will support producers working on Russian territory, regardless of the price of the cars,” she said.

If Ford goes ahead with the price hike, it may lose a number of potential clients, since the latest survey showed that the Ford Focus occupied second position behind the Volkswagen Jetta on the government’s official list of cars that Russians would like to buy under the terms of the privileged loan program. Almost 30 percent of the survey’s respondents said they would choose the Ford Focus.

Customer numbers are particularly important for Ford right now, since in the first quarter of this year the company registered a 28 percent decrease in Russian sales compared to the same period last year, Fontanka reported.

The government launched a program for issuing car loans on preferential terms last week. Three Russian banks — Sberbank, VTB and Rosselkhozbank — began issuing loans with lower interest rates, and the government promised to pay part of the interest rate at the state’s expense. To be eligible for the program, buyers must make a downpayment of 30 percent and pay off the debt within three years.

The list of cars consists of 29 brands including the Chevrolet Niva, Fiat Albea, Kia Spectra, numerous Russian Lada models, Renault Logan, Skoda Fabia and the UAZ Hunter.

The AvtoVAZ case

EZHENEDELNIK PROMYSHLENNOGO ROSTA (06-12.04.2009) Despite a pledge of allegiance from the government, the world economic crisis does not bode well for Russia’s largest carmaker AvtoVAZ.

In 2003, AvtoVAZ controlled 72 percent of passenger car production in Russia. Since then, its market share has been falling steadily, mainly due to internal inefficiencies and foreign competition. In 2007, AvtoVaz’s passenger market share amounted to 24 percent. Today, the world economic crisis is threatening to destroy the competitiveness of much stronger car makers than AvtoVAZ, while the potential downfall of AvtoVAZ could turn into a social disaster. 

The city of Togliatti, built around the AvtoVaz factory, is a Russian “Detroit.” Since the majority of the city’s population is either employed by or affiliated with AvtoVAZ, the company’s fate affects the life of every single Togliatti inhabitant in one way or another. 

In December of 2008, Vladivostok was afire with protests against the recently imposed higher tariffs on imported cars. Import duty for vehicles less than three years old was increased from 48 percent to 54 percent of the customs value. All duties for cars older than five years were increased by 100 to 200 percent. In this Far-Eastern city, the import and servicing of used Japanese cars constituted the core livelihood. The decision to raise tariffs was an attempt to protect failing domestic manufacturers like AvtoVAZ. Thus, like the American “Big Three” (GM, Chrysler and Ford) that have been at the center of political discourse in the United States for the last several weeks, the problem of AvtoVAZ is a sensitive issue for the Russian government, as it is forced to choose between the economic interests of one group over another. 

On March 31, the value of AvtoVAZ shares jumped by almost 30 percent, due to Prime Minister Vladimir Putin’s proclaimed determination to support the auto giant. Putin paid a visit to Togliatti, expressed his approval of the management for not initiating massive layoffs, and promised more than $1 billion in loans, cash, and guarantees. Before that, little attention was paid to AvtoVAZ’s shares, despite the strategic involvement of Renault, which currently owns 25 percent of the enterprise. But of course, no “normal” stock market logic can be applied to the value of AvtoVAZ, since this company, like many other “national” champions in the world, currently holds more political and sentimental value than economic. 

AvtoVAZ was set up in the late 1960s in collaboration with Fiat. The main model was the Lada, which was mainly borrowed from Fiat. On January 5, 1993, AvtoVAZ was privatized, and AO AvtoVAZ was formed. In October of 1993, Boris Berezovsky, a famous oligarch and the director of the VAZ dealer subsidiary LogoVAZ, together with Aleksandr Voloshin, the head of the Esta Corporation, set up the All-Russia Auto Alliance (AVVA). Voloshin subsequently became Boris Yeltsin’s secretary of state. The Alliance was created around AvtoVAZ, which received 25 percent of its charter capital. 

The Alliance issued an AvtoVAZ bonded loan to build a plant for producing a “people’s car,” later called Kalina. In the 1990s, Berezovsky was appointed AVVA’s general director, while the Esta Corporation became AVVA’s official distributor and traded AvtoVAZ bonds. Later, AVVA was linked to the notorious Chara Bank, a financial pyramid scheme which invested a large portion of funds (gathered from the population) in the alliance’s shares. The pyramid collapsed together with the people’s hopes to own a “people’s car.” In 2005, the first Kalina was finally produced at AvtoVAZ. 

In 1995, AvtoVAZ experienced a loss of 53 billion rubles. In October of 1996, AvtoVAZ’s board of directors approved a repayment schedule for the enterprise’s arrears, which had reached ten trillion rubles. In November of 1996, at a meeting of the Payments and Settlements Committee chaired by First Vice Prime Minister Vladimir Potanin, a decision was made to initiate bankruptcy procedures for AvtoVAZ. 

In 1995, Vladimir Kadannikov, the head of the company’s production operations, became Russia’s vice Prime Minister. In August of 1996, he resigned. In November of that year, Kadannikov was elected to the company’s board of directors and became its president. Despite the decision to initiate bankruptcy procedures, the government and AvtoVAZ had found a temporary consensus. The company’s board of directors agreed to issue supplementary shares and to transfer the rights to place these shares in the Russian Federal Property Fund. Due to this arrangement, the repayment of budgetary arrears was postponed. 

At a meeting of AvtoVAZ’s board of directors, it was decided to create a number of new independent companies, like AOOT VAZ, where all production facilities were supposed to be transferred. However, the state was more interested in maintaining the unity of the enterprise. The federal authorities were trying to persuade AvtoVAZ shareholders to keep the company together. As a result, the shareholders abandoned the idea of moving assets to new companies in exchange for the government’s promise not to broach the question of AvtoVAZ’s bankruptcy. 

In 2000, the factory’s largest shareholder, AVVA, owned 33.32 percent of its shares, while AvtoVAZ, in turn, owned about 80 percent of the alliance’s shares. Another large chunk of the auto giant’s shares belonged to the central office of the Automobile Finance Corporation (AFC), 49 percent of which was also controlled by AvtoVAZ. AVVA owned ten percent, and other companies, including the Fit Company founded by Kadannikov and other top managers, owned considerable parts of the enterprise. This complicated ownership structure lasted till 2005, when the company was taken over by the state arms trade agency Rosoboronexport. In 2007, AvtoVAZ began the process of “cleaning up” its cross-ownership mess. 

Kadannikov and most of the other top managers were squeezed out and replaced with Rosoboronexport personnel. The ownership structure changed as well. Reportedly, Kadannikov and other old shareholders were forced to sell their shares. 

In 2008, the Russian President Dmitry Medvedev created Russian Techologies, a massive state holding comprising military and industrial assets. The goal of the new entity was to enhance the development of the Russian technological base. The assets of about 400 companies were transferred to the holding, including Rosoboronexport’s 50 percent stake in AvtoVAZ. At present, the AvtoVAZ website vaguely outlines the ownership structure in the following way: 86 percent belong to legal entities and 14 percent belong to physical entities. At the beginning of 2008, Renault-Nissan acquired 25 percent of AvtoVAZ for $1 billion. The investment bank Troika Dialog and Russian Technologies are the two other major shareholders, owning 25 percent each. 

While AvtoVAZ struggled with its ownership issues, the Russian market became a “saving grace” for foreign automakers, as sales elsewhere dropped. They started setting up assembly and full cycle production facilities in widely acclaimed and accepted hopes to take advantage of the increasing demand for cars in the consumerism-infected Russia. 

The overall sales of foreign cars in Russia in 2007 totaled 1,645,630 units, which amounted to an annual growth of 61 percent. The year 2007 was especially successful for automobile manufacturers, as 31.4 percent of consumer spending was spent on cars, as compared to just 7.3 percent in 2006. About 14 percent of all cars bought in Russia that year were foreign brands made in Russia. The quality of these models was reported as superior to domestic manufacturers like AvtoVAZ. The prices were also competitive. 

The reason behind this success was the growing production presence of foreign automakers in Russia, the appreciating ruble, and the development of the consumer credit (in particular, the auto credit) market in Russia. Foreign brands made in Russia included BMW, Chevrolet (the Chevrolet-Niva model, a joint venture with AvtoVAZ), Citroen, Ford (production of the Focus in Vsevolozhsk), Hyundai, Renault, Scania, Volvo and others. 

The Russian government introduced a number of measures to attract foreign investment and technology into the automobile industry and to create a positive environment for foreign companies to assemble and produce cars in Russia. Not only did Boris Yeltsin raise tariffs on foreign imports, but in 1998 he also signed a decree on the measures to attract investments into the Russian automobile industry. According to this document, large-scale projects were granted considerable privileges if foreign investors contributed more than $250 million and agreed to source at least 50 percent of the components in Russia within first five years. In return, a foreign auto manufacturer was relieved of a large portion of customs duties when importing equipment and component parts. This decree was in force until July 1, 2006, and the Ford plant near St. Petersburg took advantage of it. 

President Vladimir Putin continued the policy of encouraging foreign manufacturers to build factories in Russia, including for industrial assembly production. Industrial assembly presupposes welding and painting of at least 25,000 units a year, the processes that require additional investment into production, as well as localization opportunities. In March of 2005, the government made a decision to introduce preferential duties on parts imported for car assembly by foreign carmakers. The industrial assembly regime was a major benefit for foreign carmakers, given the high level of taxation on imported vehicles. In 2005, ten leading automobile manufacturers from Japan, South Korea, North America, and Germany came to Russia. 

The customs procedures for industrial assembly also attracted foreign component manufacturers, such as tire manufacturers, to Russia. The Finnish company Nokian Tires has a factory in the St. Petersburg region. Michelin has a factory near Moscow. Bridgestone was looking for a site. Numerous international suppliers such as Magna, Cummins Engine, Bosch and Siemens VDO also developed local partnerships. 

The general state policy was to discourage “screw-driver” assembly and graduate to deeper, industrial assembly. Under the industrial assembly provisions of 2005, 22 investment agreements with foreign carmakers and 46 memoranda with component manufacturers had been made. The total amount of FDI was expected to reach about $10 billion. The realization of these projects was supposed to turn Russia into the biggest car market in Europe, worth $100 billion by 2010. In September of 2007, Russia had to stop signing such agreements due to WTO objections. It is against WTO rules to impose localization requirements on foreign carmakers, and Russia has aspired to become a WTO member for years. 

In October of 2008, the Russian government announced that Russia would break preliminary agreements made in the framework of the WTO, and would again start accepting applications for the production of automobiles through industrial assembly. The door was thrown wide open to all foreign carmakers. However, due to the world economic crisis, the situation with car sales in Russia has drastically changed. 

The deteriorated state of the economy affected both foreign and Russian carmakers. Companies like AvtoVAZ suffered considerably. In October of 2008, AvtoVAZ was reported to possess over 100,000 unsold units, and desperately needed money to repay short-term debts. Since January 2009, AvtoVAZ has shortened its working week from full time to six hours four days a week in two shifts. To avoid massive layoffs, administrative employees were put on leave with two-thirds pay. In March, AvtoVAZ had to halt production due to continued disputes with component suppliers because of the arrears in payment. Putin became a herald of hope when he visited the plant at the end of March with the promises of financial help. However, much as in the case of GM and Chrysler, whose plans for restructuring did not meet the high standards of the Barack Obama administration, the restructuring of AvtoVAZ will not be an easy process. 

Before the crisis, the trio of Renault – Nissan – AvtoVAZ was expected to launch new models of B and C classes and set up engine production. However, not only the economic crisis but the intrinsic inefficiencies of AvtoVAZ might actually compromise the company’s recovery. Its equipment is dangerously outdated. Under the new management structure, the number of vice presidents has reached about 30, creating intricate hierarchies of shared responsibilities. All were handpicked by major shareholders. The research and development process has been chronically insufficient for AvtoVAZ to become a globally competitive enterprise. The last project of substantial technological value was the Kalina, launched back in 2005. 

The government is trying hard to rescue local production. Not only has it promised to guarantee billions of rubles in loans to auto companies and buy auto companies’ bonds, but it will also subsidize interest rates on loans taken by consumers to buy cars worth below 350 thousand rubles (about $10,000)—the price range of domestic manufacturers and foreign brands made in Russia. These measures could help AvtoVAZ in the short term. However, with the backdrop of the world economic crisis and with the world auto market leaders scrambling for a shrinking number of consumers, it seems that no magical “deus ex machina” will save the day.

GAZ Group: more questions than answers 

VELES CAPITAL (10.04.2009) We revised our financial estimation of GAZ considering the new fundamentals. Worsening of the economic conditions leaded to rapid reduction of demand for equipment, manufactured by GAZ. In 2008 the selling dropped in all groups of produced vehicles, but the segment of medium- and heavy-duty commercial motor vehicles was most vulnerable - 67% in natural terms. That leaded to decline of financial estimates: EBITDA of the group lost 62%, and after percent and income tax payoff GAZ gained loss in the amount of 185 mn USD.

• In January 2009 the selling in natural terms reducer by 2-4 times versus the similar period last year. By the end of 1Q 2009 selling might reduce again more than twice within all groups of motor vehicles versus the estimate a year before, and by the end of the year we suppose the selling will drop 55-60% in natural terms. In 2009 GAZ sales might reduce by 40%, EBITDA - by 77%. At the same time, the loss of the group will be at the operating level. Rallying is expected in 2H 2009, and return to the before-crisis levels - not earlier than 2015- 2016.

• The key moment worth paying attention to is the debt load. The combined value of GAZ credit portfolio by the beginning of the year totaled about 1.7 bn USD. At the same time 1.3 bn USD is in shortterm loans, 13% of which are nominated in currency. The group's net debt grew during the previous year by 44% in dollar terms. In March GAZ tolerated default on the bond issue for the amount of 4.88 bn RUR. Currently GAZ is negotiating with its creditors on loan restructuring. We estimate the chances of positive solution as good.

• In order to support GAZ the state raise the volume of state contracts, which currently form about 47% of forecasted 2009 sales. Also the program of state warranties has been developed, however, the volume of state warranties cannot exceed 10 bn RUR per enterprise, and that amount will not cover even one forth of the arrearage.

Besides, the final decision on that matter has not been made yet.

• We conducted estimation of GAZ basing on the plan of bonded loan restructuring considering decrease of demand for the group's products. Resulting from the calculations, conducted basing on DCF method, the cost of GAZ group turned out to be 267 mn USD, which corresponds with 16.5 USD per common share and 9.6 USD per preferred share of the company.

HIGH-TECH, IT AND TELECOMMUNICATIONS TRANSPOR, INFRASTRUCTURE AND LOGISTICS

Russian Railways to limit foreign borrowing after ruble weakens 

RBC Daily (09.04.2006) OAO Russian Railways, the country’s rail monopoly, will limit its borrowing in foreign currencies this year because the ruble’s depreciation makes it too risky, Senior Vice President Fyodor Andreyev said. “We’d have to hedge the currency risk and it would cost us a fortune,” Andreyev told reporters in Moscow today. “We will try to avoid doing Eurobonds or syndicated loans.” 

Russian Railways sidelined plans for a debut dollar bond issue when the credit crisis cut access to international markets for the country’s corporations. The ruble lost 30 percent of its value versus the dollar since August amid falling prices for oil, Russia’s chief export, and the country’s worst market rout since the 1998 default. 

The company “does not exclude bilateral deals” with foreign banks to refinance, similar to a $500 million loan it received from Barclays Plc last month, Andreyev said. Russian Railways will concentrate on borrowing in domestic debt markets because it has ruble income, he said. 

OAO Gazprom yesterday became the first Russian company since July to offer bonds in dollars, planning to issue $2 billion of notes next week with a coupon of between 9.25 and 9.5 percent. Russian Railways isn’t ready to offer investors a yield of 9.5 percent because it doesn’t have the foreign-currency revenue of Gazprom, the nation’s biggest gas exporter, Andreyev said. 

Russian Railways sold 30 billion rubles ($896 million) of so-called infrastructure bonds yielding 15 percent to finance its operations last month and may sell another 70 billion rubles of new debt by late June. 

Russian railways CEO says cuts rail purchases 30% on economy 

KOMMERSANT (09.04.2004) OAO Russian Railways, operator of the world’s longest rail network, is cutting purchases of track by as much as 30 percent as economic growth slows after pledging to spend $400 billion on revamping its service through 2030. “Everything dropped by about 25 to 30 percent,” Chief Executive Officer Vladimir Yakunin said in an interview at his office in central Moscow April 6, referring to rail purchases. 

Russian steelmakers Evraz Group SA and OAO Mechel last year proposed setting up rival mills to make rails for the monopoly operator, which said it would offer $400 billion of contracts to metal, building and timber companies through 2030. Russian Railways this year cut investment plans 37 percent from the 400 billion rubles ($12 billion) spent on upgrades in 2008. 

Billionaire Igor Zyuzin’s Mechel plans to spend more than $500 million to build a rail-making mill at its main plant in Chelyabinsk, central Russia. The steelmaker has a 20-year contract with Russian Railways and may begin shipping track in 2012 after passing tests on quality and safety required by law. 

Spending cuts by Moscow-based Russian Railways may affect earlier plans to buy at least 400,000 metric tons of rails a year from Mechel, Yakunin said, without being more specific. “It is already affected because of the decrease of our investment program,” he said. “But as for our cooperation, it won’t be affected. We are going to support this project even during this period of time.” Mechel spokesman Ilya Zhitomirsky and Evraz spokesman Sergey Lavrinenko declined to comment on Yakunin’s remarks when contacted yesterday by Bloomberg News. 

Evraz, which now has a monopoly on domestic rail supplies, said last year it planned to spend 500 million euros ($664 million) to double output to almost 2 million tons. 

Russian Railways bought 850,000 tons of rails from Evraz in 2008, according to a spokeswoman for the transport company who declined to be identified, citing company policy. Purchases of rails dropped to 183,000 tons in the first quarter, including shipments from Evraz and some imported rails, she said. 

Russian Railways, which needed 1 million tons of rails last year, may only buy 500,000 tons this year, the spokeswoman said.

TRADE, CONSUMER GOODS AND SERVICES

Party ends for Russian rich after $230 billion losses 

BLOOMBERG (08.04.2009) Champagne and caviar are out in Moscow, and vodka and pelmeni dumplings are back in. 

Rich Russians, stung by the end of the biggest economic boom in their history, are tempering the opulent lifestyles that made the city of 10 million the bling capital of Europe. 

Demand for private jets and $500,000-a-week yachts has collapsed, while a survey by restaurant consulting group Restcon found revenue at high-end eateries has halved. Luxury-clothing boutiques selling brands such as Alexander McQueen and Stella McCartney are closing down. 

“A new lifestyle mentality is taking shape,” said Roman Trotsenko, 38, the millionaire founder of airport builder Novaport. “People aren’t really in the mood to party.” 

Moscow had 74 billionaires a year ago, more than any other city in the world. Now it has 27, according to Forbes magazine. The 25 richest Russians lost a combined $230 billion during six months last year as the value of their companies plunged along with commodity prices, according to Bloomberg calculations. 

The government expects the economy to shrink 2.2 percent this year after expanding about 7 percent a year since 1999. Unemployment is at a four-year high of 8.5 percent. The proportion of people who consider themselves “poor” has doubled to 14 percent in the past year, according to the All- Russian Center for the Study of Public Opinion in Moscow. 

“You just can’t party when others are starving,” said Boris Teterev, president of Rolls-Royce Motor Cars Moscow, which opened in 2004 to cater to Moscow’s nouveau riche. 

Trotsenko said Russians are increasingly spending more time with their families, on trips to theaters and museums and “home parties” with vodka and pelmeni. 

Conspicuous consumption was socially acceptable during the boom, when unemployment was falling and wages were rising, said Trotsenko, who is worth $70 million, according to Finans magazine, a Russian competitor of Forbes. 

Teterev, 55, who has a personal fortune of $200 million, according to Finans, envisages Rolls-Royce sales will fall by as much as a third this year. That’s about twice the rate of decline that Milan-based industry group Altagamma predicts for Russia’s $5.7 billion luxury market as a whole. 

“Spending just isn’t fashionable anymore,” said Kirill Shishkov, co-owner at Teorema Holdings, which develops residential and commercial property in St. Petersburg. Shishkov, 37, who spoke by mobile phone en route to the Swiss Alps, also is among the 400 Russians who are worth at least 2 billion rubles ($60 million) each, according to Finans. 

While part of the change in spending behavior is due to shrinking fortunes, politics is playing a role, said Alexander Dobrovinsky, a corporate and divorce lawyer whose clients have included the ex-wife of billionaire Alexei Mordashov, 43, chief executive officer of steelmaker OAO Severstal. 

Many oligarchs are seeking state protection from Western creditors and don’t want to irritate the Kremlin with outlandish behavior at a time when the government has declared social spending its top priority, Dobrovinsky said. “The private jets are still there, but the names of the owners have been scratched off,” said Dobrovinsky. 

President Dmitry Medvedev spelled it out last month, saying the wealthiest Russians need to focus more on their businesses and less on personal spending to help the country weather the worst economic crisis in a decade. 

“People became very wealthy in a very short time,” Medvedev, 43, a lawyer by training, said in a March 15 television interview. “Now it’s time to repay debts, moral debts, because this crisis is a test of maturity.” 

Medvedev was voicing support for what state television and talk radio call the “anti-glamour revolution.” 

Alexander Lebedev, 49, said many of his fellow billionaires “accumulated huge debt buying all those mega-yachts and private jets” and will struggle to pay it back. “Medvedev is not going to reeducate them, but real life will,” said Lebedev, whose assets, including 29 percent of airline OAO Aeroflot, are worth $1.9 billion, according to Finans. 

A lot of the decline in spending is simply down to image, said Teterev at Rolls Royce. “People who lost their money now pretend it’s trendy, but if you have resources, you will never get rid of your driver or your cleaning staff,” he said. 

There’s also evidence the Russian party is just moving elsewhere, away from the Kremlin’s gaze. 

“We’re sold out this season,” said Alexi Usati, owner of Retrohunt, a Namibian company that offers Russian clients “hunting and safari adventures” for $150,000 each. 

There’s no sign of crisis, either, at Most, a French restaurant a block from Red Square that recently charged a couple $16,000 for dinner. “Our guests are used to this lifestyle,” General Manager Mikhail Dolgi said. 

Moscow authorities last month allowed dozens of people to demonstrate downtown against ostentatious spending, with placards saying, “Glamour is a party during the plague.” 

“The glamour lifestyle is promoted by those who agree with the pro-American lifestyle and want to destabilize our society during these difficult times,” said Alexander Bovdunov, a spokesman for Eurasia Youth Union, which organized the event. 

In February, Medvedev banned his staff from vacationing abroad without permission after three Kremlin officials were spotted partying in the glitzy French ski resort of Courchevel, according to the Kommersant newspaper. 

Mikhail Prokhorov, then CEO of OAO GMK Norilsk Nickel, embarrassed the Kremlin two years ago by flying in a planeload of women for a private party and getting arrested on suspicion of pimping. He was cleared of any wrongdoing because the judge ruled there wasn’t enough evidence. 

Prokhorov, 43, now Russia’s richest man, appears to have gotten the message and is even leading the charge against the same opulence he displayed in Courchevel. 

Snob, his lifestyle magazine for jetsetters, last month declared the new motto for Moscow: “Fast, Slick and Cheap.” Snob told its readers that “saving money is the trendiest thing to do at the moment.”

SURVEY: RUSSIA FACES FINANCIAL CRISIS - GOVERNMENTAL DECISIONS, PROTEST ACTIVITY, OBJECTIVITY OF MASS MEDIA 

January 27, 2009. Russian Public Opinion Research Center (VCIOM) presents the data on judgments of Russians about economic situation, anti-crisis measures of the government,  mass protest potential, as well as the mass media confidence level. 

Situation in the economy 

In January the share of Russians who evaluate the economic situation as crisis increased from 34 to 43% compared with December. Since March 2008 every tenth (11%) evaluate it as crisis (the share of such respondents has been gradually growing from 1%). The share of those who regard the economy as being unstable decreased from 40% to 35%. On the contrary, the number of Russians who tend to consider the economic situation as being stable is declining - from 7% to 4%, and its dynamic development is marked by only 1 % of respondents (in September every tenth (11%) had such opinion). 

Same as earlier, our citizens consider unreasonable social and economic policy of the world powers to be the main cause of the crisis - the share of such respondents grew up from 13% to 16%. The second position is taken by the economic and social and political crisis in the USA - 12%, however in November only 6% thought so. This is followed by such reasons as mortgage crisis in the USA (5%), US politics (4%), unstable energy prices, energy prices dependence (3%); those who pointed out corruption, machinations and authorities and political actors to initiate the crisis are 3% for each group.  The portion of respondents who consider inflation in many countries of the world, unstable dollar rate, economy dependence on the USA and dollar are 2% for each. The least popular reasons are growth of military budget, the greed of the rich and their willing to get rich at the expense of the poor, instability in the world and stock market, as well as regularity of crisis (1% for each). Another 1% thinks that "there is no crisis, it is illusion, and crisis is in mind". Nevertheless, the share of those who are undecided about the reasons of the crisis is declining - from 60% in November 2008 to 50% in January this year. 

As Russians think, the USA (37%) and Russia (34%) more than other countries suffered from the crisis. Moreover, compared with December those who consider America to be the victim decreased by 10% - from 47%; the share of those who consider this is Russia, on the contrary, increased from 27%. The share of respondents who think that those who suffered most are countries with weak economy is 18% (15% in December), European Union countries - 18% (12% in the end of the last year), Ukraine - 14% (this share has increased from 10% over the month). Those who name Japan and big developing countries are 2% for each group, 1% thinks this is China. 14% are undecided (in December they were 20%). 

If 43% in November thought that crisis would not take for long, then now every third think so (33%), and more than half of Russians (54%) are confident about the following thing: the present crisis is a long term process that will not end so fast (33% thought so in November, 47% - in December). The portion of those who were undecided is going down - from 44% in March 2008 to 13% in January this year. 

The share of those who discuss the topic of crisis in their circle (so called "kitchen talks") keeps on growing - from 17% in March last year to 59% in January this year. Another 17% tell that the discussion like this takes place but they do not take part (they were 10%  in March).  On the contrary, the share of those who declare that they do not discuss this topic has decreased three times since March last year (from 68% to 23%). 

How to combat the crisis? 

Every tenth (11%) think that there is a substantial change in what the government does to fight the crisis. Meanwhile, almost half of Russians (48%) have not mentioned any positive transformations, but they expect the crisis measures to give good results; every fifth (22%) think that there are no any positive changes and they are hardly to happen. 20% are undecided to estimate the crisis measures taken by the government. 

The share of those who do not know anything about Russian government crisis management has decreased from 56% to 53% over the month. Every tenth (11%) believe that it is based on the support of banking system (19% in December), 8% - on small and middle enterprises support (4% in December). Those who point out such measures as the support of the unemployed and the raise of pensions and salaries are 2% for each; another 2% marked strengthening the ruble and price restraints. The share of respondents who consider that the government plan consists in deposit insurance, tax decrease is 1% (in December, on the contrary, 1% pointed out tax increase). Over the month Russians have expressed new ideas about the crisis management plan: now they also name the use of "maternal capital" (4%), combat against corruption (1%), automotive industry support (0,4%). 

Every tenth (11%) consider the crisis management plan is adequate and will soon have positive effect. Another 27% think that it will give some effect, but the crisis is going to be long and hard, and the government will have to resume the action program and to introduce new measures to fight crisis (18% thought so in December).  Another 8% are pessimistic to say that the plan is no good and will not cause any positive effect (3% thought so in December). However, more than half of Russians are undecided to evaluate the crisis management plan of the Russian government. 

The most popular kind of advice Russians give to the government is production and economy support (8%) and government regulations of prices and economy, nationalization (7%) - in December 4% and 5% respectively. Another 4% told about the need to create new jobs, to decrease the level of unemployment; those who pointed out fighting the corruption, agricultural industry reconstruction, "to think more about people" are 3% for each group. Those who offered to combat inflation, strengthen the ruble and to fight the dependence on the dollar, to quit importing goods, to cut bureaucrats salaries, to raise the pensions and salaries are 2% for each. Another 0,3% offered to "get all the money back to Russia". The share of those who "do not know anything about that" has decreased from 40% to 32% since December. More than third of Russians (36%) were undecided to give an advice to the government on how to combat the crisis. 

Crisis and political institutions 

The rating of approval of the president of Russia Dmitry Medvedev remains stable from August 2008 till 17 and 18 of January 2009 and has fluctuations between 74-77%. On 17 and 18 of January it made up 75% (compared with 65% in July last year). Electorate rating of the head of the state makes up 54% on 17 and 18 of January. Let us remember that it was 56% on January 10 and 11. In July 2008 the electorate rating of Dmitry Medvedev was 53% and then, from August till October last year, increased from 58% to 60%; from October to December began to slip from 60% to 56%. 

The level of approval of activity of the prime-minister Vladimir Putin makes up 77% (on January 17 and 18). A week earlier (January 10 and 11) it was 81% - the same as in December. 

In July 2008 it was 74% then rose to 82% in August holding constant till September. It reached 80% in October and 79% in November. 

The level of approval of government actions has had fluctuations between 56%-60% since December till January 17 and 18, it made up 56% on January 17 and 18. 

Let us remember that the rating of government approval made up 49% in July. 

The political parties rating remained relatively stable from July 2008 to January 17 and 18, 2009. So the electorate rating of the "United Russia" has fluctuations between 59-60%, on January 17 and 18 it was 59%. CPRF rating does not have any substantial changes over this period of time (6-7%), on January 17 and 18 - 7%), LDPR (3-5%, on January 17 and 18 - 4%), "Fair Russia" (2-3%, in the beginning of 2009 - 3%); the rating of the party "Pravoe Delo" (Right Cause), that was established in autumn, made up 1% from December 2008 to the first fortnight of January. 

Protest potential 

The share of Russians who think that mass protests against wealth downturn are not possible increased from 61% in December 2008 to 64% in January 2009. The same figure (64%) was recorded in December 2006. 28% of Russians believe that such actions are possible (30% - in December last year). 

Over the last month there is an increase of share of those who opposed to participate in mass protests - from 66% to 70%. The number of those ready to support such actions remained the same - 21%. The share of the undecided decreased from 13% to 9%. 

Trust in media 

40% of Russians believe that the mass media not fully and openly cover the economic crisis topic. On the contrary, 29% of respondent tend to consider the information provided by different information resources to be full and true. Almost every fifth (21%) think that most of the time the mass media exaggerate the consequences of the crisis. Compared with December last year the distribution of answers has not changed by more than 2%.   

Since November last year the share of Russians mainly trusting the information from the mass media has increased from 48% to 52%. Another 26% believe that they trust more their circle. 21% were undecided. 

Russians still tend to trust central television (75%), 46% of this share - "rather trust", 29% - "quite trust"; moreover, since November last year the share of such respondents has increased by 5% - from 70%. The second position is held by regional television - it is trusted by 67% (44% - "rather trust", 23% - "quite trust"); 64% thought so in November. This is followed by regional press - it is trusted by 52% (37% - "rather trust", 15% - "quite trust"), central newspapers and magazines - 51% (35% - "rather trust", 16% - "quite trust").  Central TV is trusted by 45% of Russians (30% - "rather trust", 15% - "quite trust"), moreover, 34% do not watch it. The local radio level of trust is slightly lower - 38% (27% - "rather trust", 11% - "quite trust"), 41% - do not listen to local radio. The least trusted source of information is Internet - 28% (17% - "rather trust", 11% - "quite trust"). More than half of Russians (51%) do not use any source of information at all. 

The initiative Russian opinion poll was conducted on January 17 and 18, 2009. 1600 respondents were interviewed at 140 sampling points in 42 regions of Russia. 

The margin of error does not exceed 3.4%. 

COMPANY PROFILE: PROMSVYAZBANK’S FINANCIAL RESULTS FOR 2008

Promsvyazbank (PSB) has released its consolidated financial statements for the year ended 31 December 2008, prepared in accordance with the International Financial Reporting Standards (IFRS) and audited by KPMG. 

The key financial highlights are as follows: 

• Total assets grew by 57% to RUB 462 billion. 

• Total shareholders' equity rose by 44% to RUB 40 billion. 

• Operating income increased by 81% to RUB 28.2 billion. 

• Cost-to-income ratio dropped to 43.8%, an improvement from 51.3% in 2007. 

• Net provision charge for impairment losses totaled RUB 13.7 billion or 48.6% of operating income, up from 16.6% in 2007. 

• Profit for the year amounted to RUB 1.6 billion, a decline of 58% over 2007. 

• Total capital adequacy ratio as at 31 December 2008 was 13.14%, slightly down from 13.51% posted at YE 2007. 

• Tier 1 capital ratio was 9.70%, up from 9.41% at YE 2007. 

Weaker bottom line reflected a significant deterioration of the Russian economy and the financial sector in H2 2008, which caused worsening loan quality and a corresponding increase in provisioning for impairment - the key negative P&L driver for PSB in 2008. At the same time, the strong growth in operating income, rooted in PSB's expanding customer base, represented the key positive P&L driver, which brought about a material improvement of the cost-to-income ratio. Another positive factor included enhanced overheads controls and modernized accounting systems; combined with measures aimed at increasing productivity, these resulted in revenues significantly outpacing expenses in 2008 (81% annual growth vs. 55%, respectively). 

Shareholders' equity was boosted by the two share issues in the total amount of RUB 8.3 billion, placed among PSB's existing shareholders. Coupled with the continuous policy of full profit retention, this led to a slightly improved tier 1 capital ratio. 

Other financial highlights include: 

• Net interest income rose by 81% to RUB 22.0 billion. 

• Net fee and commission income doubled to RUB 4.7 billion, with its share in operating income increasing to 16.7%, up from 15.2% in 2007. 

• Loans to customers, net of allowance for impairment losses increased by 44% to RUB 300 billion, which made up 65% of total assets (down from 71% at YE 2007). 

• Customer deposits and current accounts rose by 63% to RUB 230 billion and accounted for 54% of total liabilities (one percentage point increase from YE 2007). 

The share of net interest income in operating income remained at a high 78% as PSB focused on its core business - customer lending - and reduced both the volume and the duration of its fixed income portfolio in times of increased financial market volatility. Fees and commission income, which PSB considers to be the key strategic source of non-interest income, remained well-diversified: documentary operations remained the largest contributor with a 23% share of total fee and commission income, followed by money transfer fees (19%), plastic cards (16%), foreign currency operations (12%), operations with cash (11%) and banknote operations (6%). PSB posted a RUB 1.8 billion net loss on trading securities (2007: net loss of RUB 124 million), attributable to the financial markets meltdown in 2008 as the Bank reduced its trading book and realized losses. However, interest income on securities and reverse repos in the amount of RUB 2.4 billion overcompensated for the trading loss. In addition, thanks to increased exchange rate volatility in 2008, PSB posted net foreign exchange (FX) gain of RUB 2.1 billion, combining net FX trading gain and net FX translation gain. 

Loans to corporate clients (42% growth in 2008) accounted for the bulk of the loan book, although their share shrank from 83% to 78%, following even faster loan growth in the retail and SME segments. Keeping loan quality under control in times of an economic downturn and borrowers' inability to refinance maturing obligations became the main issue in lending in 2008. The proportion of loans overdue 90 days and more increased as follows: in corporate loans - from 0.15% to 1.37%, in SME loans - from zero to 1.89%, and in retail loans - from 3.94% to 10.54%. Furthermore, the level of restructured loans also increased, namely to 2.4% in corporate loans and 1.3% in SME loans. 

PSB's strategic priorities in H2 2008 were focused on attracting customer funding and increasing the liquidity cushion. This resulted in a reduced proportion of loans and an increased share of customer deposits on the Bank's balance sheet. Deposits of state and local authorities were the fastest-growing funding component (five-fold growth in 2008). PSB also demonstrated its ability to compensate for the reduced access to international funding by increasing term deposits of corporate clients, which doubled in 2008. Similarly, the growth in retail deposits at PSB (by 51% to RUB 53 billion) significantly outpaced the 15% Russian market average (as calculated from CBR data). 

Key financial metrics include: 

• Return on average equity of 4.6% (2007: 17.4%) 

• Return on average assets of 0.4% (2007: 1.6%) 

• Net interest margin of 6.7%, up from 6.2% in 2007 

• Liquid assets made up 28% of PSB balance sheet at YE 2008, up from 23% at YE 2007 

• Net loans to customer deposits ratio declined to 131%, from 148% at YE 2007 

• Non-performing loans (NPL) totaled RUB 8.9 billion, or 2.8% of gross loans (up from 0.7% at YE 2007). 

• Coverage of gross loans by allowance for impairment increased to 5.8% (year-end 2007: 2.4%). 

• NPL coverage by total impairment allowance declined to 208%, from 365% at YE 2007. 

• The aggregate amount of large loans (i.e. those exceeding 10% of shareholders' equity) accounted for 15.2% of gross loans, up from 11.4% at YE 2007. 

• The aggregate amount of ten largest customer deposits and current accounts accounted for 38.3% of total customer deposits and current accounts, up from 21.6% at YE 2007. 

"We are satisfied with the operating income dynamics, particularly with the increased proportion of fees and commission income", comments Alexandra Volchenko, Senior Vice-President and Head of "Finance & Risks" block at PSB. "Keeping impaired loans under control, further enhancing risk management and recovery procedures and diversifying the funding base will be our key tasks over the near-term. However, the mere fact of posting a positive net result in times of the exacerbating global financial and economic crisis proves the viability of PSB's business model. We base our work upon close co-operation with our customers and always look for mutually acceptable solutions both in upturns and crises.
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Declared professional and political views and ideas

On August 18, 2004, Tosunyan announced the intention to prepare amendments to the law "On the Central Bank." According to Tosunyan, the law should fully outline all tools used for readjustment of banks. The package of the bills is not prepared yet but already now Tosunyan speaks about broadening of the opportunities of refinancing of banks on the part of the Central Bank and issue of stabilization credits to them. Tosunyan presumes, "The Central Bank needs to be able to use all available tools without hesitation and also to broaden their inventory." According to him, it is also necessary to give a possibility to the Central Bank to enter banks quicker if there are suspicions of assets draining. However, these should be not rights of the Central Bank (like now) but its duties. Tosunyan also says that simultaneously it is necessary to outline liability of Central Bank officials up to dismissal for non-taking of necessary measures. The President of ARB explained, "Naturally, this should not be understood as the statement about the need to dismiss the Central Bank officials now."

In August 2008 Tosunyan said that the development strategy of Russia's banking till 2020 approved by the Association, doesn't such requirements to Russian subsidiaries, since they are legal residents of Russia and have equal rights with Russian lending institutions. "Accordingly, the enactment of special requirements for subsidiaries of foreign banks in regard of IPOs ruins the general logic," Tosunyan states. 

At the beginning of December 2008, Tosunyan proposed to reduce the refinancing rate of the Bank of Russia (the rate was increased from 11% to 12% on November 12).

Hobbies:

Philosophy.

Family:

Married with two children.

Address:

253557 Moscow, Moscow Bank for the Development of Science and Technology (Tekhnobank), Elektrichesky per. 3.

tel.: (+7 095) 252-4838

fax: (+7 095) 254-0855;

121069 Moscow, Association of Russian Banks, Skaterny per. 20, bldg. 1, PO Box 41, 

tel.: (+7 095) 291-6630
Note:

Interview with Tosunyan, "Those Officials Who Shelter Banks Should Be Punished", Novye Izvestia, January 30, 2007, pp.1, 3.

As for toughening of the state control, the head of the Association of Russian Banks said that many banks spent efforts and funds to control their customers and discover all their ins and outs that have nothing to do with their business and in no way facilitate the struggle against money laundering. According to him, it is necessary to find the golden mean. It is necessary to act in such a way that the most impudent and odious participants of the banking market, which are few in number, were kept in awe. Those officials who shelter such banks should be punished even more severely.  

Garegin Tosunyan commented on Russia's admission to the WTO and its consequences to the banking sector. According to him, it is necessary to provide banks with equal opportunities so that they were prepared for operating as part of the WTO. In Russia, banks are separated from long-term resources. They have the highest reserve requirements and their reserves are withdrawn free of charge. Besides, banks discharge the duties of the state (for example, the control of taxes) and do it free of charge, at their own expense. Nevertheless, Russian banks can compete in the WTO, because they know more about the specific character of the market. Of course, some customers will transfer to foreign banks, because the latter have more long-term resources. The question is why our resources are short-term. The government withdraws the money from the credit system constantly and redistributes it. However, the funds are redistributed in a very peculiar way - they are invested in foreign securities yielding a minor return. Long-term resources do not arise from this, but instead they remain as government-owned.

MARKET INDICATORS
Key economic indicators: April 9, 2009
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