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Foreword

Many in Russia view flagging investment as a cause of

the protracted output decline and a threat to the eco-
nomic recovery of the country. Public debate on eco-

nomic policy has included calls for the government to

adopt a more interventionist stance on investment fi-

nancing, to stem the enormous decline in real capital ac-
cumulation, especially in the production sectors. To
clarify some of the issues involved, the World Bank, at
the request of the Russian authorities, conducted a
study on investment policy. This report describes and

analyzes recent investment trends, structural patterns,
and policies. Drawing on the worldwide experience of
the World Bank in this area, the report outlines the prin-
ciples and major building blocks of a new, market-based
investment policy for Russia. The findings and recom-
mendations were discussed with the officials of the Min-

istry of the Economy in a series of informal working

seminars between the spring and fall of 1994.
The key finding is that government investment pol-

icy should seek to maximize the efficiency of investment
rather than the overall level of investment. The most im-
portant actions government can take to foster commer-

cial investment are to achieve financial stability, to fully
liberalize prices, and to establish and enforce a legal and
tax framework suited to a market economy. Trying in-
stead to increase commercial investment through a va-
riety of government-financed programs will perpetuate
inefficiency and divert resources from more efficient
uses of public funds, which include government-
financed investment that focuses on building up social

overhead. Reform of the management and financing of
government investment and greater private participa-
tion in the management and provision of semipublic
goods and services are also important.
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This report is a product of the ongoing ers and their advisers at all levels of govern-
policy dialogue and collaboration between ment in the Russian Federation and in other
the World Bank and the Ministry of the Econ- countries of the former Soviet Union. Multi-
omy initiated by Deputy Prime Minister Alex- lateral aid agencies, foreign businesses,
andr Shokhin in the spring of 1994. We are nongovernmental organizations, and acade-
publishing the report because of the potential micians and researchers interested in invest-
interest of its findings and recommendations ment issues in Russia may also find this re-
to a broader audience, especially policymak- port useful.

Yukon Huang
Director

Country Department III
Europe and Central Asia Region
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Abstract

Since 1991 there has been an enormous decline (though
from high initial levels under central planning) in the

real amount of capital formation in Russia, especially in

the production sectors. At the same time, a large part of

the stock of capital accumulated under central planning
has become useless. The overall decline has been ac-
companied by large and generally favorable shifts in the

sectoral and ownership composition of investment
flows. In parallel, there has been considerable decen-

tralization of investment decision making from the gov-
ernment to enterprises and, within the government,

from the central to the regional and local governments.
It is also the case, however, that the level of capital accu-

mulation in the commercial sectors is still artificially
high in that most of it is directly or indirectly financed by

the government rather than by private economic agents.
In other words, enterprises and the commercial finan-
cial sector are committing very little of their own re-

sources to investment.
This report argues that continued government in-

volvement in commercial investment is not the answer.
Rather than trying to increase the level of commercial

investment artificially, by pumping more public re-
sources into the commercial sectors, the government
can have a greater impact through unwaveringly pursu-
ing its efforts to make the economic, financial, and poli-
cy environment conducive to market-directed private

investment. That means, above all, prudent fiscal and

monetary policies to achieve financial stability. It also
means continued efforts to remove the remaining price
distortions, establish and enforce a legal framework ap-

propriate for a market economy, and reform and consol-

idation of the tax regime to foster sound economic

growth.
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There is still a place for government- The channels and conditions of public
financed and -guaranteed investment in pub- investment financing should also be re-
lic and semipublic goods and services, but formed. For investments in commercial

government efforts should be refocused on in- public services (where cost recovery is pos-
vestments in social overhead capital. To im- sible), financing should be in the form of

prove the management of public investment, long-term loans or government-guaranteed
the government should streamline its budget bonds at market interest rates. The govern-
process, making reform of capital budgeting ment should promote risk sharing by limit-

part of an overall reform of government fi- ing its loans and guarantees to less than the
nances that adapts the budget process to the full amount needed for the investment
requirements of a market economy. Efficiency project. Cofinancing of investment projects

can also be served by contracting to the private by different levels of government should
sector, on a competitive basis, the manage- also be encouraged. Cofinancing can help
ment of some semipublic goods and services subnational levels of government achieve

that have a commercial or marketable compo- economies of scale and can help the federal
nent. Private sector participation can take government achieve national policy goals
many forms and, for many activities, need not through public spending in the regions. Ef-
wait until a full-scale regulatory framework is forts to encourage cofinancing arrange-

in place. Regulations can be embedded in con- ments should be made an integral part of

tracts, which can address the regulatory issues progress toward a clear and stable system of
on a case-by-case project basis. fiscal federalism.



1
Introduction

The importance of developing and implementing new
investment policies for the Russian Federation cannot
be overstated. Russia's economic problems preceded
the changes in the political structure of the former Sovi-

et Union by at least a generation. The focal point of the
economic problems of the Soviet system was the failure
of Soviet investment policy to generate economic
growth.

At first glance economic growth in the last thirty
years of the Soviet Union does not appear to be far from
the average for growth in all countries. But a closer
look-ignoring countries with very small populations
and holding constant the influence of initial income,
population growth, secondary school enrollment, and
investment as a share of gross domestic product
(GDP)-shows Soviet growth to be only about half as
large as might be expected (Easterly and Fischer, 1993).
As a large country with relatively low population
growth, high secondary school enrollments, a relatively
high initial income level, and a very high investment to
GDP ratio, the Soviet Union should have had a much
higher average growth rate than it did.

The distinctive feature of Soviet economic history
after 1960 was that very high levels of investment expen-
diture were simply not generating the productivity

gains that would be generated in a market economy. To-
tal factor productivity growth started to decline around
1960, when total investment reached about 30 percent of
GNP, a level at which it remained for about thirty years.
Investment trends in the Russian Republic were similar
to those in the USSR as a whole. In the 1980s, with a pop-
ulation accounting for half the USSR total, Russia bene-
fited from over 60 percent of the country's fixed
investment. But Soviet investment policy never provid-



2 INVESTMENT POLICY IN RUSSIA

ed the infrastructure required to realize the to avoid the mistakes of the Soviet era. Thus,
country's growth potential. The failure to use the overriding objective of the government
market incentives for allocating investment should be to improve investment efficiency,
meant that the economy was unable to effec- relying on a wide spectrum of reforms and
tively utilize new and efficient production policies. The crux of the matter is to clearly
technologies, ultimately blunting any eco- redefine the role of the state. In market econ-
nomic growth effect and reducing the coun- omies the government's role in investment
trv's standard of living. takes many forms. Broadly speaking, govern-

Soviet planners were aware of the problem ments influence the level and structure of in-
and began to tinker with the planning mecha- vestment directly through government-
nism even before perestroyka, but to no avail. financed projects (generally in the public
To stem the low and declining efficiency, re- sector) and indirectly through improvements
forms of the planning process were intensified in the business environment (generally for
in the second half of the 1980s. But these partial the private sector). The problem is that defi-
reforms could not alter the overall structure nitions of public investment vary consider-
and performance of the economy, and the effi- ably. For Russia, with its still enormous
ciency of investment continued to deteriorate public sector, a more operational-if not
(see annex 2). This experience suggested that clear-cut-means of redefining the role of the
the only way to achieve economic investment state is to distinguish activities by their eco-
efficiency and sustained growth was to make a nomic nature (commercial versus noncom-
clear break from the centrally planned eco- mercial) rather than by ownership. Based on
nomic system. With the disintegration of the the analysis of recent investment trends in

USSR at the end of 1991, the Russian Federa- Russia and on relevant international experi-
tion embarked on a far-reaching transforma- ences, this report provides guidance on prin-
tion of its economic and social systems. ciples and building blocks for a new, market-

The challenge the Russian Federation based investment policy in the Russian
faces with respect to its investment policy is Federation.



2
Recent Investment Trends
and Policies

The Russian economy is undergoing far-reaching sys-
temic changes including broad scale price liberalization,
progressive liberalization of foreign trade, massive

privatization of state-owned enterprises, the emergence

of a private commercial banking sector, and the decen-
tralization of government decisionmaking from the fed-

eral to the subnational level. For the first time

* The Level and Structure of enterprises faced market demand and increased com-
Investment petition, and once implicit subsidies (implemented

through administrative pricing) became explicit or were

* Government-Financed reduced or removed. Production shrank and inflation

Investment soared along at a two-digit monthly rate for most of the
period. Against this backdrop, this section examines re-
cent developments in the level and structure of invest-
ment and the government's investment financing policy.

The Level and Structure of Investment
From 1990 to 1993 gross domestic investment

dropped even faster than GDP (table 2.1 and figure 2.1).
Estimated GDP declined 38 percent (in constant 1990
prices) over the period, while gross investment plunged

by 48 percent and gross fixed investment by about 57
percent. (These estimates should be used with caution
since measurement of GDP and investment in Russia
suffers from a number of statistical problems; see annex
1. Private sector investment and output are both likely to

be underestimated. For a detailed discussion of GDP
statistics see Koen and Gavrilenkov 1994.)

Gross domestic investment remained higher than
30 percent of GDP in 1991 and 1992, however, because of

enormous increases in inventories. Fixed investment,
though, became a substantially smaller proportion of
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Table 2.1 GDP and Investment, 1990-94
(billions of rubles)

1994 a
1990 1991 1992 1993 a (Jan-June)

GDP
Nominal 644.0 1,300.1 18,093.0 162,300.0 235,500.0

Deflator - 2.315 39.770 405.400 n.a.

Constant 1990 prices 644.0 561.6 454.9 400.3 n.a.

Gross domestic investment
Nominal 194.1 508.7 6,404.0 41,800.0 58,000.0

Deflator - 2.167 38.680 415.300 n.a.

Constant 1990 prices 194.1 234.7 165.6 100.7 n.a.

Gross domestic fixed investment
Nominal 184.9 326.9 3,548.0 33,300.0 50,200.0

Deflator - 2.092 37.850 417.900 n.a.

Constant 1990 prices b 184.9 156.3 93.7 79.7 n.a.

New fixed investment
Nominal 144.0 210.5 2,670.2 25,235.0 34,392.6

Deflator - 1.730 36.397 409.503 n.a.

Constant 1990 prices 144.0 121.7 73.4 61.6 n.a.

Ratios to GDP in nominal terms (percent)
Gross domestic investment 30.1 39.1 35.4 25.8 24.6

Gross domestic fixed investment 28.7 25.1 19.6 20.5 21.3

New fixed investment 22.4 16.2 14.8 15.5 14.6

Ratios to GDP in constant 1990 prices (percent)
Gross domestic investment 30.1 41.8 36.4 25.1 n.a.

Gross domestic fixed investment 28.7 27.8 20.6 19.9 n.a.

New fixed investment 22.4 21.7 16.1 15.4 n.a.

a. Prelininarvy

b. Although the drop in fixed investment is indisputable, the volume decline may be exaggerated by the deflator used for
fixed investment (see annex 1).

Source: Goskomstat, Ministry of Economy, and World Bank staff calculations.

GDP than it had been in the last years of the levels of accumulated inventories resulted in
USSR. Enterprises hoarded construction ma- a significant slowdown in inventory invest-
terials, equipment, and other goods as a ment. Although still very high compared with

means of coping with rapid inflation and the 1990 levels, inventory accumulation fell from
threat of shortages, or they were simply un- 15.8 percent of GDP in 1992 to 5.2 percent in
able to sell the goods they produced. The ac- 1993 and to 3.7 percent in the first half of 1994

cumulation of inventories was made possible (annex table A3.3).
by the sharp increase in directed credits for In 1991-94 gross domestic investment

working capital from the central bank (which was lower than domestic savings. The re-

further fueled inflation). By 1993 and early source balance1 changedfrom an inflow of re-

1994, however, tighter credit policies and high sources of 0.6 percent of GDP in 1990 to an
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Figure 2.1 GDP and Investment (in volume, 1990 = 100)

150

120
Gross Domestic Investment (GDI)

90

60 Gross Domestic Investment (CDI

30 ~~ ~~ ~~ ~~~~~~~~~~I III
30

1990 1991 1992 1993

Source: Table 2.1 GDP and Investment, 1990-94

outflow of 1 percent of GDP in 1991 and 0.4 tion) declined from 22.4 percent of GDP in

percent in 1992. By 1993 and the first half of 1990 to about 15 percent in 1992-94.

1994 this outflow had increased steeply to 6.5

percent of GDP. This net outflow of domestic Sectoral Composition of Investment
resources included interest payments abroad Although new fixed investment has de-

and the enormous amount of flight capital clined in both the"material"and"nonmateri-
that took place over the period. Capital flight al" spheres since 1991, the decline has been

reached an estimated $10-$15 billion 2 in significantly more pronounced in the mate-

1992-93. Capital flight and the collapse in in- rial sphere. 3 As a result, the relative share of

vestment stem fundamentally from the same the nonmaterial sphere increased from 31

cause: financial instability and economic percent in 1991 to 41.5 percent in the first half
uncertainty. of 1994, continuing a trend that had begun in

Despite a dramatic decline gross fixed in- the late 1980s.
vestment is still relatively high. As a share of Within the material sphere investment

nominal GDP it fell from 28.7 percent in 1990 plummeted in most sectors, though at different

to 19.6 percent in 1992 before moving upward rates.The sharpest declines were in agriculture
again to 20.5 percent in 1993 and 21.3 percent (although from a relatively high level in 1991),
in the first half of 1994. The share of gross construction, machinery, light industry, and
fixed investment in GDP is higher in Russia transport and communication. New fixed in-
than in most OECD countries, with the ex- vestment in transport dropped sharply in 1992
ception of Japan, as well as many Eastern Eu- but stabilized in 1993 and even increased in

ropean economies in transition (figure 2.2; some sectors, in particular in metropolitan
annex table A3.4). In parallel, the share of transport, city electrical transport, petroleum
new fixed investment (net capital accumula- pipes, and roads. Within the industrial sector,
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investment fell by less than the average for the 81.2 percent in real terms, from 3.5 percent of
material sphere as a whole in 1992 but by more new fixed investment in 1991 to 1.3 percent in
in 1993. Petroleum processing stands out, with 1993 (annex table A3.7).
substantial increases in investment since 1991. The smaller decline in investment in the
Investment also recovered somewhat in 1993 in nonmaterial sphere than in the material
automobile and fish processing after a large sphere meant that the relative share of new
decline in 1992. Machinery building and light fixed investment for the nonmaterial sphere
industry suffered large and sustained declines increased from 31 to 40 percent. Within the
in investment over 1991-93. nonmaterial sphere investment in housing

These trends in sectoral new fixed invest- construction and communal services (public
ment are generally consistent with data on utilities) fell significantly less than did total
capacity utilization for selected products.The new fixed investment. Housing's share in-
decline in capacity utilization was more pro- creased from 18.1 percent in 1991 to 26.7 per-
nounced for machinery, durable consumer cent in the first half of 1994, and the share for
goods, and food products than for other prod- public utilities rose from 4.3 percent to 7 per-
ucts (annex table A3.8). This pattern suggests cent. At the same time household services
a severe mismatch between final demand and and science experienced particularly sharp
production capacity and a reallocation of in- relative declines. In the social sectors invest-
vestment expenditures that is broadly in line ment declined faster in education than in
with emerging market demand. health. As a result, investment in health in-

The structure of new fixed investment has creased from less than 2 percent of total in-
changed significantly since 1991, reflecting vestment in 1989-91 to 2.5 percent in 1993,
different rates of change across sectors. Ener- while investment in education remained at
gy, social sectors (health, education, housing about 2.5 percent of total investment through-
construction, public utilities), and to a lesser out the period. Overall, this differentiated
extent, transport and communication fared rate of change in favor of health is consistent
noticeably better than other activities or with the needs of a declining and aging
"complexes." Militarv investment plunged population.

Figure 2.2 Comparative Ratios of Gross Domestic Fixed Investment to GDP
(in current prices)

Ratico
35

30

25

20

19

10

0 1980 1985 1990 1991 1992 1993

_ Hungary ___ Poland Romania USSR/Russiaa

a. Data for 1980 and 1985 are for USSR; from 1990 on, for Russia.
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Table 2.2 New Fixed Capital Investment, 1991-94
(billions of rubles and percent) __ __

1991 1992 199S a 1994 a (Jan-June)
Total, in current rubles 210.5 2,670.2 25,235.0 34,392.6

Material 144.3 1,749.0 15,042.0 20,109.4
Nonmaterial 66.2 921.2 10,193.0 14,283.2

Total, in constant 1991 rubles 210.5 126.9 106.1 n.a.
Material 144.3 83.1 63.2 n.a.

Share of total (%) 68.6 65.5 59.6 58.5
Nonmaterial 66.2 43.8 42.9 n.a.

Share of total (%) 31.4 34.5 40.4 41.5

Total, as share of GDP 16.2 14.8 15.5 14.6
Material 11.1 9.7 9.3 8.5
Nonmaterial 5.1 5.1 6.3 6.1

Memo item
GDP 1,300.0 18,093.0 162,300.0 235,500.0
a. Prelirninarv.

Source: Ministry of Economy, Goskomstat.

Ownership Structure of Investment A3.9). Reflecting a similar pattern, investment
Although state-owned enterprises ac- by collective farms plummeted faster than to-

counted for most of the new fixed investment tal investment in agriculture. The share of

in the economy, the structure of new fixed in- joint-stock companies increased from 6.7 per-
vestment by type of ownership changed dra- cent in 1992 to 28.9 percent in 1993, while that

matically from 1991 to 1993. Reflecting the of joint-ventures increased from 1.3 to 3.3

massive program of corporatization and percent. 4 The share of small private construc-
privatization of enterprises started in 1992, tion businesses rose from 0.9 percent in 1992

the share of state enterprises in total new to 3.4 percent in 1993, but the share of other

fixed investment declined from 80 percent in private enterprises stagnated at 0.1 percent in

1991-92 to 59 percent in 1993 (annex table 1992 and in 1993.

Figure 2.3 Structure of New Fixed Capital Investment by Complexes, 1991-94
(percent of total)

50 1993*

45

1992
40

_ 1991
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Preliminary
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Government-Financed Investment Budget-Financed Investment
Since 1991 there has been considerable Budget-financed federal and subnational

decentralization of investment decisionmak- investment amounted to 26 percent of total

ing from the central government to enterpris- new fixed investment in 1992 (3.9 percent of
es and, within government, from the central GDP) and rose to 32 percent in 1993 (5.1 per-

to the regional and local governments. 5 But cent of GDP). The rapid decentralization of
despite these positive broad trends, the gov- decisionmaking and financial responsibilities
ernment as a whole (federal and subnational from Moscow to the subnational levels of
governments) still controls a large share of government is reflected in the decline in the

investment in commercial sectors. The esti- proportion of investment financed by central
mated share of investment financed by enter- and territorial budgets from nearly all of it to
prises from internal sources and external an almost even split in 1993.
commercial sources (banks and capital mar- Although intergovernmental expendi-
kets) is verv modest. Within government the ture assignment is still not clearly established

share of the federal government in invest- in some areas, subnational levels of govern-
ment, although declining, is still significantly ment have been responsible for most invest-
higher than that of subnational governments, ment that is public in nature since 1992 (table

and in many cases the economic efficiency of 2.3; for more detail see Le Houerou 1994). This
the investments is questionable. includes housing, public utilities, as well as

Government-financed investment includes the bulk of investments in health and educa-
both budget-financed and off-budget invest- tion. Federal budget investment, with a few
ment. Total investment finance controlled by exceptions (general administration, research,

the government (excluding government guar- Moscow subway, defense and military hous-
antees of medium-term foreign credits) ing, special social programs, universities, and
amounted to an estimated 10.2 percent of GDP a few hospitals), covers mainly capital trans-
in 1992 and 10.7 percent in 1993, or about 69 per- fers to enterprises in the commercial sector.

cent of total new fixed investment (annex table New fixed investment financed through
A3.10). Most government-financed investment the federal budget increased from 2.3 percent
went to the commercial sectors-66 percent in of GDP in 1992 to 2.7 percent in 1993. Al-
1992 and 58 percent in 1993. Government-fi- though a breakdown of federal budget capital
nanced investment in commercial sectors rep- transfers by sector is not available, the priori-
resented over two-thirds of total new fixed ties and structure of the federal budget capi-
investment in the material sphere. The federal tal outlays can be derived from 1993 and 1994
government's share in total government-fi- budget documents and data on centralized
nanced investment amounted to 75 percent in investment. The breakdown of centralized in-

1992 and 66 percent in 1993. vestment by complexes provides the best

Box 2.1 Local Government Investment Under Central Planning
Under central planning, the subnational levels of government had no diret responsibilities for investment, except
in housing construction. All requests from subnational governments and agencies were channeled to the line min-
istries, and Gosplan would put together the investment program. Responsibility for investment decisions and for-
maintenance and operation of facilities were in separate hands. Maintenance suffered since local governments
had little incentive to maintain capital whose replacement would be a cost only to the central government. Similarly,
there was little incentive to use local resources for public investment because any such effort would have simply
crowded out financing from the center.
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available proxy because federal budget capi- in itself says nothing about the economic and
tal outlays account for the bulk (77 percent in social returns, which depend on the efficiency

1992 and 95 percent in 1993) of centralized of project selection and implementation. The
investment. shortcomings of the budget process call into

Since 1991 the production sectors have question the efficiency of invested resources.

accounted for most centralized investment- Government-financed projects are not select-

72 percent in 1991-92 and 61 percent in 1993 ed on their quantified economic merits (one

(annex table A3.11). The agricultural complex reason is a lack of staff trained in project eval-
has been by far the largest recipient of cen- uation). Project completion delays, a persis-
tralized resources among the productive sec- tent problem in the USSR (annex 2), continue
tors, with 25 percent of the total, followed by to plague government-financed investment
the fuel and energy complex at 12 percent in in the Russian Federation.

1992 and 9 percent in 1993. The transport and Over 40 percent of consolidated budget
communication complex also received a 9 capital outlays are financed through subna-

percent share of total centralized investment tional government budgets. New fixed invest-

in 1993. Other large recipients include the de- ments financed through subnational budgets

fense industry, the chemical complex, and the increased from 1.5 percent of GDP in 1992 to
machinery building complex. 2.3 percent of GDP in 1993. Decentralization

Only a fraction of these centralized in- has resulted in large and increasing fiscal dis-

vestment programs could be considered pub- parities among the regions of the Russian Fed-

lic in nature. Most of them represent public eration. In subnational budgets, per capita
capital transfers to the commercial sector. Al- investment outlays are the most elastic expen-

though some of these programs are in com- diture items with respect to subnational tax
mercial activities in which the government revenues and therefore show the highest vari-
sector is also involved in many market econo- ability across the country. Intergovernmental

mies (examples are transport and commu- relations within the Federation in 1992 and

nication) and are likely to remain under gov- 1993 paid little attention to fiscal equalization

ernment control for some time, many state across regions, which could have reduced
investment programs should clearly be re- some of the variability (Le Houerou 1994).

moved from the public sector (metallurgy,

machinery, chemical, and agroindustry). In Off-Budget Channels of Government Financing
some cases the government's interest in these Budget data grossly underrepresent the

industries is guided by social concerns-for size of total government involvement in in-
instance, a reluctance to disrupt communities vestment financing. Off-budget channels of

that rely on a single employer. In these cases government-financed investment include na-
the government needs to implement an effi- tional extrabudgetary funds, regional and lo-
cient restructuring program for enterprises cal extrabudgetary funds, domestic directed
and to improve enterprise governance, else it investment credits, and government guaran-

risks wasting the capital transfers that go to tees of foreign export credits to finance im-
these enterprises.The relative decline of such ports of foreign equipment by Russian
transfers in 1993 is a positive trend. enterprises. Excluding the latter, extrabud-

Another positive trend is the relative in- getary investment financing amounted to an

crease of centralized investment in the social estimated 6.3 percent of GDP in 1992 and 5.6

complex. That share rose from 28 percent of percent of GDP in 1993 (annex table A3.10).6

total centralized investment in 1992 to 38.7 National and subnational extrabudgetary

percent in 1993, although an increasing share funds. In 1992 there were fourteen national ex-
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Table 2.3 Assignment of Expenditure Responsibilities in the Russian Federation
Expenditure Federal Oblasts Rayons Village Soviets
Defense 100 percent (except mili- Military Housing

tary housing)
Justice/Internal security 100 percent -

Foreign economic 1 00 percent
relations
Education - All university and re- - Several special - Wages, operation con- -

search institute expendi- vocational schools struction. and mainte-
tures nance of all primary and

secondary schools
- All technical and voca-
tional schools expendi-
tures

Culture and parks National museums Regional museums Local museums

National theater All recurrentexpenditures
of all sport and park facil-
ities and all other cultural
facilities

Health Medical research Tertiary hospitals, psychi- Secondary Hospitals Paramedics
institutes atric hospitals, veteran

hospitals, diagnostic cen- Primary health clinics
ters, and special service
hospitals (cardiology, etc.) Medicines

Roads Construction and mainte- Construction and mainte- Maintenance of rayon Maintenance of
nance of federal roads nance of oblast roads and city roads commercial roads

Public Transportation (Previously interjurisdic- Most Public transporta- Some transportation facil- -
tional highways, air, and tion facilities (assigned ities, including subway
rail) earlier to federal govern- systems

ment)
Fire protection Most fire protection ser- Voluntary, military, and -

vices enterprise services possi-
ble at this level

Libraries Special libraries (for ex- Special library Most local library -

ample, the Lenin library) services services
Police services National militia Road (traffic) police Local security police -

(since 1991)
Sanitation - - Part of garbage Part of garbage
(garbage collection) collection
Sewage - Infrastructure capital in- Most of the operational Some operational

vestment expenditures expenditures
Public utilities - Subsidies to Subsidies to -

(gas, electricity, and wa- enterprises enterprises
ter)
Housing Part of housing construc- Part of housing construc- Part of housing -

tion tion construction and
maintenance

Price subsidies Part of food and medicine - Fuels, mass transport; -

subsidies food (bread, milk); medi-
cines

Welfare compensation Part central government Part oblast government Managing programs -

responsibility responsibility funded by upper-level
governments

Environment National environmental Local environmental -

issues problems, (for example,
the preservation of for-
ests)

Public enterprises (pro- Federal investment pro- Subsidies to particular Various explicit and im-
ductive sector) grams, subsidized credits, sectors (agriculture) in- plicit subsidies and bene-

subsidies to particular vestments, grants, tax fits.
sectors (mining, agricul- benefits.
ture, tax benefits).

Source: World Bank Report No. 11302RU: Intergovernmental Fiscal Relations in the Russian Federation.
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Box 2.2 Investments Financed by the Subnational Level of Government in Yaroslavl
Although there are no official records of the sectoral distribution of the investment outlays financed through sub-
national budgets, an analysis of the fiscal flows in the yaroslavl Oblast provides some notion of the types of invest-
ment financed by the regional administrations. Yaroslavl budget outlays suggest that subnational governments are
now financing investments in agriculture as well as investments in most public goods and services. In 1992 four
areas accounted for 87 percent of total investment expenditures financed by the Yaroslavl budget: housing and
public utilities (46 percent of total), agriculture (15.8 percent), public health (13.5 percent), and education (11.6
percent).

Off-budget investment finance included construction and rehabilitation of regional roads (financed through the off-
budget territorial road fund) and investment through the "hard currency fund, which went almost exclusively (98.8
percent) to agriculture (potato planting equipment, cabbage planting equipment). The revenues of this fund consist
of regional export taxes; all its expenditures are investments. In 1992 such investments were equivalent to 20.6
percent of investment outlays included in the budget.

Source: Freinkman and Titov (1994).

trabudgetary funds in the Russian Federa- revenues, which shrank from 1.6 percent of
tion, and many more at regional and local lev- GDP in 1992 to 1.1 percent in the first half of
els. Data on subnational extrabudgetary 1994, come from taxes and users fees (taxes on
funds are not recorded by the federal govern- fuel, road use, new cars; excises and duties).

ment. The only information available for sub- Expenditures from the road funds (for both
national extrabudgetary funds comes from an maintenance and investment, since no break-

analysis conducted for Yaroslavl Oblast down is available) were 1.3 percent of GDP in
(Freinkman and Titov 1994). Data are avail- 1992-93 and 1.1 percent in the first half of

able on the national extrabudgetary funds, 1994, which is quite low considering the enor-
but are not always consistent (annex tables mous need for road maintenance and con-

A3.12A and A3.12B). Reported total revenue struction in Russia.
of national extrabudgetary funds amounted Using extrabudgetary funds to finance
to 19 percent of GDP in 1992 and to 15.2 per- road maintenance and construction has little
cent in 1993. Total expenditure decreased justification from an allocative efficiency
from 13.9 percent of GDP in 1992 to 13.3 per- standpoint. Why should road expenditures be
cent in 1993, leaving a consolidated surplus of limited to earmarked fund revenues if the

5 percent of GDP in 1992 and 2 percent in economic need for road maintenance and
1993. But a more detailed breakdown for 1992 construction justifies higher expenditures-
shows that the consolidated expenditure sur- and vice versa? Furthermore, there is no rea-
plus data include both centralized expendi- son to shield the use of these earmarked gov-

tures (directly allocated by the line ministries ernment resources from the scrutiny of the
among enterprises within the sector) and budget planning process, controls, and au-
"own use" (Le Houerou, Gold, and Katash, dits. The government has recently proposed
1994). consolidating the road funds within the bud-

With respect to investment policy, the rel- get. Any remaining earmarking of revenues
evant national extrabudgetary funds include should be limited to carefully designed road
the federal and territorial road funds and sev- users fees. Resources to finance additional
en industrial funds. The road funds finance expenditure needs should come from general
road construction and maintenance. Fund government revenues, and any excess reve-
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nues from the road users charges should ac- for investment purposes, these funds are like-
crue to the treasury for other uses. ly to foster uneconomic investment projects-

In an effort to stem investment declines in not unlike the depreciation funds under the
industry, seven national industrial extrabud- old Soviet planning regime (annex 2). This ar-
getary funds were created in 1992 by line rangement provides incentives for enterpris-
ministries: the Sectoral and Intrasectoral Sci- es to spend the earmarked resources even if
entific Fund, the Fuel and Energy Fund, the the profitability of the investment project is
Metallurgical Fund, the Raw Materials Fund, dubious. As for the centralized part of the
the Fund for Technological Development, the earmarked resources, there is no reason to
Conversion Fund, and the Industrial Invest- expect the branch ministries managing the
ment Fund. Fund revenues come from direct funds to be any better able than central plan-
taxes-usually a percentage of production ners to make efficient investment decisions.
costs. The tax rates vary from fund to fund And by forcing the reinvestment of resources
and are negotiated between the line minis- within a sector, these extrabudgetary funds
tries and the enterprises, sometimes on a case impede the flow of investment resources
by case basis. In 1992-93 the industrial funds across sectors that is needed for restructuring
collected resources amounting to about 5 per- the country's distorted production capacity.
cent of GDP and spent an amount equivalent Directed investment credits and government-
to about 3 percent of GDP. guaranteed foreign trade loans. Investment

The resources collected by the industrial credits and guaranteed foreign trade loans
funds are earmarked for investment. In fact, represent other off-budget channels for di-
enterprises can retain most of their contribu- rect government influence over investment.
tions to the extrabudgetary fund to finance Directed investment credits, which constitute
their own investment. The remainder is cen- only a small fraction of the huge and complex
tralized and used by the branch ministries for system of directed state credits (World Bank
investment projects of other enterprises with- 1993b), amounted to 1.1 percent of GDP in
in the industry. In 1992 enterprises retained 1992 and 0.4 percent in 1993 (annex table
4.7 percentage points of total revenues of 4.9 A3.10). Although modest as a share of GDP,

percent GDP7 and transferred only 0.2 per- these directed investment credits represent
centage points to the centralized funds. And the lion's share of the domestic long-term
whether for lack of investment projects or a credit to the economy (94 percent in 1992 and
lack of willingness to invest in an uncertain 89 percent in 1993).
environment, only half of these amounts There are two types of directed credits
seem to have actually been used for invest- that can be used for investment, directed in-
ment, with the balance held as deposits by vestment credits and directed conversion
enterprises (2.3 percentage points of the 4.7 credits. Directed investment credits are given
percent of GDP) and the extrabudgetary to industries in the material sphere. These
funds (0.1 percentage points of the 0.2 percent credits are allocated by the Ministry of Econ-
of GDP). omy and specialized commissions and dis-

These industrial extrabudgetary funds tributed by the Ministry of Finance from the
are an impediment to economic restructuring central bank. The credits were severely cut in
and to the development of a market economy. 1993 as part of the government's stabilization
They represent an additional government al- program. Directed conversion credits are
location mechanism rather than a step toward provided for the conversion of defense indus-
market-based decision making. By forcing tries to civilian uses (to be distinguished from
enterprises to set aside earmarked resources conversion subsidies, which are granted to
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subsidize wages in military enterprises). En- Notes
terprises apply for credits to finance their re- 1. The resource balance (RB) equals the difference be-

structuring plans, based on plans set by tween exports (E) and imports (M) of goods and nonfactor
services, which is by construction equal to the difference

enterprise management. The government has between domestic savings (S) and gross investment (D): RB

its own priorities for these credits; it investi- = S - I = E - M.

gates the market potential in each case and 2. All dollars are US dollars.

monitors use of the credits. Many of the
projects extend over three to five years. 3. The material sphere includes manufacturing, mining,

power, construction, agriculture, and other industrv, as
The government also influences invest- well as some public sector functions such as road construc-

ment through the allocation of government tion. The nonmaterial sphere includes housing, local pub-

guarantees for medium- and long-term exter- lic housing, local public utilities, health, education,
cultural activities research, and other services (for detail,

nal credits contracted by domestic enter- see annex 1).

prises to finance equipment imports. The
prises to finance equipment imports. The 4. Balance of payment data show that direct foreign in-

Ministry of Economy determines the distri- vestment remained far below its potential, at $700 million

bution of government guarantees and the in 1992 and $900 million in 1993.

feasibility of commercial projects using for- 5. Analysis of investment financing in Russia is severely

eign credits. For the production sector the hampered because data are scarce, fragmented. and some-

overall criterion for the distribution of foreign times conflicting.

credits is the ability of a project or borrowing 6. This estimate excludes government guarantees of medi-

enterprise to earn foreign exchange or suffi- um-term external credits and assumes that investment fi-

cient ruble income to repay its hard currency nanced through regional extrabudgetarv funds is
equivalent to 20 percent of investment financed through

debt. The sectoral priorities for the use of for- the subnational budgets. This percentage comes from the

eign credits are: oil and gas, food production, analysis of Yaroslavl's extrabudgetary investment spend-
- ~~~~~~~~~~~ing (see box 2.2).defense industry conversion, transportation

infrastructure, housing, and health care. No 7 In the terminology still used in Russia, this amount of
data ae vibe nh aretained revenues, although controlled bv the government

in the sense that the government forces the enterprises to
guarantees. spend these resources on investment, is included under

"own use," or decentralized investment.





Economic Policy and
Investment

Numerous factors continue to inhibit productive invest-
ment in the Russian Federation. Among them are nu-
merous legacies of the Soviet era that leave the Russian
economy ill-equipped to undertake efficient new invest-
ment. Examples include:

* The absence of a well-developed distribution sys-

* Price Distortions tem at the wholesale and retail levels.
* A poorly functioning payments system, which

* Uncertainty makes transactions difficult.
* Regulatory and administrative complexities that

* Inflation leave plenty of room for corruption and inhibit the
formation of new enterprises (Demelo and Ofer

* Legal, Regulatory, and 1994).
Security Framework * A lack of labor mobility because of administrative

restrictions and housing shortages.

* The Tax Regime * Underdeveloped information systems, which leaves
a gap in the economic and social data needed to con-
duct marketing and feasibility studies in a market
economy.

The way to deal with these shortcomings is through
improvements in public infrastructure (utilities, trans-
port and communication, economic and social statistics)
and, more generally, through structural reforms (public
finance, civil service, key social and productive sectors),
two types of actions that are closely connected.

Above all else, however, the government needs to
establish a stable and predictable economic and finan-
cial environment. Otherwise, none of its efforts are like-
ly to induce commercial investments by domestic or
foreign investors (there are no major formal restrictions
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to foreign direct investment in Russia). 1 As while maintaining them on others such as rail-
international experience shows clearly, the ways, natural gas, electric power generation,
most important thing that the government and production of precious metals and gems.

can do to boost the efficiency and level of Regional governments also controlled some
commercial investment is to focus on provid- prices. They kept the price of public services
ing an undistorted price structure reflecting extremely low and controlled the local prices
market forces and on reducing instability, in- of a number of private goods, usually basic
security, and uncertainty. foodstuffs. Although budget subsidies and tax

breaks to producers partly compensated for

Price Distortions these price controls, such interference may ex-
A prerequisite for ensuring efficient in- plain some of the sharp decline in investment

vestment allocation in the production sectors in the food industry. In 1993, under pressure
is to let prices represent the relative scarcity from interregional arbitrage activities and
of products and services as determined by budget constraints, progress was made toward
supply and demand. When relative prices are a reduction of these local controls.

distorted, financial costs do not reflect oppor-
tunity costs, and revenues do not reflect eco- Indirect Price Controls
nomic benefits. Under these conditions many As direct controls were lifted, indirect
investments will be inefficient and, if credit is price controls became more important. Ex-

cheap and easily available, these investments port quotas and taxation (that keep domestic
may even reduce GDP. Thus the first priority prices below the world level) and huge im-
is to eliminate price distortions as rapidly as port subsidies translated into very high price
possible by removing controls on prices and distortions (including an undervalued ex-
profit margins, artificially low interest rates, change rate). Limits on profit margins and
and barriers to trade and by establishing a state control over retail profits also exerted
neutral system of import tariffs and taxes. indirect control over prices. Price formation

remains idiosyncratic and often arbitrary.

Direct Price Controls Though less so than in 1992, many enterprises
Since the sweeping price liberalization of (public and private) still have special access to

January 2, 1992, when some 80 percent of government resources at all levels and of all
wholesale prices and 90 percent of consumer kinds. These range from explicit budget sub-
prices were freed, the Russian government has sidies to directed credits and special non-
gone a long way toward reducing price distor- transparent government procurement rules
tions, but considerable distortion remains. and multiple tax exemptions, in addition to
Relative prices for a variety of (fairly homoge- the implicit subsidy of fuel and energy prices,
neous) basic commodities are still far removed which are kept below world levels.

from the world price structure (see annex table
A3.13). The main cause of these distortions is Interest rates. Significant progress has been

artificially low energy prices (electricity, coal, made since mid-1993 toward market-deter-

gas, and oil). The impact of these energy subsi- mined interest rates and the more efficient al-
dies varies with the energy intensity of each location of central bank credit. Lending
product's production process. interest rates, which were negative in real

During 1993 federal authorities substan- terms until late 1993, turned sharply positive
tially shortened the list of directly controlled as the central bank abandoned its cheap cred-
prices, dropping domestic price controls on it policy for a tighter monetary stance and a
such important goods as oil, coal, and grain positive real refinance rate. In response both
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inflation and nominal interest rates started to duction and economic growth and help en-
decline in April-May 1994, but by the fall of sure the sustainability of the adjustment
1994 the tight monetary stance was relaxed effort. But, as the previous section pointed
and inflation moved up again toward double out, the expected supply response and the
digits. Toward the end of February 1994, the necessary investments to ensure such a re-
central bank also took steps to improve the ef- sponse have been weak at best so far. This
ficiency of its credit allocation. The central scenario is far from unusual. It has been ob-
bank established monthly credit auctions to served in many countries whose price struc-
allocate credit to commercial banks, as a par- tures were far less distorted than Russia's.
tial substitute for its abandoned directed Conventional investment theories do not ex-
credits. Following the trend in the real lend- plain this slow response except by the argu-
ing rates, real deposit rates turned highly ments that firms face rapidly increasing costs
positive in February-March 1994. As a result of adjustment or that investors' expectations
of this key change, the foreign exchange de- adapt very slowly to economic changes. A far
posits of residents declined in US dollar more convincing explanation takes into ac-
terms between March and June 1994, al- count the influence of uncertainty.
though capital flight appears to have contin-
ued during the same period, reflecting the Uncertainty
general uncertainty still prevailing in Russia. Reducing uncertainty is the single most

important step the government can take to
Trade taxes. On the trade front, decisive encourage investment, both domestic and
progress has been made recently to remove foreign, and get the economy moving. Capi-
the extensive export controls introduced in tal, once installed, cannot easily be rede-
1992. Export taxes and import subsidies were ployed to other uses (without incurring a
slashed in 1993, and exemptions and import substantial cost), particularly in economies
tariffs were partly rationalized. By 1994 export like Russia, where rental and secondary mar-
quotas applied only to energy products kets are not yet well developed. At the ex-
(crude, derivatives, gas hydrocarbons, elec- treme, when there is no alternative use for
tric energy), nonferrous products, cellulose, capital, investment is said to be irreversible.
and selected foods (wheat, sunflower and In reaching a decision about whether to in-
soybean seeds, alcohol, fish, and caviar) vest in an uncertain environment, investors
(Konovalov 1994). The removal of the remain- may chose to exercise the option of waiting
ing quotas and the full rationalization of im- for new information. The loss of this option,
port tariffs and taxes should remain a which must be considered part of the oppor-
government priority. tunity cost of an investment, is overlooked in

The huge cumulative depreciation in real conventional calculations of the net present
terms of the ruble against foreign currencies value of investments.
since 1990 should favor the development of The adverse impact of economic uncer-
traded goods (exports and import-competing tainty on commercial investment is far-reach-

products) over nontraded goods. 2 This ing. Uncertainty affects both the level of
change in economic incentives, which switch- investment and its responsiveness to changes
es spending to domestic goods and raises in the economic environment: macroeconom-
profitability in the tradables sector, is a key ic uncertainty not only hurts investment, but
ingredient of most adjustment packages. The also makes it less responsive to policy reforms
new incentives are expected to lead to a burst such as price liberalization. Uncertainty also
of investment in tradables that will boost pro- dwarfs some of the traditional determinants
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of investment, such as the cost of capital or tax will help bring down inflation while lessening
incentives. Under economic uncertainty, do- price distortions, both effects providing a

mestic investors are usually better-off invest- boost to investor confidence. And if accompa-
ing their resources abroad. And if domestic nied by privatization and the elimination of
agents do not feel secure about investing at price controls, the elimination of subsidies
home, foreign investors-who in addition to may have a positive impact on production.
investment resources bring such key intangi- Cross-country evidence suggests that

bles as know-how and access to foreign mar- high and variable inflation is a strong indica-
kets-are not likely to invest in the economy tor of economic instability and is associated
no matter what special incentives they are of- with lower rates of capital formation. Inflation
fered. Economic stability is the single most affects investment in several ways. The most

important condition for the development of obvious is that high and volatile inflation is
efficient capital markets and long-term bank associated with greater volatility in the mar-
financing. Under high uncertainty, the risks ginal profitability of capital and with volatility

of misallocation of resources and therefore in relative prices. It is also an indication that
losses are simply too high. the government is unable to control the econ-

In Russia, the level of uncertaintv is ex- omy. Investors view government policies as
tremely high. In addition to continued price unsustainable and hence risky, leading them
distortions, there is high and unpredictable to defer investing domestically. In addition,

inflation (the greatest deterrent to investment inflation is often a strong incentive to the
in many countries) and a tax system and legal "dollarization" of the economy and capital

and regulatory framework that are largely flight.
unsettled and ineffective. Despite the encour- In a recent study of investment in high-

aging but short-lived decline of the monthly inflation countries (in Latin America and Isra-

inflation rate to below 10 percent in the spring el), Pindyck and Solimano (1993) confirmed
and summer of 1994 and the enormous that inflation, and to a lesser extent variability
progress over the past few years in establish- in relative prices, is what matters most for in-

ing, from scratch, a market-oriented tax and vestment (see box 3.1). They also found that
legal framework, much remains to be done. the negative relationship between the aver-
The decisive pursuit of these efforts is the age rate of inflation and the average ratio of
most effective way in which the government investment to GDP is particularly strong
can foster commercial investment in the near when annual inflation is over 50 percent. In-

future. flation in Russia has been running at rates
ranging between 10 and 20 percent a month

Inflation during most of the past three years.
Stabilizing inflation is a precondition for The paradigm of adjustment with growth

the resumption of investment in an economy involves an apparent circularity: for adjust-
in the grips of high price instability. For mac- ment policies to stimulate growth requires a

roeconomic policy, the irreversibility of in- robust response by investments, particularly
vestment reinforces the orthodox message by the commercial (private) sector, which is
that the first priority is to establish financial expected to play a key role in market-oriented

normalcy through fiscal and monetary disci- reforms. However, for that investment re-
pline and a stable exchange rate. To achieve sponse to materialize, and particularly for the
fiscal discipline the government needs to im- private sector to commit to irreversible in-

prove tax collection and to slash subsidies to vestment decisions, investors need to believe
the production sectors. Reducing subsidies that adjustment is sustainable. Policy mea-
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Box 3.1 Inflation, Investment, and Capital Flight in Argentina
Argentine provides almost a textbook case study of how protracted financial instability acts as a powerful deterrent

to private investment. The preference for taking resources abroad rather than investing them at home was at work

before the debt crises and, to a large extent, was responsible for the absence of recovery afterwards. Anyone who

had invested in nominal assets in Argentina in the mid-1 980s would have received returns in real terms today of

less than five cents on the dollar. Even if people save, nobody can expect them to invest their savings in a financial

system that systematically impoverishes them. In this environment of protracted financial instability, it is no suprise

that capital flight was endemic.

Source: Serven and Solimano (1993).

sures whose permanence is regarded with that looks profitable under current and ex-

skepticism are likely to be self-defeating and pected future conditions. Developing coun-

may delay the benefits of the reforms. tries are littered with resource-draining white

Let this point be absolutely clear: unless elephant investment projects built (usually

investors view the adjustment program as in- with public support) before their time or in

ternally consistent and are convinced that the response to the wrong price signals or

government will carry it out despite the im- assumptions.

plied social costs, the possibility of reversal

will dampen or obliterate any investment re- Legal, Regulatory, and Security Framework
sponse. The social and economic costs of sta- Legal and regulatory insecurity adds to

bilization will be even higher if the the already high state of uncertainty in Russia

government's credibility is low, because the that discourages private investment. Because

investment response will be too low to offset government authorities tend to have broad

the deflationary bias of demand restraint. discretionary powers and to use them fre-
Thus a deep recession may develop before in- quently, laws and regulations are often ad-

vestors are persuaded that the government ministered on an ad hoc basis that is not

will maintain the adjustment measures. Good conducive to transparent and arms-length
governance is the critical ingredient that pro- business transactions. Again, the danger is of

tects a country from falling into the trap of a severe misallocation of resources and pun-
successful stabilization without the payoff of ishingly high transaction costs, including

a recovery of investment. Backsliding and those of rent seeking and corruption, that

policy reversals are the most damaging be- stall the development of markets, encourage
cause they increase expectations of further movements to the informal sector, and fur-
reversals. The only way to raise positive ex- ther undermine the rule of law.
pectations and support investors' commit- For countries shifting from a command
ment is through unwavering pursuit of economy to a market economy, the task of set-

reforms bv the government. ting up a legal and institutional framework
The irreversibility paradigm also has appropriate to a market economy is daunting.

clear-cut implications for investment project That shift requires transforming a high-cost

appraisal. When world prices and domestic and socially wasteful institutional arrange-
policies are uncertain, traditional methods of ment to a low-cost setting with a transparent
project appraisal have to be augmented by set of policies that limit discretionary applica-

considerations of investment irreversibility. 3 tion of rules and can sustain a market econo-
When uncertainty is high, waiting may be a my. A well-designed and smoothly func-
wiser course of action than building a plant tioning legal framework is key to reducing
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uncertainty and fostering efficiency in invest- pacity needed to give them effect. There is no
ment. That includes the establishment of registry system for real estate or other perso-

clear and enforceable property rights and nal property for resolving vital legal questions

contractual relations and of competition laws such as proof of title and of other rights to

and bankruptcy procedures that foster the or- property, although the government recently

derly reallocation of the factors of production initiated efforts to register real property (land).

used in failing enterprises. Enormous regula-
tory work in these areas has been accom- Contracts and Other Commercial Relations
plished in Russia since 1992. However, the Since there was no recognition of private

institutions that are now expected to support ownership under the Soviet system, that

and enforce these new laws have little practi- means that there are major gaps in the cover-

cal experience with commercial disputes and age of commercial practices. The new civil

are seriously inadequate to the task. There- code that was adopted in December 1994 ad-
fore, although more work needs to be done to dresses these issues; it also rationalizes the

complete, clarify, and consolidate the current multiplicity of laws and provides the legal

regulatory framework, attention now needs profession with a legal framework for com-
to shift to the development of the institutions mercial law. A complement to the civil code is

that administer and enforce the laws and re- currently being drafted to address more spe-
solve disputes. cific transactions including leasing and bank-

ing transactions.

Property Rights
Property rights and private ownership are Bankruptcy procedures. Under central planing

the essential foundations of a market econo- the state was ultimately both commercial

my.4 Russia had no statutory recognition of debtor and creditor, so the inherent conflicts
private ownership rights until the December of interest that drive bankruptcy proceedings
1990 Law on Property. A set of principles that never arose. Compulsory settlements and
would enshrine private ownership as a basic similar proceedings were relied on to keep
right of Russian citizens in the new constitu- ailing firms alive and to preserve employ-

tion was also adopted in December 1993. Al- ment. Russia passed its first bankruptcy (in-

though recognition of these new rights is solvency) law in March 1993.5 The law
vitally important, the move from recognition provides ailing firms with an orderly means

to implementation and enforcement has been of exit or mandatory and supervised reorga-
stalled by the absence of the institutional ca- nization. It specifies the rules for dividing up

Box 3.2 The Federal Agency for Bankruptcy
The Federal Bankruptcy Agency was created in September 1993 under the Stae Committee for the Management
of State Property to spearhead bankruptcy proceedings. (A decree of February 1994 mandated the creation of
local branches of the agency and spelled out their functions.) The agency has been given a broad mandate and
what appear to be conflicting responsibilities. In addition to assuming responsibility for implementing the bankrupt-
cy process as spelled out in various decrees, the agency also has a number of other functions. It is to establsh
the criteria for declaring an enterprise insolvent, and it represents the state's interest when judging a bankruptcy
case involving state enterprises and other enterprises and entities in which the state retains a share. As well as
initiating bankruptcy proceedings. the agency has a number of other options including privatization of insolvent
enterprises and managing the reorganization of the enterprise (with government financial support), provided the
Arbitration Court allows it. It is also charged with executing policies aimed at preventing the bankruptcy of enter-
prises and providing assistance to enterprises on the brink of bankruptcy.
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assets among claimants and promotes the than establishing regulatory rules for large
flow of credit by protecting creditors' claims. state monopolies, ensuring competition will

The law should help discipline state-owned not be easy. Import penetration in most sec-

enterprises as well as private firms. Today, tors is still low, and policy interventions and

many otherwise viable companies are in fi- regulation will still be required even in trad-

nancial difficulty because of business deal- able sectors. One indication of the difficulty is

ings with insolvent companies and no way of the growing support for the creation of large
recovering their debt. But the disciplinary ef- industrial structures and for protection from

fect of the bankruptcy law will not be felt until foreign competition.
both creditors and the government clearly
decide to allow nonviable enterprises-pub- Judicial Institutions
lic and private-to go bankrupt and be liqui- While these and other laws are necessary
dated. So far, only a few firms have been to provide a general framework, they will be
brought before the Arbitration Courts by adequately enforced only after Russia builds
creditors. For the most part, creditors remain up the capacity of its judicial institutions. The

skeptical of the reliability of the court system weakness of these institutions is a more seri-
(courts are seen as biased) and reluctant to ous problem today than the lack of commer-

initiate proceedings because of a desire to cial jurisprudence. Recent important pro-
maintain good relations with (other) enter- cedural reforms (for example, the introduc-

prises. After a slow start, the government has tion of jury trials in criminal cases) have oc-
begun to take decisive action to enforce the curred in the administration of justice in
bankruptcy law. In early December 1994, the Russia, but there have been no substantive

Federal Agency for Bankruptcy (see box 3.2) changes in structure or procedures for the
formally declared 1,100 enterprises insolvent, settlement of commercial disputes. Russian

and another 900 enterprises were expected to courts have traditionally concentrated on
be added to the list shortly. The agency is cur- criminal and noncommercial civil cases, so

rently redrafting the bankruptcy law to im- few judges and lawyers are familiar with
prove its clarity and to make it more commercial practices and fewer still have
operational. been trained in commercial matters. Arbitra-

tion courts are burdened by a backlog of cases
An1timonopoly policies. A bill has recently been and are often seen as biased. Firms fear that
drawn up to regulate natural and state mo- recourse to arbitration will create a backlash
nopolies. Now, as experience elsewhere has and damage relationships for very little fi-
shown, efficient regulation will depend on nancial benefit since inflation severely erodes
the technical abilities of regulators to estab- the value of court settlements by the time they

lish the right structure of incentives, one that are reached. Fair and expedient mechanisms
drives producers to apply cost-minimizing for dispute resolution need to be established

production techniques and practices within a as rapidly as possible.

growth-oriented strategy. In Russia, regula-
tion of public utilities is particularly impor- The Tax Regime
tant to the restructuring of the many state A stable and clearly defined tax regime is
enterprises that are likely to remain in the important for investment decisions, since
public sector indefinitely. For "natural" mo- current and expected future taxation of the
nopolists producing tradable goods, the reg- income generated by an investment project

ulatorv solution lies in stimulating foreign affect expected returns.Too much uncertainty
competition. Though technically less difficult about future tax rates discourages investment
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commitments. In Russia much of the uncer- solved by changing the structure of the tax
tainty about taxes (some of it an unavoidable system. Not all taxes slow growth and invest-
by-product of the transition to a market- ment. Consumption taxes, for example, do
based economy) could be reduced by consol- not distort relative prices over time (the price
idating and streamlining the tax regime that of consumption today versus the price tomor-
has emerged from the past three years of row) and so leave the incentive to accumulate
reform. capital unaffected.

Russia has made enormous progress in
establishing a tax system compatible with a Tax Structure
market-based, decentralized economy. The The tax regime in Russia is still unsettled,
foundations of the current tax system were complex, and fragmented, confusing even to
laid in December 1991 with the enactment of the tax authorities.7 In addition to a prolifera-
the law on "Basic Principles of Taxation."The tion of new taxes since 1991 at all levels of
law on "basic principles" established a "uni- government (both on and off-budget), there
fied" tax structure, general taxation rules, have been frequent changes in the base, rates,
penalties, and tax administration power. and method of collection of taxes and multi-
Also, together with a series of laws on parti- ple ad hoc exemptions. Tax sharing arrange-
cular taxes, it introduced many new taxes and ments between levels of government have
fees, including the value-added tax (VAT), the also changed frequently since early 1992. Tax
personal individual income tax (PIT), excise administration is weak, reducing the collec-
taxes on selected commodities, property tax- tion rate. For enterprises and other economic
es, and many minor taxes and levies. Further- agents, this situation represents both a costly
more, the law assigned the revenue from each administrative burden and an opportunity for
tax to the budget of the various levels of gov- tax evasion and avoidance. For the tax author-
emnment, thereby creating a new system of in- ities, the lack of transparency means greater
tergovernmental fiscal relations. Since then, discretionary powers and a lack of account-
several other taxes have been introduced and ability. Numerous "nuisance taxes" (taxes
the "basic law" has been repeatedly amend- that yield less than they cost to collect), espe-

ed.6 Much remains to be done, however, since cially at the subnational level, are a severe
the resulting tax regime still discourages drain on the limited institutional capacity of
commercial investment. the tax administration. Altogether, the system

Taxes affect the rate of growth through a generates considerable uncertainty, which is
simple, direct channel: they reduce the pri- inimical to investment.
vate returns to accumulation. Thus Easterly The tax structure also favors consumption
and Rebelo (1993) find that tax pressure and over investment by taxing production far
commercial investment are negatively corre- more than consumption and by allowing ex-
lated. In Russia, overall tax pressure (exclud- emptions to proliferate and create economic
ing social contributions and extrabudgetary distortions. The revenue performance of the
funds), declined from over 30 percent of GDP tax regime deteriorated alarmingly in 1993-94
in 1992 to less than 20 percent of GDP by mid- because of a combination of factors including
1994. Unless accompanied by drastic cuts in specific tax cuts, the accumulation of tax and
expenditures, a further decline in tax reve- interenterprise arrears, and the failure to cap-
nues would hurt financial stabilization and ture the growing private sector in the tax net.
thus would be harmful to investment. How- All these negative effects compound each
ever, the apparent conflict between macro other: the multiplication of exemptions in-
stability and lower tax pressure can be partly creases the tax burden on the remaining tax-
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able activities, strengthening incentives to that has prevailed, fixed assets were revalued
evade or avoid taxes by seeking yet more ex- only in mid-1992. As a result, inflation quickly
emptions, further lowering the revenue yield eroded the real value of deductions based on
of the tax system and increasing distortions, depreciation allowances. Total depreciation
and on and on in a vicious circle. allowances in the economy declined from 23

percent of gross fixed investments in 1992 to a
Tax Incentives low 6.8 percent in 1993. The government

As do many other countries, Russia has launched a second round of fixed asset reval-
numerous tax exemptions designed to en- uations in January 1994, which improved the
courage investment, particularly foreign di- situation. But because the size and timing of
rect investment, such as exemptions from the these discrete revaluation rounds are discre-
profit tax, from domestic indirect taxes, and tionary, their unpredictability undermines
from duties on imported inputs. Yet experi- investment planning in a high-inflation envi-
ence worldwide shows clearly that special ronment. Automatic and regular revaluation
incentives have very little impact on invest- of fixed assets and inventories based on a pre-
ment, especially in an uncertain environment announced indicator of inflation, such as the
(Mintz 1989; Shah and Slemrod 1990). When consumer price index, would allow firms to
special tax incentives are granted to compen- plan more rationally.
sate for fundamental economic shortcom-
ings, as they often are, they create distortions Tax Reform
and are costly to the government in terms of The government recently announced that
forgone revenue (since reluctant investors of- it would consolidate the successive layers of
ten remain reluctant, while investors that tax regulations adopted since 1991 into a sin-
would have invested anyway benefit from the gle tax code. A single code would be a major
tax incentives). step toward greater transparency in the tax

Instead of granting special tax conces- regime, by facilitating the access of economic
sions to encourage investment, the govern- agents to tax regulations. The government
ment should focus on improving the common should take advantage of this consolidating
tax regime for all businesses. Consider the ex- process to reform the tax regime with a view
ample of depreciation allowances, a key vari- to ensuring the simplicity, transparency, fiscal
able in investment decisions. The rules balance, and economic efficiency. These ob-
governing depreciation allowances for fixed jectives are mutually supportive, favor com-
investment were introduced in 1990. Since pliance, and facilitate tax administration.
then, despite the high inflation environment Important steps would include:

Box 3.3 Tax Concessions to Foreign Investors and Tax-Sparing Agreements
Most OECD countries permit domestically based firms to credit any foreign income taxes paid against domestic
income taxes assessed on their income from foreign sources. However, this allowance simply eliminates double
taxation; it does not prevent the home country from taxing the income that is exempt from tax in the host country.
If the tax rate is at least as high in the home as in the host country, tax holidays will have no effect on a firm's tax
liability and will instead merely transfer revenue from the host to the home country. For this reason, some countries
have "tax-sparing" agreements, whereby the investor's home country gives credit for taxes that would have been
paid in the host country if no tax exemption had been given. Such agreements are negotiated on a bilateral basis
and are obviously of key importance in determining the usefulness of tax holidays to investors and to the host
country.

Source: Antoine (1980).
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Reducing the number of taxes. As a general rates of existing sales and excises taxes
rule, taxes should be imposed only if should be redefined.
they will raise substantial revenues, tak- * Increasing taxation of natural resources, pri-
ing collection and assessment costs into manily oil and gas. Realizing this potentially
account. Compliance will be weak if col- large source of tax revenues requires first
lection costs are high and enforcement is liberalizing domestic energy prices and
difficult. Eliminating national and sub- removing the export quotas (see above).
national industrial extrabudgetary funds
and nuisance taxes would go a long way Notes
toward reducing the administrative bur- 1. There are no restrictions on the transfer of income from

den on government and enterprises. The investment by nonresidents and that income may be freely
converted to foreign exchange. Foreign investment

excess wage tax and the inventory tax through joint ventures or outright ownership is not re-

should also be eliminated because they stricted, with the exception of banking and natural re-
source exploration, which require special licenses or land

distort incentives. (The excess wage tax ownership, which is prohibited.

penalizes firms for seeking to hire highlv
skilled employees and to promote 2. With respect to the exchange rate, it is wortl noting that the

reduction of price distortions (in particular the massive import
productivity improvements through subsidies and the change in interest rate policy) helped correct

wage increases, while the inventory tax the overdepreciation that took place in 1992 and early 1993
and reduce the wide gap behveen the markel exchange rate

penalizes businesses that require large and the purchasing power parity (PPP) exchange rate.

inventories.)
3. McDonald and Siegel (1986) demonstrated that the

R n e o emoderate amounts of uncertainty found with many large
ownership, product, or enterprise. Exemp- industrial projects could more than double the required

tions, in international trade taxes as well rate of return for investments.

as in domestic taxes, are both distortion- 4. For a detailed discussion of the problems created by

ary and costly to the treasury. If the gov- poorly defined property rights leading to inefficient under-

ernment wishes to support a particular investment, see Shleifer (1995).

sector or enterprise, targeted conditional 5. Since enactment of the law, the government has issued

subsidies are a more transparent and effi- a number of decrees aimed at moving forward the process
of bankruptcv. A May 1993 decree requires various minis-

cient means than exemptions. tries and departments to draw up lists of enterprises that

* Redefining the profit tax base. Taxable prof- should be reorganized or liquidated and of those that war-

its ought to adequately reflect the actual rant continued state financial support. They are also re-
quired to develop programs to alleviate the unem-

economic profit of enterprises. The ac- ployment that will result from the liquidation and closure

counting rules governing production of these enterprises. Another decree addressed ways to al-
leviate the labor and social frictions caused by bankruptcy.

costs should be redefined with a view to
indexing depreciation allowances and in- 6. By mid-1994, the tax system consisted of the value add-

ventories on inflation. In parallel, tax hol- ed tax (VAT) at 20 percent on most products, the 32 percent
profit tax, a 2 percent corporate property tax, several pay-

idays for new enterprises, and tax breaks roll taxes totaling 38 percent, a personal income tax with

for investments, should be eliminated. marginal tax rates from 12 to 30 percent, and several excise
taxes and taxes on natural resources. In addition, there are

* Increasing and ratonalizing consumpton tariffs and taxes on imports and exports, about twenty mi-

taxes. The VAT should be shifted to the in- nor local taxes, numerous contributions to extrabudgetary

voice method of accrual accounting, and funds, and an excess wage tax (equal to the profit tax) on
any portion of the average wage bill greater than six times

basic foodstuff should be the only goods the minimum wage. In January 1994, a new 3 percent

subject to the lower VAT rate. To comple- markup on the VAT was introduced to support priority
sectors of the economy.ment these changes, import tariffs should

be rationalized with a view to reducing 7. The recent confusion surrounding the application of the

effective protection, and both the list and VAT to foreign loans for investment purposes illustrates the
kind of problems generated by the current tax regulations.



Scope and Management
of Government-Financed
Investment

In addition to establishing an environment conducive to
commercial investment, the government needs to over-
haul its own investment financing policy to avoid waste-
ful and inefficient investments. Numerous uncompleted
public investment projects are scattered throughout

. Redefining the Scope and nearly all sectors of the economy (public and commer-
cial). They are plagued by growing completion delavs

Content of Government-IConantedIntofvernment- brought about in part by the government's financial dis-
tress.These undirected and often inefficient projects are
draining public funds and crowding out new investment

and Financing of Public projects in both public and private sectors.1 The first ob-

Investment jective of the government in this area should therefore
be to screen projects inherited from the central planning
era, starting with the largest ones. Guiding the process
should be a clear definition of what constitutes a legiti-
mate candidate for government financing. New rules

and instruments for public investment management

and financing are also needed.

Redefining the Scope and Content of
Government-Financed Investment

A basic principle for government-financed invest-
ment is that the government should not directly finance
commercial investments. The efficient allocation of in-
vestments requires a market-guided approach to invest-
ment decision-making by all commercial enterprises.
The form of enterprise ownership-state or private-is
immaterial: the commercial nature of the activities de-
fines the nature of the investment. This raises two main
questions: what type of investment should the govern-
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ment focus on, and in the absence of a well directly observable in housing and urban in-
developed capital market, who will finance frastructure, education, and health, where
commercial investment? public investment is also positively correlated

with private investment. In several sectors
A Focus on Social Overhead Capital public investment is negatively correlated
Besides providing a good economic environ- with growth or private investment: in agricul-
ment, the government can foster commercial ture, it is negatively correlated with both, and
investment by focusing public investment ac- in industry and mining it is negatively corre-
tivity on removing infrastructural constraints lated with private investment.
to the production sectors. The relation be- For Russia, substantial complementarity
tween public and private investment depends can be expected between public sector capital
crucially on the composition and quality of formation and private sector development
public investment. Although increased pub- under present economic conditions.The main
lic investment can be associated with in- challenge for public investment is finding
creased productivity of private investment, it ways to efficiently provide key public goods
is also the case that increased public invest- and semipublic goods. Investments in such
ment can crowd out private investment as ris- pure public goods as the court system and tax
ing government borrowing (depending on administration are likely to have high returns
how it is financed) leads to higher interest for the economy. Similarly, a substantial level
rates or higher inflation. In practice, public of government expenditure is indispensable
investment in infrastructure-widely defined for the functioning of infrastructure and utili-
to include human capital-as well as public ties (roads, ports, electricity, water supply,
spending on the maintenance of infrastruc- sewerage) and for the maintenance of the
ture and on human capital formation is likely quality of health and education-goods and
to"crowd-in" private investment, while other services that would not otherwise be ade-
types of public investment tend to have the quately provided by free markets and without
opposite effect. which the private sector cannot develop. One

This general rule is supported by the em- of the principal constraints on growth in Rus-
pirical results of cross-country analyses of sia has been the deterioration of infrastruc-
public investment, which show that the im- ture and the backlog of unmet demand that
pact of public investment on growth and on are a consequence of underinvestment and
private investment varies widely across sec- the emergence of new capacity requirements.
tors (Easterly and Rebelo 1993). These analy- With respect to the government's other pri-
ses suggest that public investment in general mary investment role of fostering an environ-
government services, transport and commu- ment conducive to commercial investment,
nication, housing and urban infrastructure, appropriate activities range from ensuring
and health and education are positively cor- macroeconomics stability to establishing an
related with growth. Public investment in efficient tax system, improving security for
transport and communication, which is ro- persons and property, reducing corruption,
bustly correlated with growth, is uncorrelated facilitating access of domestic enterprises to
with private investment, however. This find- foreign credits (see next section), and improv-
ing suggests that such investment boosts ing the quantity and quality of economic
growth by increasing the social return to studies and statistics available to economic
private investment but not by increasing pri- agents.
vate investment. The complementarity be- A key condition for ensuring the efficien-
tween public and private investment is more cy of government-financed investment is to
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link public investment to sectoral reforms reasons. First, is the incentive problem of fis-
with a view to providing a credible frame- cal subsidies, the possibility that firms do not
work for reducing the fiscal deficit, dampen- restructure sufficiently because of the subsi-
ing inflation, and spurring efficiency in the dies, which may create a counterproductive
delivery of public services. Appropriately moral hazard and undermine the process of
structured and sequenced sectoral reform, "creative destruction." Second is the financ-
including measures to target subsidies for ing problem that emerges when there are not
public services in a more transparent and enough resources to guarantee the survival of
economic manner, could provide much of the all viable enterprises, and so decisions have
fiscal restructuring needed to stabilize the to be made about which enterprises to save.
economy, while promoting a market-directed Third, that situation gives rise to a selection
sectoral transformation that will enable the problem, since there are no criteria that can
economy to increase production in economi- ensure that nonviable enterprises are not
cally efficient activities. Such sectoral re- wrongly selected.
forms, together with government financing of One way to navigate between the threat of
sector-specific social overhead capital, can industrial destruction and social unrest on
also help to foster private investment by im- one side and adverse selection and a waste of
proving the investment climate. For example, resources on obsolete industrial structures on
the government could encourage private in- the other side is through a firm commitment
vestment in agriculture by actively pursuing to phase out subsidies over a specified period,
privatization, eliminating monopolies, de- say, three to five years. In addition to the lim-
creasing subsidies, and financing or cofinanc- ited and steadily declining resources available
ing the investments needed to develop for emergency financing, a number of condi-
wholesale and consumer markets, market in- tions and institutional arrangements could be
formation, land registration, rural roads, agri- used to lower the risk of misallocating govern-
cultural education, research and extension ment resources. For example, subsidies could
activities, and other critical infrastructure. be given only to enterprises that have de-

Some special investment issues arise dur- signed a restructuring plan acceptable to their
ing the transition. Government investments major creditors. Also, government financing
in public and semipublic goods need to be should constitute only a modest share of the
distinguished from emergency finance for financing needed to implement the restruc-
problem enterprises. Emergency finance turing plan-the bulk of financing should
through subsidized directed credit alloca- come from commercial creditors, especially
tions may be justified by the social and politi- banks. If restructuring fails (or fails to take
cal cost of closing down industries that place), the government should liquidate the
account for a large share of local employment enterprise. Because the program will need to
and social services. Also, without emergency be very closely coordinated with privatization,
finance, the extraordinary shocks to which the Committee for the Management of State
firms are exposed during transition might Property (GKI) is the obvious institution to
bankrupt even firms that could be viable over manage the program.
the long run. But these considerations must
be weighed against the social opportunity Commercial Finance for
cost of providing resources to allow restruc- Commercial Investments
turing. It is difficult to ensure that support for Some people have argued that the lack of
failing industries in fact constitutes a socially private long-term financing during the transi-
optimal use of public funds, for at least three tion represents a market failure, to be correct-
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ed by government-financed investment in source of external financing, primarily in the
commercial activities. While it is true that ca- form of short-term credit.
pital markets are underdeveloped in Russia Much of the activity of investment bank-

(a low volume of security transactions, virtu- ing firms in OECD countries involves arrang-
ally no commercial long-term credit, few ing for and evaluating interfirm investment
kinds of financial instruments, unsophisticat- relations such as buyouts, mergers, joint-ven-
ed financial intermediation), the lack of pri- tures, and investments by one enterprise in

vate long-term financing is a consequence of another. Such activities serve as mechanisms
government failure rather than market fail- for evaluating business activities and penaliz-

ure. With the uncertainty that pervades the ing failures even in the absence of formal
economy today, commercial banks would be market structures such as stock markets. This
irresponsible to engage in large-scale long- implicit capital market should be encouraged

term financing.The risk of financial disaster is by a legal structure that defines such activities
even greater for the administrative allocation clearly and enforces contracts. Simply speak-
of investment financing. The government can ing, the market rewards an entrepreneur for a

better serve the goal of promoting capital successful investment through the offer of
formation in the commercial sector and the another enterprise to buy his enterprise (or
development of efficient financial intermedi- part of it) at a price that exceeds the original
ation by establishing a favorable economic capital investment, in present value terms.
and financial environment. The prerequisite for developing the implicit

The government is progressing rapidly in capital market is the unrestricted use of en-
improving the financial foundations for com- terprise surpluses. The decision by commer-

mercial finance. Besides the general legal cial enterprises to make interfirm, intrafirm,
framework mentioned above, this involves or entrepreneurial investment will provide
defining leasing arrangements, collateral, the incentive to develop expertise in project
prudential rules, and monitoring arrange- evaluation.
ments governing the use of savings collected Encouraging such activities in Russia re-

by bari%s and insurance companies, the secu- quires that commercial enterprises be al-
rities market, and other intermediaries. Al- lowed full control over their (redefined) after-

though developing financial regulations to tax surpluses (again, a reminder in this con-
facilitate external financing of commercial in- text that the government should adopt clear
vtstfnent is important, even more important and predictable depreciation rules). In parti-

in Russia today is developing the financial cular, enterprises should be allowed to invest

and legal structures to enable enterprises to (or not) in whatever activities they choose,

use their internal resources (business profits, from purchasing other enterprises to starting
depreciation charges) as they see fit. Even in new enterprises, without the constraints im-

market economies with sophisticated capital posed by the industrial extrabudgetary funds.

markets, the bulk of the resources invested by Those funds should simply be eliminated.

the business sector comes from internal The absence of long-term lending in Rus-

sources (Mayer 1989)-in the United States sia is not symptomatic of a capital market fail-
that share is almost 70 percent. Securities ure; to the contrary, it is an inherent
markets provide an efficient means for trans- characteristic of optimal relations between

ferring ownership claims in established investor and borrower. As a general rule,
corporations and for ensuring good manage- long-term lending should be conditional on
ment, but they represent only a minor source having a high degree of control over corpo-

of investment financing. Banks are the main rate activities. Where withdrawal of funds is
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the best response to financial failure, the form financed investment on public goods and ser-
of control desired by investors is the ability to vices, what is urgently required to ensure the

withdraw finance at short notice. This is espe- efficiency of public investment is streamlin-

cially true in an uncertain environment. Insti- ing the budget system, involving the private

tutions that attempt to limit their control by sector in the management of public services,

offering long-term finance may be courting fi- and developing appropriate financing chan-

nancial failure. nels and instruments.

Economic growth is not achieved through

the successful financing of projects but Reform of Capital Budgeting
through the financing of successful, efficient The framework of government finance in-

companies. Economists think in terms of herited (and little changed) from the central

projects; bankers rarely do. Control theory planning era impedes efficient public invest-

reconciles these conflicting views. According ment. There is no clearly documented public

to control models of corporate finance, exter- investment program broken down by sector,

nal finance is limited by the value of assets government agency, and source of financing.

under investor control. Where the tangible Also, definitions, classifications, program-

value of assets is high, this limitation is not re- ming, rules for selection and implementation,

strictive and project finance is feasible. For and accountabilities are inadequate or ab-

this class of investment, leasing is particularly sent. Two other factors compound the prob-

well adapted to the conditions prevailing in lem: the budget represents only a fraction of

Russia because it can both provide long-term government-financed investment, and actual

financing to enterprises without internal capital outlays may bear little resemblance to

funds (such as new private ventures) and sat- planned outlays because of expenditure se-

isfy the logic of control theory because it gives questering and the state of flux in intergov-

the lender-lessor control over financial failure ernmental fiscal relations.

of the enterprises (by repossessing the leased Reform of capital budgeting is an impor-

equipment). However, when realization of tant part of overall reform of the budgetary

the value of assets is small or uncertain- process in Russia. 3 Several principles should

which it is most of the time-finance that is guide this reform:

tied to projects will be very inhibitive. Ade-
quate funding will then depend on intangible * At each level of government the capital
valuations associated with corporate organi- budget should include all government-fi-

zation and management.2 nanced investment. The remaining public
extrabudgetary funds (the social funds

Reforming the Management and Financing and road funds) and any investments fi-
of Public Investment nanced through government-guaranteed

Decisions on public investment are being external loans should be brought into the

made at all levels of government with little or budget and subject to the same scrutiny

no regard for the effects on economic and so- as other expenditures.The capital budget

cial efficiency. In Russia as in many other should include not only "new fixed in-

countries, scarce public funds are rarely allo- vestment"but also"capital repairs."

cated on the basis of a rigorous evaluation of * A multiyear (typically three to five years)

competing priorities; political pressures and expenditure plan should be prepared

social considerations are usually the deter- each year, reflecting the expenditure im-
mining factors. Therefore, in addition to plications of proposed capital projects

clearly refocusing the scope of government- and their source of financing. The spend-
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ing plan should include provisions for avoiding ill-conceived investments, flexi-
meeting the recurrent costs of investment bility should be built in to the design of
projects, to improve their financial sus- large projects. Such projects should be
tainability. composed of modules or"functional slic-

* As a rule of thumb, no new investments es,"each with its own economic rationale.
should be undertaken if the current (For example, a hospital construction
maintenance costs of public services and project could be designed so that the sur-
infrastructure are not being fully fi- gical department is fully operational after
nanced. Underfunding the maintenance the first year, the pediatric care depart-
needs of past investments can result in an ment after the second year, and so on.)
enormous waste of public resources. As This programming technique limits the
the World Development Report 1994 costs of interruptions and allows for revi-
(World Bank 1994a) points out, the cost of sions of future modules and the adapta-
reconstructing a run-down road is many tion of project execution to changing
times higher than the cost of regular financial conditions. Careful design and
maintenance. close collaboration between technicians

* Large investment projects that are to be and financial specialists are needed to
partly or fully financed by government make this approach work.
should be supported by formal project * Competitive bidding on government pro-
evaluation and in-depth economic and fi- curement contracts and close monitoring
nancial analyses of the sector that spell of the execution of investments are im-
out any needed sectoral reforms. At the portant to the efficient use of government
federal level, these sectoral studies resources.The government should design
should be undertaken jointly by line min- and enforce procurement rules based on
istries and the Ministry of the Economy, competitive bidding. (The procurement
while project evaluations should be con- rules could also be used, as they are in
ducted by the concerned agencies and many countries, as a tool to favor small
critically reviewed by line ministries and and medium-size enterprises, to encour-
the Ministry of the Economy (and where age the emergence of new private enter-
appropriate, the subnational govern- prises and reduce the monopoly powers
ments' administration). An important of large firms.) To ensure timely comple-
consideration during evaluation is the tion of contracted work, the executing
tradeoff between new investments and agency should spell out the conditions for
their additional future recurrent costs on delivery and completion, along with pen-
the one hand and the economic returns alties for noncompliance. The Ministry of
from improved maintenance or rehabili- the Economy and the Ministry of Finance
tation of existing infrastructure on the should strictly condition the disburse-
other. The Ministry of the Economy is ment of government resources on the
drafting detailed project evaluation timely execution of a project or projects
guidelines to direct personnel who are in- according to the predetermined sched-
experienced in making such cost-benefits ule. The government is also responsible
evaluations. This initiative should be for ensuring that the executing agency
complemented by the organization of a obtains the full amount of resources

nationwide training program.4 agreed on in the budget to complete a
* Since feasibility studies using cost-bene- particular stage of the project. The

fit methods are not a foolproof means of government's current practice of seques-
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tering funds introduces considerable un- contracts, because details can be specified in
certainty about the adequacy of actual advance and ownership does not need to
funding of projects. To reduce this uncer- change. Such arrangements also put less pri-
tainty the government needs to clearly vate capital at risk. Private ownership or long-
define priorities, even among projects term concessions will be needed to induce
programmed to be financed. private investment, however.

The administrative capacity needed for
Private Management of Public Services contracts or for private sector ownership de-

Governments throughout the world are pends on how much regulation is required.
increasingly involving the private sector in For an activity that is likely to remain a mo-
the management and cofinancing of public nopoly, it may be easier to embody regulation
and semipublic goods and services, particu- in a contract than to privatize the activity and
larly to help remedy infrastructure inadequa- set up an independent regulatory body.
cies. Several factors account for this change in Where free entry can be allowed within a
attitude. First, as fiscal constraints curtail competitive environment, private sector in-
funding from the two most important tradi- volvement requires little or no direct eco-
tional sources of infrastructure finance (gov- nomic regulation. Overall, private sector
ernment and external official agencies), participation does not have to wait for a full-
private finance is becoming more important scale regulatory framework to be in place.
for addressing capacity shortages. Second, Contract-based relationships enable regula-
performance under private financing and tory issues to be addressed at the project lev-
management of infrastructure tends to be su- el, as IFC experience indicates.
perior to that under public sector manage- In addition to the country's administra-
ment-with shorter completion times, lower tive capacity, institutional choices depend on
project costs, and improved operational per- sectoral characteristics relating to differences
formance, according to International Finance in cost recovery, distributional concerns, im-
Corporation (IFC) and other international portance of spillover effects, the public nature
experience (World Bank 1994a). Third, tech- of consumption, and technological consider-
nological developments such as containeriza- ations favoring natural monopolies. A com-
tion and wireless telecommunications have parison of the "marketability" of different
reduced the natural monopoly characteristics public and semipublic goods and services re-
of some infrastructure components, allowing veals a large potential for commercialization
unbundling of services, private entry, and and private sector competition (table 4.1). For
competition in service provision. instance, while large network facilities such

Comanagement with a competitive pri- as transmission grids, primary irrigation
vate sector should be sought wherever possi- channels, and railbeds allow for very little
ble. The choice of institutional arrangement competition, activities such as urban waste
for investments in public utilities depends collection and urban bus services are poten-
largely on whether it is more desirable to reg- tially quite competitive. Some infrastructure
ulate private sector involvement through con- projects such as long-distance phone service
tractual arrangements or through regulations and irrigation systems are entirely private in
(World Bank 1994a). In a transitional econo- consumption and adaptable to market provi-
my such as Russia, where the economic envi- sion. Other activities, such as rural roads, are
ronment is still evolving, it may be easier to intrinsically monopolistic public goods with
induce private sector involvement through low potential for cost recovery.
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Table 4.1 Possible Institutional Arrangements for the Provision of Infrastructure
Private Sector

With access Local
Commercial- regulation or regula- community

Sector and Marketability ized public Concession Without With price tion of exclusive involvement
Activity index authority or lease regulation regulation service contracts and self-help
Electric Power
Thermal and 2.6 X X
small hydroelec-
tric generation
Large hydroelec- 1.4 X
tric generation
Transmission 1.4 X X
Distribution 2.4 X X
Gas (production/ 3.0 X X
distribution)
Water supply
Urban piped 1.8 X
network
Rural or 2.4 X
nonpiped
Sanitation and
sewerage

Piped sewerage 1.9 X X
and treatment
Condominial 2.0 (X) X
On-site disposal 2.4 X X
Irrigation
Primary and 1.4 X
secondary
networks
Tertiary 2.4 X
(on-farm)

Solid waste
Collection 2.6 X
Sanitary dispos- 1.8 X
al, incineration
Railways
Railbeds and 2.0 X
stations
Railfreight 2.6 X X
Passenger 2.6 X X
services
Urban trans-
port services
Bus 2.4 X
Rail 2.6 X
Roads
Primary and 2.4 X
secondary roads
Rural (feeder) 1.2 X
roads
Urban roads 1.4 X
Ports and
airports
Facilities 2.0 X
Services 2.6 X
Note: This table shows the most appropriate institutional mechanisms for the provision of essential infrastructure. The mar-

ketability index indicates the opportunities for private sector participation, from 0 for no opportunity to 3 for maximum op-

portunity, depending on the technologies involved.

Source: World Bank 1994a.
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Public Financing Instruments sources should be lent at market interest rates
The efficiency of public investment manage- by the treasury. To the extent possible, each

ment can also be improved through the use of loan should constitute only a part of the fi-

appropriate public investment financing nancing requirement of the investment

channels and methods, including debt fi- project (the percentages could vary according

nancing of public investments, intergovern- to the activity's "marketability"), with the re-

mental cofinancing, and external financing. mainder coming from banks and the internal

The possibility of cost recovery (as ap- resources of the public agency concerned.

proximated by the "marketability" index of The resources of such a credit facility

table 4.1) marks the dividing line between should be channeled through banks, which

debt and grant financing of various semipub- would be responsible for project selection

lic goods and services. Many semipublic and risk-sharing to ensure a rigorous project

goods and services fall in a vast grey area be- evaluation process. The new government-

tween the public and commercial sectors, sponsored development banks are an obvi-
from public utilities such as urban transport, ous choice of institution to channel the

electricity production and distribution, gas resources of such a facility, although all cred-
distribution, and water supply to public hous- itworthy commercial banks should have ac-

ing, telecommunications, railways, ports, air- cess. The track record of public development

ports, and hospitals. For large investments in banks is mixed at best, however, and several
such commercial public services, financing conditions are important for avoiding failure
should be provided in the form of long-term and the need for budgetary transfers to bail
loans or bonds, at market interest rates. out the development banks. In addition to

Long-term debt financing, which implies the high-quality staff, development banks re-
need for cost recovery, would alleviate pres- quire the right institutional framework and
sure on the government budget, enable functioning modalities. The banks should be

infrastructure investments, and favor the de- profit-maximizing institutions independent
velopment of the bond market. of the government to the extent possible and

able to develop their own refinancing by is-
Domestic long-term financing instruments. Two suing bonds. The development banks should

means of fostering domestic long-term debt not have a monopoly but should promote the

financing of investment projects in commer- development of private financial institutions
cial public services are worth exploring in and instruments through risk sharing and

Russia: the establishment of a long-term cofinancing of projects with commercial

credit facility for public services and the issu- banks.
ing of government-guaranteed bonds. As ex- Another public financial instrument to

perience with directed credits in Russia over consider is government guarantees of bor-
the last two years has shown, establishing an rowing by commercial public services in the
efficient long-term government creditfacility re- form of bonds or long-term loans from com-

quires carefully designed conditions, mecha- mercial sources. Again, the danger to avoid,
nisms, and institutions. The scope of such a particularly at the subnational government
facility should be restricted to investments in level, is the accumulation of such guarantees
public services. Total resources available to beyond financially prudent levels (in the
the facility should be limited, with the hope, for example, of later being bailed out by
amount determined as part of the budget ex- the federal government). As in the case of a fi-

ercise (and appearing under the budget nancing facility, to limit this risk government
category of "lending minus repayment"). Re- guarantees of domestic borrowing for public
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services should be allocated as part of the contingent liability for the budget) with little
budget process, with the resulting contingent to show for it.
liabilities transparently reflected in the bud- Several rules for government guarantees
get. Total guarantees should be limited to a set can help ensure efficient selection. First, there
percentage of tax revenues or to no more than should be no interest rate or foreign exchange
the capital budget, and to the extent possible subsidies: the commercial borrower should
each guarantee should cover only part of the be held fully responsible for debt service pay-
overall loan or bond issue. ments.The government should even consider

levying a guarantee fee. Second, the Ministry
Governmentguarantees of long-term foreign cred- of the Economy should rigorously enforce the
its. Guaranteed foreign commercial credits government's policy of linking the provision
are another potentially significant area of of guarantees to the ability of an enterprise to
government involvement in investment fi- generate foreign exchange earnings from ex-
nancing. Such guarantees may be the only ports. Such a policy provides a valuable safe-
way most commercial enterprises in Russia guard. Third, guarantees should be made
will have access to foreign sources of credit only for loans to enterprises that can provide
for some time to come. Multilateral financial updated audits of their accounts and projec-
institutions such as the World Bank lend di- tions of their future financial performance. Fi-
rectly to the government, while foreign com- nally, the government's guarantee should be
mercial banks will make long-term loans to clearly limited to the sovereign risk, the en-
Russian enterprises only if backed by some terprise and its commercial bank should bear
form of government guarantee because of the the commercial risk. An easy way to do that
high risks involved (with a few exceptions for would be for the government to condition its
exporters of natural resources). In addition to foreign loan guarantee on obtaining a guar-
normal commercial risks, Russia's uncertain antee of repayment (in the ruble equivalent of
policy environment presents the risk that a the foreign debt service) from the domestic
future government may reverse current poli- borrower's commercial banks.
cies on repayment in hard currency or intro- In the case of government guarantees of
duce other policies that reduce the external loans for investment in public servic-
profitability of enterprises. es, the guarantees should be allocated within

Although the government will need to the overall budget process and subject to an
continue to guarantee foreign credits to do- overall ceiling. Two other factors come into
mestic commercial firms at least in the near play as well for public service investments
term, international experience shows that with respect to financing conditions (full, par-
such guarantees are easily abused. Officially tial, or no pass-through of the debt service
guaranteed export credits, which account for burden): the degree of cost recovery achiev-
a large share of government-guaranteed ex- able and regional equity considerations with-
ternal credits, present the temptation of con- in the Federation.5

tracting loans for projects that are not viable.
The first rule for avoiding insolvency is to Federal cofinancing. There are several reasons
hold the total amount of foreign borrowing why federal cofinancing of investment
by the Russian Federation to the level of the projects at the subnational level should be de-
country's ability to generate foreign earn- veloped and formalized in Russia:
ings. Guarantees ought to be granted selec-
tively, to avoid accumulating large amounts * As an incentive. Cofinancing provides an
of government-guaranteed external debt (a incentive for subnational levels of govern-
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ment to respond to federal investment arrangements an appealing way of con-
priorities. In particular, it may be essential centrating on investments with the high-
to use financial incentives to support na- est payoffs.
tional policymaking in such areas as edu-
cation, health, and fundamental research, The cofinancing mechanism should be
to encourage support for policies that are developed at all levels of government, both
innovative or represent a sharp break vertically between federal and oblast levels
with past practices. For example, to pro- and between oblast and rayon levels and hor-
mote its disease and epidemic prevention izontally between governments at the same
policy, the federal govemment will need level. Federal cofinancing of regional invest-
to make a financial contribution to the cre- ment projects could take the form of match-
ation of new medical infrastructure. ing grants or conditional grants.6 Clearly
As an equalization mechanism. As men- defined and stable revenue-sharing arrange-
tioned earlier, decentralization has led to ments, expenditure assignments, and trans-
increased fiscal disparities among the re- fers among the different levels are a
gions of the Russian Federation. This in- prerequisite, however, for ensuring the suc-
creased disparity is more pronounced for cess of such investment cofinancing across
investment than for more urgent current and between levels of government. Despite
expenditures. As a result, some regions the major progress made since 1992 in the
are likely to underinvest in core public area of fiscal federalism, more needs to be
services (such as the provision of clean done to clarify and formalize the detailed as-
water supply). Financial support from the signment of expenditure responsibilities
federal government thus becomes a among levels of government.
means of maintaining a minimum stan- To encourage joint initiatives at the rayon
dard of living across the country. level, oblast governments could participate in

* As a tool for promoting good manage- the financing. For example, neighboring dis-
ment. Competition for limited federal co- tricts could pool their budgetary resources to
financing contributions can lead to construct or expand a local water treatment or
innovation and improved efficiency in lo- waste incineration plant and benefit from
cal investment expenditures. Competi- economies of scale. Cofinancing agreements
tion can be established on geographic should formally define the responsibilities of
grounds or at the level of individual the government agencies involved through a
project proposals. In the United States, contract that specifies a payment schedule re-
federal funds for mass transit and public lated to progress on the project. Arrange-
housing are allocated competitively ments should also be made for adjusting the
among localities. Such competition cre- budget when costs are higher than forecasted.
ates laboratories for experimentation in
the application of modern management Notes
techniques to public services. 1. According to the 1993 federal budget law, only 3 of 286

* As a vehicle for international funding. significant public investment projects were actually complet-
ed in 1992. Such a high percentage of unfinished or delayed

Cofinancing arrangements, particularly projects is very costly in both financial and economic terms.

when they encourage efficiency through
competition, may also attract the partici- 2. In addition to politically driven decisions, the loss ofcompetition, may ~~~~~~control associated with long-term financing of commercial
pation of foreign lenders. The interna- projects is one of the main reasons why development

tional aid community is likely to find such banks throughout the world have been far from successful.
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3. For a detailed discussion of reforms needed to adapt the evaluation is not likely to result in reliable conclusions as
existing budgetary process and techniques to those of a long as relative prices are distorted in Russia.
market economy, see World Bank (forthcoming a).

5. For a detailed discussion on the conditions of on-lending of
4. It must be realized, however, that project evaluation by foreign loans within the public sector, see World Bank 1994b.
government agencies is of no use in commercial areas
where the government ought not to be investing. Also, giv- 6. For a detailed discussion of the possible forms of inter-
en the difficulty of getting reliable shadow prices, project governmental transfers, see (World Bank 1993a).



5
Summary and Conclusions

Between 1990 and 1993 real capital formation in the Rus-
sian Federation fell precipitously, with gross fixed in-
vestment down by 57 percent. Investment fell more than
GDP, which shrank by a cumulative 38 percent in con-
stant 1990 prices. As a result, the share of gross fixed in-
vestment in GDP declined from 29 percent in 1990 to
20.5 percent in 1993, which is still relatively high by in-
ternational standards. Domestic investment was lower
than domestic savings over the period, however, essen-

* The Structure and Composi- tially reflecting the huge amounts of capital that fled the
tion of Investment uncertain and unstable economy.

* What the Government Can The Structure and Composition of Investment
Do The shifts in the sectoral and ownership composi-

tion of investment flows within the overall decline in
new fixed investment (net capital accumulation) have
generally been in the right direction. The decline has
been more pronounced in the material sphere (mainly
commercial sectors), particularly in agriculture, con-
struction, machine building, light industry, and commu-
nication. An exception was petroleum processing,
where investment has risen since 1991. Investment
within the nonmaterial sphere fell relatively less than in
the material sphere, with new fixed investment in hous-
ing and communal construction (public utilities) declin-
ing significantly less than investment in other sectors. In
the social sectors, investment declined faster in educa-
tion than in health, reflecting the changing needs of a
shrinking and aging population. Similarly, the changes
in the ownership composition of investment flows mir-
ror the increasing corporatization and privatization of
state enterprises. The share of state-owned enterprises
in flows of new fixed investment declined from 80 per-
cent in 1991 to less than 60 percent in 1993, and the share
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of joint-stock companies rose from 6.7 per- lic investment projects. Under these condi-
cent in 1992 to 29 percent in 1993.The share of tions high levels of uneconomic investment
new ventures increased from 1.3 percent in are likely to result, just as they did under cen-
1992 to 3.3 percent in 1993. tral planning.

Since 1991 there has been considerable The government should aim to improve
decentralization of investment decision mak- the efficiency of investment allocation rather
ing and financing from the government to en- than trying to target a high level of invest-
terprises and, within the government, from ment. To ensure efficiency and sustainable
the central to the regional and local govern- levels of investment in the economy, the gov-
ments. While these changes are generally ernment should follow the two-pronged ap-
favorable, too much of the investment in com- proach of working to establish a market-
mercial sectors is still government financed based, stable environment in which enterpris-
and too much of that is financed through non- es and entrepreneurs can make their own in-
transparent off-budget channels by the feder- vestment decisions based on market signals,
al government. That means that enterprises and of redefining the scope, management,
and the commercial financial sector are com- and financing of public sector investment. The
milting very little of their own resources to best way for the govemment to foster efficient
investment. investment in the commercial sectors is to stay

the course on its macroeconomic stabilization
What the Government Can Do policy and systemic reforms. Economic agents

The government needs to resist the temp- need to be convinced that financial stabiliza-
tation to try to make up for the lack of invest- tion is sustainable, which means that the gov-
ment by commercial enterprises through emment needs to be unwavering in its pursuit
investments of its own in order to jump start of financial stabilization through monetary
the economy. For one thing, the Russian Fed- and fiscal discipline.
eration inherited a distorted structure of capi-
tal stock and production capacity that is Improving the Environment for Investment
designed to churn out products for which For the first prong, the key systemic re-
there is no demand at home or abroad. Eco- forms for improving the investment environ-
nomic recovery will require a massive re- ment include the completion of the price and
structuring of the country's productive trade reforms and of legal and tax systems
capacity and relative high levels of capital for- that support transparent, market-oriented
mation, but direct government financing (or operations. To eliminate price distortions, the
guaranteeing) of commercial investment is government should remove the remaining in-
not the way to go about it. The financial insta- direct price controls (including export quo-
bility and uncertainty generated by the tran- tas), rationalize and reduce subsidies (which
sition itself (distorted and shifting relative will also help financial stabilization), and fos-
prices, high inflation, and underdeveloped ter cost recovery in the provision of commer-
market, legal, and tax systems) make the al- cial public services. Though enormous
ready difficult process of identifying and as- progress has already been made, major
sessing of profitable long-term investment efforts are still needed to clarify the principles
opportunities in the commercial sectors near- governing property rights and private owner-
ly impossible. For another thing, the govern- ship, contractual relations and other com-
ment has not yet put in place the budgetary mercial practices, bankruptcy, and mono-
processes and techniques used in market polies. Developing the capacity of judicial in-
economies to guard against uneconomic pub- stitutions and of government administration
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to enforce these rights and regulations will should clearly redefine the scope of its own
also take substantial work. public investment, improve investment man-

The tax regime developed since 1991 re- agement, and develop new financing chan-
mains unsettled, complex, distortionary, and nels and methods. As a rule, the government
nontransparent, contributing to price distor- should stay out of commercial investments,
tions and uncertainty in the economy. The focusing instead on the provision of public
scheduled consolidation of tax regulations into a and semipublic services. Emergency finance
single tax code, if completed, would represent a for problem enterprises during the transition
major step toward accessibility and transparen- should be clearly distinguished from public
cy. The planned consolidation also provides an investment. Government transfers to insol-
opportune time to shift the tax burden from pro- vent enterprises should be part of a strictly
duction to consumption, to weed out nuisance limited and declining subsidy program, im-
taxes, and to eliminate the industrial extrabud- plemented on a case by case basis, and care-
getary funds and numerous tax exemptions. fully designed and closely coordinated with
Eliminating the industrial extrabudgetary funds privatization and bankruptcy programs.
will also transfer back to commercial enterprises To improve the management of the refo-
the power to make their own investment deci- cused public investment program, the gov-
sions. All commercial enterprises should be free ernment should streamline its budget process
to use their internally generated resources as and involve the private sector in the manage-
they see fit. Improving the common tax regime ment of commercial public services. The re-
(for example by designing and implementing a form of capital budgeting should be part of an
predictable depreciation policy) is likely to do overall reform of government finance, with a
far more to improve the climate for investments view to adapting it to the requirements of a
than is granting generous tax holidays and ex- market economy. An important step in im-
emptions to investors. proving the allocative efficiency of public in-

The government can also encourage the vestment at all levels of government is to
development of long-term commercial financ- consolidate government-financed invest-
ing through regulations that stimulate the de- ments into a multiyear investment budget and
velopment of such commercial financial to redefine budget categories to distinguish
instruments as leasing. Leasing is a particularly between consumption and capital outlays, in-
well-suited instrument of external corporate fi- cluding capital repairs. Large investment
nance during periods of economic restructur- projects should be systematically supported
ing because it can provide long-term financing by economic and financial analysis, designed
for enterprises without internal funds (such as to favor flexibility in execution and subject to
new private ventures) and because it allows for a formal project evaluation. At the execution
rapid reaction in case of financial failure (the stage, competitive bidding should be used for
lender can seize back the leased equipment), a the procurement of goods and services, with
critical concern during periods of high uncer- close monitoring of costs and schedules. The
tainty. However, as underlined above, the func- management of public services can also be
tioning of the legal system is key to the contracted to the private sector, with the
development of leasing arrangements. promise of sizable efficiency gains. Private

sector participation can take many forms and
Redefining the Scope and Management does not have to wait for a full-scale regulato-
of Public Investment ry framework. Contract-based relationships

For the second prong of its policy for pro- enable regulatory issues to be addressed on a
moting investment efficiency, the government case-by-case basis, at the project level.
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Reforming the Financing of prevent abuse and to limit risk. The key is to
Public Investment clearly separate the commercial risk from the

The channels, methods, and conditions of sovereign risk and to limit government guar-

public investment financing should also be re- antees to coverage of sovereign risk. To shed

formed. While grant financing may be neces- the commercial risk on its foreign credit guar-

sary for many purely public goods, debt antees, the federal government can insist on a
financing may be appropriate for semipublic repayment bond (in the ruble equivalent of

goods and services that have the possibility of the foreign debt service) from the borrower's

cost recovery. For investment in such commer- domestic commercial bank. In the case of di-

cial public services, financing should be pro- rect external borrowing by the government
vided in the form of long-term loans or bonds for investment in public services, the condi-

at market interest rates.The government could tions for on-lending to implementing agen-

establish a long-term credit facility for invest- cies should be determined by the degree of

ment in such services and develop govern- cost recovery achievable and, when the for-

ment-guaranteed bonds to allow public eign-financed investment is the responsibili-

utilities to raise necessary funds.The resources ty of a subnational level of government,
of this credit facility should be channeled considerations of interregional equity.

through banks, which should be responsible Finally, cofinancing of investment projects

for project selection and risk-sharing. The by different levels of government should be
amount of government-guaranteed bonds that encouraged. Cofinancing can be both an ef-

could be issued by public utilities should be fective tool of fiscal management and a means
strictly limited, both in total amount and in the of realizing economies of scales. Technically,
share of the bond emission that is guaranteed, investment cofinancing can take many forms
which would promote risk sharing. and therefore can be adapted to many differ-

Long-term foreign credits are also a po- ent objectives. However, a clearly defined and
tentially significant source of investment fi- stable system of intergovernmental fiscal rela-
nancing. A continued government role in tions is a prerequisite for such schemes. The

guaranteeing foreign credits to domestic progress achieved in this area since 1993 au-

commercial enterprises is inevitable in the gurs well for the systematic development of

near future, but care must be exercised to cofinancing in the near future.
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Annex 1. Investment
Terminology and Data
in Russia

Investment terminology and data in Russia still bear the
clear traces of the central planning systems from which

they emerged.

Investment Terminology
Soviet investment terminology is still used in Russia.

The most common Soviet measure of investment, new

fixed investment, captures the notion of net capital forma-
tion (or capital accumulation). This measure was conso-
nant with computation of Soviet net material product.
Obtaining the broader GDP measure of gross fixed invest-
ment requires adding the investment part of capital repair

(rehabilitation and replacement of existing capital) tofixed

investment.' Finally, the GDP measure of gross investment

comprises the Russian new fixed investment, the invest-
ment part of capital repair, and inventory investment.

The most important differences between Soviet and
Western investment terminology relates to planning

and financing mechanisms. Most Soviet enterprises
were state owned, and their investments were for the

most part centrally planned and thus called centralized

investment. Centralized investment could be financed by
funds collected directly from the enterprise, from minis-
terial funds derived from depreciation allowances and
reallocated among enterprises by planners, from gov-

ernment-directed loans, or from direct budget alloca-
tions. The reallocation of depreciation funds by the

overseeing ministries was not considered a budgetary
expenditure. Budget investment was generally just one
small part of all centralized investment.
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The sectoral breakdown of investment in es in Russia reported only to the union Gos-
the Soviet data differs from Western usage be- komstat (statistics bureau) and not to the
cause it reflects the organizational structure of Russian Goskomstat (or Roskomstat). Enter-
the Soviet economy. The sectoral breakdown prises in Russia could receive investment fi-
groups industries into a material sphere, which nancing from union as well as republican
includes industry (manufacturing), mining, sources, so the Soviet-era data for Russia is
power, construction, agriculture,a and most not complete. For the period following the
other material goods, as well as some public disintegration of the USSR, an attempt was
sector functions such as road building, and a made to calculate the main economic indica-
nonmaterial sphere which includes housing, lo- tors for Russia by geographically reallocating
cal public utilities, health, education, culture, union activities. In addition, some of the main
research, and other services (information, indicators for the Russian Federation were
passenger transportation). calculated back to the late 1980s.

The sectoral breakdown does not distin- Investment data in Russia are prepared
guish between public and private goods since by Roskomstat from the balance sheets of en-
most production was by state-owned enter- terprises, just as was done by Goskomstat for
prises and by the government itself. The com- the former Soviet Union.
pletely private sector was extremely small Investment is defined as the sum of expen-
and consisted mostly of owner-occupied ditures on:
housing and, more recently, some private
commercial activity. * Construction works

The term enterprise in Soviet usage refers * Equipment
to all organizations or economic structures. * Vehicles
Using Western terminology, it includes the * Project development and construction
government sector, nonprofit institutions, and plans
most of the business sector. Investment and * Geological exploration
production data provide only very limited cov- * Preparation of land for cultivation
erage of the entrepreneurial activities of indi- * Other.
viduals (the unincorporated business sector).

The all-inclusive term state-owned enter- Because the Soviet national account sys-
prise is a source of a great deal of confusion for tem was set up to compute net material prod-
two reasons. First, it includes enterprises that uct, investment data are more detailed for
would ordinarily be included in the govern- new fixed investment. Inventory investment
ment sector in the West, such as schools. Sec- and expenditures on capital repair are report-
ond, many commercial public enterprises are ed separately and in aggregate.
involved in the provision of public services. The data prepared by Goskomstat also
For example, it is common for enterprises to distinguished among types of institutions
provide social services, schools, health care, making the investments, including:
and so on to their employees. These public
services performed and financed by enter- * State enterprises and organizations
prises were recorded separately. * Collective farms

* Public organizations
Investment Data * Private activity and cooperatives

Investment data for Russia prior to the
dissolution of the USSR at the end of 1991 are With the emergence of the private sector,
not always complete because many enterpris- this system of "complete" reporting became
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increasingly inadequate for capturing eco- because the huge increase in prices of invest-
nomic activity. State enterprises accounted ment goods is not consistent with the reported
for almost 90 percent of fixed investment in sharp drop in investment demand, and the
the 1980s because the definition of the sector reason for the large difference between the
is so broad. The collective farms accounted for deflator for new fixed investment and gross
most of the rest. Private activity consisted fixed investment is unclear.
mostly of housing construction by individuals Mismeasurement of the investment de-
and, since 1988, private cooperatives. In this flator is related to the choice of price index.
context, the system of complete reporting pro- The investment deflator is a subset of the pro-
vided an abundance of detailed investment ducer price index (PPI), which is likely to
data. Since 1992, an increasing number of en- overstate price increases (see Lequiller and
terprises have stopped responding to official Zieschang 1993).3 The PPI is distorted in sev-
questionnaires.Very recently, Roskomstat has eral ways. Producer prices have been collect-
begun to estimate private sector business ac- ed only from a small number of the largest
tivities (the equivalent of the unincorporated firms, so the sample is not representative and
business sector), which are a still very small, is likely to overstates producer price increas-
but rapidly growing part of the economy. es.4 The PPI also reflects listed prices or con-
However, no consistent and transparent tract prices rather than actual settlement
methodology is being applied, to substitute prices.Therefore, when capital goods are sold
for systematic surveys, and adjustments often at significant discounts (which are reportedly
seem to be made on an ad hoc basis. available for cash payments), the actual prices

The reliability of investment trends in real are not captured by the PPI. Given double-
terms and of the relative share of investment digit monthly inflation, the gap between the
expenditures in the economy is severely com- contract and the actual selling price can be
promised by problems with deflators. In early substantial. As a result, prices on capital
1992, Roskomstat introduced a new deflator goods as measured by the PPI are probably

index.2 According to this index, the overall exaggerated, which leads to an overstatement
GDP deflator in 1993 increased by 175.1 times of the investment deflator.
over 1991 (table A1.1). Over the same period, The lack of timely, detailed, and accurate
the implicit deflator increased by 236.7 times data on investment financing also represents
for new fixed investment, by 199 times for a major impediment to a more refined analy-
gross fixed investment, and by 148 times for sis of investment policy. One reason for the
gross investment. These figures are puzzling problem is the fragmentation of government

Table A1.1 Implicit Deflators, 1992 and 1993
(1991 = 1)

1992 1993

Gross domestic product 17.2 175.1

Gross domestic investment 14.0 148.5

Gross domestic fixed investment a 18.1 199.7

"New" fixed capital investment b 21.0 236.7

Industry b 21.6 245.0

a. Including capital repair.

b. Excluding capital repair.
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and finance the way budget outlays are classi- 2 The authorities have described this deflator as experi-

fied (Le Houerou, Gold, and Katash 1994). In- mental, due to a number of problems in its calculation and

vestment expenditures in the budget are coverage.

limited to construction work and equipment 3 The PPI is based on fixed 1989 weights. It measures

for new construction projects; new equip- prices at the factory gate rather than in wholesale trade
and therefore excludes barter deals, imported goods, side

ment for existing public services are not clas- payments, and discounts for cash (Koen and Philipps

sified as investments. 1992).

4 While large state firms report every month, joint ven-
Notes tures and small enterprises only have to report every

1 Capital repair also include maintenance expenditures. quarter. This reporting inconsistency could result in false
Since 1992, Goskomstat has stopped collecting data on the seasonality in the measuring of prices as the structure of
composition of capital repair, and since then the invest- the economy changes toward more smaller firms.
ment part of capital repair seems to be derived through
qualitative judgments.
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Annex 2. Investment in
the Soviet Union

The central planning apparatus in the USSR maintained
a rigid structure that kept the industrial composition of
output, the allocation of output between consumption
and investment, and the structure of the government
budget relatively unchanged. Investment policy was
used as an instrument for maintaining the planned
structure. By directing investments, the planners deter-

* Investment Trends mined the overall structure of output and the way in
which the economy would develop. Ambitious pro-

* Efficiency of Capital grams to change the sectoral composition of investment
Formation were regularly drafted but failed to be implemented be-

cause of entrenched sectoral vested interests. The re-

* From Soviet Investment forms to the planning process in the second half of the
Planning to Perestroyka 1980s did little to alter the overall structure of the econ-

omy and resulted in a further deterioration of invest-
ment efficiency and a loosening of financial discipline.

Investment Trends
The relationship between investment and output is

presented in tables A2.1 and A2.2, which show gross in-
vestment in the material and nonmaterial spheres in
nominal and constant prices. Throughout the 1980s
gross investment was always more than 30 percent of
GNP, and the average investment to GNP ratio was 32.7

percent. 1 There was more variation in fixed investment.
The average ratio of fixed investment to GNP was 23.1
percent but it exceeded 25 percent in 1987 and 1988. Fi-
nally, there was substantially more inventory invest-
ment in the earlier part of the decade. Throughout the
period, capital repair in both the material and nonmate-
rial spheres was quite large.
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The shares of fixed investment allocated There were also some shifts in fixed in-
to different sectors was remarkably stable for vestment between the material and nonmate-
two decades. Fixed investment in the material rial spheres in the late 1980s (see tables A2.1
production sphere averaged 72 percent of to- and A2.2). The share of fixed investment in
tal fixed investment, and just under half of this the material production sphere fell as the
was fixed investment in the industrial sector. share in the nonmaterial sphere rose to meet

In 1990, for the first time in this twenty- social needs, specifically housing and some
year period, real fixed investment in the ma- commercial services.
terial sphere declined (0.8 percent). Total fixed Most investment in the Soviet Union was
investment was only 0.5 percent greater in made by state enterprises, although some in-
1990 than in 1989 because investment in the vestments were made by organizations and
nonmaterial sphere increased by 3.9 percent. enterprises that were not state controlled, as

Although the Soviet system was quite rig- well as by individuals. Throughout the 1980s
id, with little role for market signals in the almost 90 percent of fixed investment was by
planning process, it would be incorrect to state enterprises and organizations. Most of
conclude that there was no flexibility in the the rest was by collective farms. Housing in-
patterns of investment. In the last decades of vestment in the private sector (by private co-
the Soviet Union, the allocation of fixed in- operatives and individuals) was barely more
vestment among industries did vary. Notice- than 2 percent of total investment.
able changes include the proportion of fixed Thus the Soviet planning mechanism
investment devoted to agriculture and to maintained the share of investment in gross
transportation and communication. The pro- output and the distribution of fixed invest-
portion in agriculture increased to about 20 ment by type of controlling organization con-
percent in the early 1970s and then was stant over time, making only gradual and
dropped to about 17 percent in the late 1980s. relatively small changes in the allocation of
The proportion of total fixed investment in fixed investment among sectors of the econo-
transportation and communication rose from my. In the last two decades of the Soviet econ-
less than 10 percent to about 12 percent. omy there were noticeable shifts in
These changes indicate that the Soviet plan- agricultural investment, which declined after
ners recognized the failures of their policies the late 1970s, and in investment in the trans-
for agriculture and the need to develop new portation and communication sectors, which
technologies in communications. increased. In the late 1980s, there was also a

The economic reforms introduced in the relative increase in investment in oil and gas
late 1980s did not noticeably alter investment and in the social sphere.
patterns except in the energy sector. As the
productivity of oil and gas deposits began to Efficiency of Capital Formation
fall, often because of mismanagement of re- At 33 percent the share of gross invest-
serves, the development of new resources be- ment in Soviet GNP in the late 1980s was
came an investment priority. From 1985 to higher than in most industrialized countries.
1989 the average annual increase in real fixed It was about the same as the investment share
investment in the energy sector was 10.6 per- in Japan and substantially higher than in
cent. The share of total fixed investment in the West Germany. The major puzzle concerning
energy sector rose from 9.7 percent in 1984 to the Soviet data is why so much investment
12.2 percent in 1989. Oil production did not in- generated so little growth. In this section, we
crease, however, despite this substantial redi- present various indicators that demonstrate
rection of resources toward the fuel industry. the inefficiencies of the Soviet economy.
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Throughout the 1980s both the level of tion is that data are readily available to
real fixed investment expenditures in the calculate the IOCR. Easterly and Fischer
nonmaterial sphere and their ratio to gross (1993) provide data for the Soviet Union and
output increased steadily (table A2.2). How- over 100 other countries, which allow us to
ever, the amount of effective capital forma- compare IOCRs according to our definition: 5

tion in many public sector areas of the
nonmaterial sphere actually declined. For ex-
ample, the number of hospitals and schools
constructed each year decreased over the de- 1960-89 0.12 0.19

cade. These observations suggest that waste, 1974-89 0.07 0.14

diversion of materials, and general inefficien- Although the investment ratio in the Soviet
cies were a serious problem in public sector Union was very high, the payoff in terms of
investments. the growth rate was small. The IOCR in the

An overall measure of the efficiency of in- Soviet Union was considerably less than the
vestment expenditure is the amount of capital average elsewhere. Similar results are found
in operation or installed. In 1985 the installa- for the 1980s alone.The average IOCR for sev-
tion of fixed capital was 96 percent of total in- en major industrial countries was 0.13, while
vestment; by 1990 the ratio had declined to 84 the figure for the Soviet Union was either 0.06
percent (table A2.3). Unfinished construction or 0.10, depending on the measure of growth
and expenditures on noninstalled equip- used. 6

ment, always a problem in the Soviet Union, The average length of construction
seem to have gotten worse in the 1980s. projects is another good indicator of the poor

Not surprisingly, the difference between efficiency of Soviet investment expenditures.
expenditures and installation is largest for In the second half of the 1980s the average
state enterprises. In the private housing sec- length was more than eight years. In some
tor (private cooperatives and households) the sectors, it was even longer: the average time
ratio of the installation of fixed capital to in- for new enterprise construction was nine to
vestment was 100 percent. twelve years in the energy, chemicals, and

Another measure of efficiency is the ratio machine-building industries and fifteen to
of investment to gross output. An increase in sixteen years in metallurgy.
the ratio for a particular industry indicates Finally, the average age of the capita]

that more investment is needed than before stock is another measure of the failure of the
to produce one ruble of gross output, a sign of Soviet economy to transform a high level of
the reduced efficiency of capital formation. investment expenditure into productive capi-
For the total material production sector, the tal stock. The average age of capital equip-
ratio increased from 0.095 in the early 1980s to ment increased in the 1980s, so that by the
0.106 in 1990. Similar increases are found for beginning of the 1990s the average age of

industry, agriculture, and construction. 2 equipment in the economy was nearly nine
The economic development literature years. 7 Most of the old equipment was in in-

uses the incremental output to capital ratio as dustry. The agricultural sector has the young-

a measure of investment efficiency.3 It can be est equipment, with fully 60 percent of it less
shown that with some simplifying assump- than five years old (this is a bit puzzling since
tions about the production process, that the production declines in agriculture have been
IOCR is equal to ratio of the rate of change in large).
real output to the ratio of investment to out- In conclusion, we find that the overall vol-

put.4 The advantage of using this simplifica- ume of investment in the Soviet Union was
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ample but that economic growth required ning and pricing policies.That is, the physical
better utilization and allocation of equip- allocation of investment goods and decisions
ment. The Soviet Union in the 1980s required about investment projects were made by the
more investment in the fuel industry and in planning apparatus. Financing requirements
transportation as well as incentives for the ef- were satisfied by a combination of budget al-
ficient use of capital in industry and agricul- locations, manipulation of prices to generate

ture. The reforms of the 1980s allowed desired enterprise surpluses, and the reallo-
enterprises to make their own investment de- cation of surpluses including depreciation

cisions but maintained the centralized system funds and state credits.
of fixed prices and centralized financing. As In the classical centrally planned Soviet
explained below, these partial reforms creat- system, both investment and saving were

ed the wrong incentives and explain the con- centralized. Enterprise depreciation funds
tinued decline in investment efficiency and profits (which included a conceptual part
during the second part of the 1980s. of the wage bill that the government allocated

to saving) were directed toward investment.
From Soviet Investment Planning There was no need for institutions to interme-
to Perestroyka diate funds between investors and savers.

These observations about investment Available data indicate that in the early
trends are consistent with what we know 1980s centralized investment accounted for

about the procedures used for investment about four-fifths of gross investment; howev-

planning. The central planning committee of er, only about half of centralized investment
the USSR, Gosplan, was responsible for in- went through the budget. 8 Decentralized in-
vestment policy. Besides the all-important vestment-or enterprises use of their own
five year plan, Gosplan based all planning for funds, retained profits, and retained parts of

a particular year on the indicators (output, in- depreciation allowances-consisted mostly of
vestment) of the previous year and an allow- capital repairs. Moreover, ministerial officials
ance for a planned rate of growth. This overseeing the enterprise would have influ-
determined the investment plan and the dis- ence over decisions concerning the decentral-
tribution of financial resources needed to ized part of investment. Thus, enterprises did
meet the targeted growth rates. A final invest- not have a free hand in the use of their inter-

ment plan was adopted after repeated itera- nal funds.
tions and negotiations with other ministries, In the mid-1980s there were some major
republics, and enterprises. reforms to Soviet investment policy. Al-

At each step in the planning process, spe- though the share of investment in output did
cialists from Gosplan balanced the distribu- not change dramatically, there were dramatic

tion of resources among ministries, regions, shifts in investment financing. By 1990 the
and enterprises. For the most part, each year's centralized share of fixed investment was
allocation was similar to the prior year's, so about half its level in the early 1980s. The pro-

the overall planning system was not condu- portion of centralized investment included in
cive to large changes in sectoral allocation. the budget declined as well. Depreciation

In the Soviet structure, there was little funds, which were previously used by the

need to be concerned with investment financ- ministries to make intrasectoral reallocations,
ing. The ability of an enterprise to finance an were largely retained by the enterprises.
investment project or to generate sufficient Under the new enterprise law of 1987, en-

cash flow from the investment to service the terprises were allowed to retain the bulk of
debt was ensured by the use of financial plan- their depreciation allowances and a much
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larger part of their profits. Enterprises were 2 The opposite trends in the remaining sectors can be at-

expected to finance investment expenditures tributed to unique situations. For transportation and com-expected to ~~~~~~~~~~municationis, the ratio decreased because the Baikal-and-

from their own resources.These reforms were Amur railway, an extremely expensive investment project

a step in the right direction; for the first time, was, canceled. The ratio changes for the "other" sector be-
cause of a change in its definition. Since end of the 1980s

there were some limited incentives for effi- Goskomstat began to calculate gross output for a new sec-

cient or profit-maximizing investment deci- tor, computing and information services, which is includ-

sions by enterprises, ed in the categorv "other."

However, the combination of increased 3 Foradiscussionseechapter2McKinnon,(1991).

enterprise independence and lack of financial
4 The iOCR is equal to the ratio of the rate of growth of out-

accountability was fatal to the reforms. The put to the investment to output ratio.

basic form of ownership and control of enter-
prises had not changed. State-owned enter- 5 The ratios of the real average growth rates for the period

to the period average investment to GDP ratio.
prises were the source of virtually all
economic activity, and the state planning ap- 6 The seven countries are the United States, Canada,

France, Italy, Germany, Japan, and the United Kingdom.
paratus remained intact and continued to be The data are calculated from tables 1387 and 1389 in the

responsible for output allocations, prices, and Statistical Abstract of the U.S. 1993. The data for thie Soviet

funding when enterprise resources were in- Union are taken from table A2.2 in this annex. The lower
estimate of the Soviet ICOR is based on a constant dollar

sufficient. In other words, enterprises became calculation of Soviet GNP found in Table 1389 of the Statis-

independent without becoming accountable. tical Abstract. The annual real growth rate for the 1980's
from this source is under 2 percent, while table A1.2 indi-

In practice, enterprises launched a series of cates growth of 3.3 percent.

new investment projects without worrying
about their financing. This mixthur o en 7 Some comparative data for the United States are found
abOUt their financing. This mixture of enter- in U.S. Department of Commerce, Bureau of Economic

prise independence and continued central Analysis, Fixed Reproducible Tangible Wealth in the United

planning translated into an increased num- States, 1925-85, (Washington 1987). The average age of
equipment in all industries in the United States in 1985 was

ber of unfinished projects, decreased invest- between 5.3 and 7.7 years depending on how depreciation

ment efficiency, and a loosening of financial is measured. In manufacturing the range is 6.4 to 9.1 years

discipline. and in agriculture it is 5.3 to 7.4 years.

8 Reliable data on the different forms of investment financ-

Notes ing are hard to come by. The numbers cited here are ap-
proximations constructed by Gur Ofer (1993) in "The Fiscal

I Gross investment consists of fixed investment, capital Experience and Heritage of the Soviet Union as Guidance
repair, and inventorv investment. to Policy" from various Soviet and Western sources.
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Table A2.1 Gross Nominal Investment in the USSR, 1980-90
(billions of rubles and percent of GNP)

1980 1981 1982 1983 1984 1985 1986 1987 1988 1989 1990

Total GNP 619.40 650.50 693.10 725.50 760.10 777.00 798.50 825.00 875.40 943.40 1000.00

Gross 192.70 203.40 229.60 242.60 253.80 256.70 266.00 269.80 293.40 315.20 311.10
investment

%ofGNP 31.11 31.27 33.13 33.44 33.39 33.04 33.31 32.70 33.52 33.41 31.11

Fixed 134.70 139.80 149.30 157.70 174.90 179.90 196.20 206.80 219.80 228.50 229.80
investment

% of GNP 21.75 21.49 21.54 21.74 23.01 23.15 24.57 25.07 25.11 24.22 22.98

Material sphere

Gross 141.70 149.20 168.30 180.10 189.10 188.50 201.40 201.10 219.30 220.70 222.90
investment

% of GNP 22.88 22.94 24.28 24.82 24.88 24.26 25.22 24.38 25.05 23.39 22.29

Fixed 99.30 102.70 109.40 115.20 126.90 130.10 142.60 149.70 164.80 159.90 160.10
investment

% of GNP 16.03 15.79 15.78 15.88 16.70 16.74 17.86 18.15 18.83 16.95 16.01

Capital repair 30.50 32.80 34.70 36.80 38.10 38.50 42.90 44.10 47.50 51.80 54.80

% of GNP 4.92 5.04 5.01 5.07 5.01 4.95 5.37 5.35 5.43 5.49 5.48

Inventory 11.90 13.70 24.20 28.10 24.10 19.90 15.90 7.30 7.00 9.00 8.00
investment

% ofGNP 1.92 2.11 3.49 3.87 3.17 2.56 1.99 0.88 0.80 0.95 0.80

Nonmaterial sphere

Gross 51.00 54.20 61.30 62.50 64.70 68.20 64.60 68.70 74.10 94.50 88.20
investment

% of GNP 8.23 8.33 8.84 8.61 8.51 8.78 8.09 8.33 8.46 10.02 8.82

Fixed 35.40 37.10 39.90 42.50 48.00 49.80 53.60 57.10 55.00 68.60 69.70
investment

% of GNP 5.72 5.70 5.76 5.86 6.31 6.41 6.71 6.92 6.28 7.27 6.97

Capital repair 7.60 8.10 8.50 8.90 9.20 11.30 12.10 12.70 13.30 17.50 15.00

% of GNP 1.23 1.25 1.23 1.23 1.21 1.45 1.52 1.54 1.52 1.85 1.50

Inventory 6.50 7.40 11.10 9.30 5.60 5.20 -3.20 -3.30 1.00 4.20 0.00
investment

%ofGNP 1.05 1.14 1.60 1.28 0.74 0.67 -0.40 -0.40 0.11 0.45 0.00

Equipment 1.50 1.60 1.80 1.80 1.90 1.90 2.10 2.20 4.80 4.20 3.50
purchased
by the
budgetary
organizations

%of GNP 0.24 0.25 0.26 0.25 0.25 0.24 0.26 0.27 0.55 0.45 0.35

Source: Gosplan of the USSR.
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Table A2.2 Gross Real Investment in the USSR, 1980-90
(billions of rubles and percent of GNP)

1980 1981 1982 1983 1984 1985 1986 1987 1988 1989 1990

Total GNP 640.76 655.60 681.70 713.80 739.60 765.54 790.60 813.30 858.10 901.50 880.80

Gross 207.00 220.30 238.40 252.40 245.60 249.60 256.70 264.90 291.80 298.50 n.a.
investment

% of GNP 32.31 33.60 34.97 35.36 33.21 32.60 32.47 32.57 34.01 33.11 n.a.

Fixed 150.90 156.50 161.90 171.00 174.30 179.50 193.80 204.70 218.20 228.50 229.80
investment

% of GNP 23.55 23.87 23.75 23.96 23.57 23.45 24.51 25.17 25.43 25.35 26.09

Material sphere

Gross 151.40 161.70 174.30 186.60 180.90 181.90 192.90 196.90 208.70 214.10 n.a.
investment

% of GNP 23.63 24.66 25.57 26.14 24.46 23.76 24.40 24.21 24.32 23.75 n.a.

Fixed 111.20 115.00 118.60 124.90 126.50 129.80 140.90 148.20 154.20 161.40 160.10
investment

%ofGNP 17.35 17.54 17.40 17.50 17.10 16.96 17.82 18.22 17.97 17.90 18.18

Capital repair 30.50 32.80 34.70 36.80 38.10 38.50 42.90 44.10 47.50 43.70 n.a.

% of GNP 4.76 5.00 5.09 5.16 5.15 5.03 5.43 5.42 5.54 4.85 n.a.

Inventory 9.70 13.90 21.00 24.90 16.30 13.60 9.10 4.60 7.00 9.00 n.a.
investment

%ofGNP 1.51 2.12 3.08 3.49 2.20 1.78 1.15 0.57 0.82 1.00 n.a.

Nonmaterial sphere

Gross 55.60 58.60 64.10 65.80 64.70 67.70 63.80 68.00 83.10 84.40 n.a.
investment

% of GNP 8.68 8.94 9.40 9.22 8.75 8.84 8.07 8.36 9.68 9.36 n.a.

Fixed 39.70 41.50 43.30 46.10 47.80 49.70 52.90 56.50 64.00 67.10 69.70
investment

% of GNP 6.20 6.33 6.35 6.46 6.46 6.49 6.69 6.95 7.46 7.44 7.91

Capital repair 7.60 8.10 8.50 8.90 9.20 11.30 12.10 12.70 13.30 13.10 n.a.

% of GNP 1.19 1.24 1.25 1.25 1.24 1.48 1.53 1.56 1.55 1.45 n.a.

Inventory 6.80 7.40 10.50 9.00 5.80 4.80 -3.30 -3.40 1.00 0.00 n.a.
investment

% of GNP 1.06 1.13 1.54 1.26 0.78 0.63 -0.42 -0.42 0.12 0.00 n.a.

Equipment 1.50 1.60 1.80 1.80 1.90 1.90 2.10 2.20 4.80 4.20 n.a.
purchased
by the
budgetary
organizations

% of GNP 0.23 0.23 0.25 0.24 0.25 0.24 0.26 0.26 0.53 0.48 n.a.

Source: Gosplan of the USSR.
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Table A2.3 Completion Ratios for Fixed Investment
(1984 prices, billions of rubles)

Annualaverage
1981-85 1985 1986 1987 1988 1989 1990

Fixed investment
expenditure (total) 168.6 179.5 194.4 205.4 218.2 228.5 229.8

Fixed capital installed 163.2 172.6 182.7 195.1 192.5 197.4 193.7

Completion ratio (fixed
capital installed as percent
of total fixed investment) 96.8 96.2 94.0 95.0 88.2 86.4 84.3

Source: Goskomstat of the USSR.
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Table A3.1 Economic Indicators for Russia, 1992-94

1992 1993 1 Q 1994 20 1994 3 01994

ECONOMIC ACTIVITY (% change over the same period previous year)

GDP -19.0 -12.0 -16.9 -17.1 -14.7

Gross industrial output -18.0 -16.2 -24.9 -27.4 -23.0
Gross agricultural output -9.4 -4.0 -7.0 -7.0 -8.0
Electric energy production -5.6 -5.2 -4.4 -11.2 -11.3
Retail sales -3.5 1.9 1.0 .. 5.7

Unemployment (Percent) 4.8 5.5 5.9 6.0 6.1

PRICES, INTEREST and EXCHANGE RATES (% change over previous period)
GDP deflator/ Gnrl Prc Index 1,615.3 921.1 48.6 27.2 19.7

Consumer pricesa 1,354.0 895.3 47.0 25.4 18.0
Producer prices in industry 1,949.0 887.0 52.7 31.8 23.6
Interest rate (percent/year) .. 527.2 728.6 525.5 334.6
Market exchange rate (Rbl/$) 222.1 933.2 1,582.2 1,877.3 2,164.8

Real exchange rate index b 203.9 100.0 49.0 46.7 46.0

WAGE, INCOME, EXPENDITURES (4 0 1991 = 100)
Nominal wages
(Thous. rubles a month) 6,011.0 59,285.0 147,898.0 187,483.3 236,266.7

Real wage index
(Dec 91=100)c 48.0 50.4 45.3 45.8 48.9

Real income index
(4Q91=100)c 47.3 56.6 58.0 65.6 73.5

Real expenditure indexc 54.0 60.2 60.1 60.3 70.8

MONEY, CREDIT (trillion rubles at end of period except velocity)
Base money 2,232.0 16,634.0 20,382.0 30,264.0 39,948.0
Ruble broad money 6,509.0 34,242.0 40,772.0 64,104.0
Foreign exchange deposits 4,538.0 14,080.0 21,637.0 21,952.0
Money supply 11,047.0 48,321.0 62,409.0 86,057.0
CBR'scredittogovernment 1,189.0 11,276.0 17,639.0 27,135.0
Credit to rest of economy 6,922.0 38,185.0 49,360.0 71,651.0
Net domestic credit 6,003.0 29,205.0 37,301.0 55,237.0
Velocity of ruble broad money 5.9 10.7 10.7 9.0

FISCAL ACCOUNTS (% of GDP)
Consolidated state revenues 32.1 28.6 25.4 27.4 27.9
Consolid, state expenditures 42.6 34.8 31.7 36.1 41.2

Consolidated state balance -10.6 -6.2 -6.3 -8.7 -13.3
Extrabudgetary funds balance 2.3 0.6 0.4 0.5 0.5
General government balance -8.3 -5.6 -5.9 -8.2 -12.8

Financing 8.3 5.6 5.9 8.2 12.8
Monetary authorities 4.0 6.2 6.1 7.3 11.9
Other domestic 4.2 -0.6 -0.8 0.5 0.4
Foreign, net 0.0 0.0 0.6 0.4 0.5
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EXTERNAL ACCOUNTS, (billions of dollars)d

Exports 41.6 46.3 9.1 10.2 11.9

Imports 37.2 34.4 7.4 9.2

Current account balance -5.7 2.2 -0.9 -2.2

External debt incl. arrearse 78.7 83.7 85.2

Debt service ratio
(% of exports) 0.3 0.4 0.5

Reserves (month of imports) 1.1 2.1 2.0

Memo item

GDP (trillions of rubles) 18,063.0 162,299.9 94,200.0 141,300.0 172,200.0

a Expanded CPI in 1993, urban CPI in 1992, retail price index of goods and services in 1990-1991.

b An increase indicates the depreciation of the value of the ruble (unit: rubles/$).

c The average nominal index was deflated by the index of consumer prices as defined above.

d Excluding transactions with former Soviet Republics

e End of period. Including all USSR liabilities but excluding domestic hard currency bonds.

Source: Roskomstat, government, and Central Bank of Russia; Russian Economic Trends; IMF; and World Bank
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Table A3.2 Investment and Domestic Savings, 1989-1994

Jan-June
1989 1990 1991 1992 1993 1994

Amount (billions of rubles)
Gross domestic product 573.0 644.0 1,300.1 18,093.0 162,300.0 235,500.0

Gross domestic savings 199.0 190.4 521.7 6,482.0 52,343.0 74,000.0

Gross domestic 193.9 194.1 508.7 6.404.0 41,800.0 58,800.0
investment

Exports of goods/ ... 120.8 158.9 10,296.0 57,990.0 57,379.7
nonfactor svcs

Imports of goods/ ... 124.5 145.9 10,218.0 47,447.0 55.447.9
nonfactor svcs

Resource balance 5.1 (3.7) 13.0 78.0 10,543.0 15,200.0

Memo item:

Short-term outflows' ... ... ... 3,372.9 13,539.4 2,163.9

Average market exchange ... ... ... 227.9 1,018.0 1,729.5

rateb

Share (percent of GDP)
Grossdomesticproduct 100.0 100.0 100.0 100.0 100.0 100.0

Gross domestic savings 34.7 29.6 40.1 35.8 32.3 31.4

Gross domestic 33.8 30.1 39.1 35.4 25.8 25.0
investment

Exports of goods/ ... 18.8 12.2 56.9 35.7 24.4
nonfact svcs

Imports of goods/ ... 19.3 11.2 56.5 29.2 23.5
nonfactor svcs

Resource balance ... (0.6) 1.0 0.4 6.5 6.5

Memo item:

Short-term outflowsa ... ... ... 18.6 8.3 1.3

a. Identified net outflow, as well as "errors and omissions" in the balance of payments.

b. Moscow Interbank Foreign Currency Exchange.

Source: Goskomstat of Russian Federation, balance of payments from IMF; and World Bank staff calculations.



Table A3.3 Breakdown of Gross Domestic Investment in Russia, 1989-94

1989 1990 1991 1992 1993 a Jan-June 1 9 9 4 a

Billions of Billions of Billions of Billions of Billions of Billions of
rub. % of GDP rub. % of GDP rub. % of GDP rub. % of GDP rub. % of GDP rub. % of GDP

Gross domestic 193.9 33.8 194.1 30.1 508.7 39.1 6,404 35.4 41,800 25.8 58,800 25.0
investment b

Change in stocks 11.9 2.1 9.2 1.4 181.8 14.0 2,856 15.8 8,500 5.2 8,600 3.7

Gross domestic 182.0 31.8 184.9 28.7 326.9 25.1 3,548.0 19.6 33,300.0 20.5 50,200.0 21.3
fixed investment

New fixed 143.9 25.1 144.0 22.4 210.5 16.2 2,670 14.8 25,235 15.5 34,393 14.6
investment c

Capital repairsc n.a. n.a. n.a. n.a. 78.8 6.1 686.9 3.8 n.a. n.a. n.a. n.a.

Memo item

GDP 573.0 644.0 1,300.1 18,093.0 162,300.0 235,500.0

a. Preliminary

b. The concepts of "gross domestic investment" and "gross capital fixed investment" are based on the UN system of National accounts.

c. The concept of "new fixed investment" is based on the Net Material Product accounting system. It is assumed that capital repair serves as a bridge between the two accounting systems.

However, due to statistical discrepancies new fixed investment + capital repair + change in stock, do no always add up to gross domestic investment.

Source: Institute of Macroeconomic Modeling and Forecasting under the Ministry of Economy, Goskomstat, and World Bank staff calculations.

z
z
mw

z

z

NI



58 INVESTMENT POLICY IN RUSSIA

Table A3.4 Comparative Investment Levels
(percent of GDP)

1980 1985 1990 1991 1992 1993a

USSR/Russiab

Gross domestic investment 31.1 33.0 30.1 39.1 35.4 25.8

Change in stocks 3.0 3.2 1.4 14.0 15.8 5.2

Gross fixed capital investment 28.1 29.8 28.7 25.1 19.6 20.5

OECD countries
France

Gross domestic investment 24.2 18.9 21.4 21.1 20.0 19.0

Change in stocks 1.2 -0.4 1.1 0.3 -0.3 -1.5

Gross fixed capital investment 23.0 19.3 20.3 20.7 20.3 20.5

Germany (Federal Republic)c

Gross domestic investment 23.4 19.6 22.0 21.7 21.1 ...

Change in stocks 0.8 0.1 0.8 0.3 -0.2 ...

Gross fixed capital investment 22.6 19.5 21.2 21.4 21.2 ...

United Kingdom

Gross domestic investment 16.9 17.2 19.5 17.0 15.7 15.0

Change in stocks -1.1 0.2 -0.3 -0.9 -0.3 0.0

Gross fixed capital investment 18.0 17.0 19.8 17.8 16.1 15.1
United States

Gross domestic investment 18.9 18.7 16.8 15.3 15.6 16.3

Change in stocks -0.2 0.6 0.1 0.0 0.0 0.2

Gross fixed capital investment 19.1 18.1 16.7 15.3 15.5 16.1

Japan

Gross domestic investment 32.2 28.2 32.2 31.8 30.8 30.1

Change in stocks 0.7 0.7 0.5 0.7 0.3 0.2

Gross fixed capital investment 31.6 27.5 31.7 31.1 30.5 29.9

C. Eastern Europe

Bulgaria
Gross domestic investment ... 31.6 30.4 12.8 ... ...

Change in stocks ... 5.7 9.1 2.8 ... ...

Gross fixed capital investment ... 25.9 21.3 10.0 19.4 19.4

Hungary

Gross domestic investment 30.7 25.0 19.3 23.4 19.5 22.6

Change in stocks 1.9 2.5 6.2 1.7 -0.9 3.0

Gross fixed capital investment 28.8 22.5 19.3 21.7 20.4 19.6

Poland
Gross domestic investment 26.4 27.7 27.5 21.5 22.9 22.5

Change in stocks 1.6 6.5 7.9 2.7 2.6 1.5

Gross fixed capital investment 24.7 21.2 19.6 18.8 20.3 21.0

Romania
Gross domestic investment 39.8 33.0 30.2 28.0 31.0 27.4

Change in stocks 5.3 2.9 10.5 13.7 16.2 14.1

Gross fixed capital investment 34.5 30.1 19.8 14.4 14.9 13.4

a. Estimated.

b. USSR is represented from 1980-85; and Russia is represented from 1990-93.

c. Federal Republic of Germany is represented from 1980-90; and united Germany is represented from 1991-93.

Source: Goskomstat of the Russian Federation; "Russian Federation in 1992, Statistical Collection" (Goskomstat, Moscow,

1993); "National Accounts Statistics: Main Aggregates and Detailed Tables, 1990" (United Nations, New York, 1992, Part 1
and Part 2); "International Financial Statistics" (International Monetary Fund, Washington, D.C. Sep. 91, Feb. 94).
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Table A3.5 New Fixed Investment by Sectors of National Economy, Russia 1991-93
(millions of 1991 rubles)

Percentage change

1991 1992 1 9 9 3a 1992/91 1993/92

"New"flxed capital Investment (total) 210,460.9 126,908.8 106,603.4 -40 -16

Percentof GDP 16.2 12.1 11.5

Material sphere 144,271.1 80,936.8 62,321.3 -44 -23

Percent of GDP 11.1 7.7 6.7

Industry 72,982.8 50,570.7 35,658.7 -31 -29

Fuel-energy complex 29,020.6 26,895.8 20,073.5 -7 -25

Power energy 5,652.5 6,106.3 5,395.1 8 -12

Fuel industry 23,368.1 20,789.5 14,678.4 -11 -29

Petroleum extraction 16,875.7 15,229.2 9,611.8 -10 -37

Petroleum processing 468.9 538.0 1,032.9 15 92

Gas 3,075.4 2,432.1 2,094.5 -21 -14

Coal 2,858.7 2,558.4 1,919.0 -11 -25

Slate 13.3 4.6 4.3 -65 -7

Peat 76.1 26.8 15.9 -65 -41

Metallurgical complex 6,657.4 5,672.3 4,412.7 -15 -22

Ferrous metallurgy 3,268.1 2,856.9 2,102.6 -13 -26

Nonferrous metallurgy 3,389.3 2,815.4 2,310.1 -17 -18

Chemical and petrochemical industry 3,642.1 2,831.5 1,662.5 -22 -41

Machinery construction (total) 14,610.2 6,048.3 4,108.6 -59 -32

Heavy, power energy and heavy-transport 1,142.9 533.6 290.0 -53 -46

Electro technology 679.4 425.7 290.8 -37 -32

Chemical and petrochemical machinery 293.1 135.6 59.0 -54 -56

Lathes and instrumental 447.7 106.4 60.8 -76 -43

Instrument construction 461.8 121.9 79.4 -74 -35

Automobile 3,288.9 1,597.4 1,703.2 -51 7

Tractor and agricultural machinery 878.3 448.0 219.9 -49 -51

Road construction 279.3 147.7 56.7 -47 -62

Light and food industries 245.8 152.9 57.0 -38 -63

Aircraft industry 1,113.8 457.5 250.3 -59 -45

Defense industry 2,589.0 1,036.6 627.7 -60 -39

Ship-building 546.3 199.8 127.6 -63 -36

Radio engineering 652.6 152.3 74.6 -77 -51

Communications tools industry 399.6 96.1 49.2 -76 -49

Electronics 1,374.2 359.1 120.3 -74 -66

Metal constructions industry 217.5 77.7 42.2 -64 -46

Wood processing 2,956.5 949.3 369.6 -68 -61

Cellulose-paper 744.1 452.5 242.2 -39 -46

Construction materials 3,561.7 1,944.9 817.2 -45 -58

Glass and porcelain industry 143.2 98.0 47.7 -32 -51

Light industry 2,488.2 1,278.7 658.1 -49 -49

Food industry 6,605.2 3,282.2 2,513.2 -50 -23

Foodstuffs 2,718.7 1,609.2 1,108.6 -41 -31

Meat and milk industry 2,173.0 1,261.5 886.0 -42 -30

Fish industry 1,713.4 411.5 518.6 -76 26

Micro-biological industry 153.7 57.3 28.3 -63 -51

(Continued on next page)
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(Table A3.5 continued)

Medical industry 417.8 191.5 153.5 -54 -20

Flour, groats, and fodder industry 588.5 420.4 272.5 -29 -35

Poligraphic industry 294.1 146.7 75.0 -50 -49

Other industries 1,099.5 301.3 224.1 -73 -26

Agriculture 37,416.5 12,879.1 7,194.9 -66 -44

Forestry 326.1 658.9 271.9 102 -59

Fishing 150.9 105.8 -30

Transportation 17,864.9 10,071.6 9,764.9 -44 -3

Railroad transport 2,276.3 1,682.8 1,417.3 -26 -16

Domestic water transport 797.0 261.4 198.3 -67 -24

Transportation of lumber by rafting 30.2 29.8 4.0 -1 -87

Marine transport 923.6 320.7 530.2 -65 65

Automobile transport 3,023.4 1,077.8 651.7 -64 -40

Roads 5,661.6 2,950.3 3,653.9 -48 24

Aviation transport 1,180.7 1,148.0 623.2 -3 -46

Specialized transport 16.2 8.8 3.4 -46 -61

City electrical transport 195.2 95.1 130.8 -51 38

Metropolitan transport 670.3 719.5 799.2 7 11

Petroleum pipes 554.8 448.7 721.8 -19 61

Gas pipes 2,481.2 1,301.1 964.2 -48 -26

Water pipes 23.5 21.9 64.3 -7 194

Loading and unloading expedition transport 30.9 5.7 2.6 -82 -54

Communication 1,997.5 784.6 597.4 -61 -24

Construction 9,375.2 3,310.5 1,900.4 -65 -43

Trade and catering 2,796.6 924.2 539.3 -67 -42

Material supply 916.9 330.9 223.5 -64 -32

Procurement 526.0 235.2 50.7 -55 -78

Other 511.3

Information and computer technology 68.6 9.7 21.1 -86 118

Commercial organizations 4.7 n.a n.a

Geological and exploration works 488.9 580.2 19

Geodetic services 2.4 n.a n.a

Hydrometeriological services 3.2 n.a n.a

Residual 5,412.5

Nonmaterial 66,189.8 45,972.0 44,282.1 -31 -4

Percent of GDP 5.1 4.4 4.8

Housing construction 38,183.9 28,973.5 27,990.3 -24 -3

Communal construction (utilities) 9,090.1 7,516.3 7,494.3 -17 0

Household services 139.0 73.5 44.8 -47 -39

Health, physical culture and social security 3,976.7 3,209.5 2,739.6 -19 -15

Education 5,118.6 3,548.0 2,792.8 -31 -21

Culture and arts 947.5 601.8 550.4 -36 -9

Science 1,813.5 594.6 382.0 -67 -36

Otner 6,920.5 1,454.8 2,287.9 -79 57

Memo item

GDP 1,300,100 1,051,919 926,899 -19 -12

Note: The sectors do not add up to the total.

a. Preliminary.

Source: Goskomstat of Russia.
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Table A3.6 Sectoral Distribution of New Fixed Investments in Russia, 1989-94
(percent of total, in current prices)

First half of
1989 1990 1991 1992 1993a 1994a

New fixed capital investment 100.0 100.0 100.0 100.0 100.0 100.0

Production (material) sphere 71.7 70.9 68.5 65.5 59.6 58.5

Industry 39.5 35.9 34.7 40.9 34.4 32.0

Agriculture 5.2 4.5 17.8 10.8 7.6 3.4

Transport and communication 14.7 15.9 9.4 8.8 10.5 10.8

Construction 9.9 11.8 4.5 2.7 1.9 1.7

Other 2.4 2.8 2.2 2.3 5.2 10.6

Nonproduction (nonmaterial)
sphere 28.3 29.1 31.4 34.5 40.4 41.5

Housing construction 16.4 16.6 18.1 21.7 25.8 26.7

Communal construction (utilities) 3.4 2.7 4.3 5.7 6.8 n.a.

Health, physical culture, and
social insurance 1.9 1.4 1.9 2.4 2.5 n.a.

Education 2.7 2.1 2.4 2.7 2.5 n.a.

Science and research 1.8 1.7 0.9 0.4 0.3 n.a.

Culture and art 0.6 0.4 0.4 0.4 0.5 n.a.

Other 1.5 4.2 3.4 1.2 2.0 n.a.

Memo item

New fixed capital investment
(billions of rubles) 143.9 144.0 210.5 2,670.0 25,235.0 34,392.6

a. Preliminary.

Souirce: Ministry of Economy and Goskomstat of Russia.
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Table A3.7 Structure of New Fixed Capital Investment by Complexes In Russia, 1991-94
(percent of total, in current prices)

Jan-June
1991 1992 1993a 1994a

New fixed capital investment 100.0 100.0 100.0 100.0

Fuel-energy complex 17.2 23.2 21.7 18.9

Metallurgy complex 3.5 4.6 4.1 3.4

Chemical-lumber complex 3.9 4.1 2.7 1.8

Machinery construction 3.5 2.8 2.8 3.9

Military sector complex 3.5 2.0 1.3 n.a.

Construction complex 5.2 4.3 2.7 2.4

Transport and communications complex 8.0 6.6 7.8 10.8

Agroindustrial complex 18.7 16.5 12.6 n.a.

Social complexb 31.4 34.5 40.4 n.a.

Other 5.1 1.4 3.9 n.a.

Memo item

New fixed capital investment (billions of rubles) 210.5 2,670.2 25,235.0 34,392.6

a. Preliminary.
b. Includes health, education, housing construction, and municipal and communal services (public utilities).
Source: Ministry of Economy and Goskomstat of Russia.
Received on April 20 and October 25, 1994.
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Table A3.8 Capacity Utilization in Russia, 1985-92
(In percent)

1985 1990 1991 1992

Cast iron 95.6 93.6 76.9 72.9

Steel 96.5 93.6 81.6 70.8

Ferrous metals 95.2 92.4 83.0 71.7

Ore 95.1 97.6 86.9 78.6

Metallurgical lathes 86.6 81.2 77.4 64.3

Pressing machines 88.1 83.2 83.1 66.3

Tractors 96.5 81.3 71.4 58.5

Wooden plates 84.3 92.0 84.5 71.6

Cellulose 90.6 88.2 76.3 68.3

Cement 93.1 93.3 88.6 74.3

Reinforced concrete constructions and goods 79.2 77.4 72.8 59.2

Cotton fabric 91.4 91.4 90.2 62.3

Shoes 88.9 86.7 82.0 60.6

Washers 87.6 87.1 80.6 59.5

Meat 83.3 76.0 66.8 57.3

Milk products 84.5 76.1 71.9 41.4

Canned vegetables and fruit 78.1 71.6 61.8 65.0

Source: "National Economy of the Russian Federation, 1992" (Moscow: Goskomstat, 1993).
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Table A3.9 Structure of New Fixed Capital Investment in Russia byType of Ownership, 1991-93
(percent of totals, in current prices)

1993

1991 1992 Percent Billions of rubles

New fixed capital investment 100.0 100.0 100.0 25,235

State enterprises 78.8 80.7 59.0 14,892

Leased enterprises 3.3 3.4 0.8 196

Joint-stock companies 5.5 6.7 28.9 7,303

Partnerships ... 1.3 3.3 836

Collective enterprises 1.0 0.9 0.8 209

Cooperatives 0.1 0.2 0.3 76

Kolxhozes 8.5 4.0 1.8 443

Housing-construction cooperatives 0.8 0.8 0.9 218

Public organizations 0.2 0.2 0.1 29

Consumer-goods cooperatives ... 0.6 0.3 77

Amalgamations ... 0.2 0.2 58

Private enterprises ... 0.1 0.1 36

Small private construction businesses 0.7 0.9 3.4 862

Source: "Capital Construction in the Russian Federation, 1993" and "1992"
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Table A3.10 Financing Sources of New Fixed Capital Investment in Russia by Type
of Financing, 1992-94
(billion rubles and percent of GDP)

1992 1993a Jan-Sept. 1994a

Amount % of GDP Amount % of GDP Amount % of GDP
Total new fixed investment 2,670.0 14.8 25,235.0 15.5 60,767.0 14.9
Estimated total investment
financing controlled by the
government 1,852.7 10.2 16,823.6 10.7 16,867.0 n.a.

Budget 699.0 3.9 8,228.0 5.1 15,966.0 3.9
Federal budget 423.0 2.3 4,425.0 2.7 9.086.0 2.2
Territorial budget 276.0 1.5 3,803.0 2.3 6,880.0 1 .7

Total extrabudgetary investment
fundsb 949.7 5.2 8,447.6 5.2 n.a. n.a.
National extrabudgetary
investment fundsb 894.5 4.9 7,687.0 4.7 n.a. n.a.

Sub-national extrabudgetary
investment fundsc 55.2 0.3 760.6 0.5 n.a. n.a.

Subsidized directed investment
credit 204.0 1.1 685.0 0.4 901.0 0.6
General investmentd 127.0 0.7 385.0 0.2 n.a. n.a.
Conversion 77.0 0.4 300.0 0.2 n.a. n.a.

Medium and long-term external
credit n.a. n.a. n.a. n.a. n.a. n.a.

Estimated of total government-
financed investment in the
commercial sectorse 1,266.8 6.8 10,040.6 6.2 n.a. n.a.

Estimated of total federal
government-financed investmentf 1,393.9 7.7 11,557.0 7.1 n.a. n.a.

Memo items:
GDP 18,093 162,300 407,800
Total domestic credit 4,621 25.5 24,917 15.4 n.a. n.a.
Medium and long-term domestic
credit 217.8 1.2 770.3 0.5 n.a. n.a.
As % of total domestic credit 4.7 3.1 n.a. n.a.

Total directed credit 3,416 18.9 7,272 4.5 n.a. n.a.
Nonagricultural sector 2,189 12.1 2,887 1.8 n.a. n.a.
Agricultural sector 1,227 6.8 4,385 2.7 n.a. n.a.

Directed investment credit as % of
total directed credit 6.0 9.4 n.a. n.a.

Directed investment credit as % of
total bank credit 4.4 2.7 n.a. n.a.

Directed investment credit as % of
total medium and long-term credit 93.7 88.9

a. Preliminary.
b. National extrabudgetarv funds include road funds and 7 industrial funds. Estimated.
c. To derive this number we assume that investment financed out of local Extrabudgetary funds represents 20 percent of the
investment financed through the regional budget. This percentage corresponds to the experience in the Yaroslavl oblast
(Freinkman and Titov, 1994).
d. Includes geological exploration surveys.
e. Based on following formula: (72%in 1992 and 61% in 1993 of centralized investment) + (15% of subnational budget in-
vestment) + (100% of extrabudgetary funds - road funds) + (100% of total directed investment credit - the difference between
centralized investment and federal budget investment).
f. Federal budget + (national extrabudgetary funds - territorial road fund) + subsidized directed investment credit.
Source: Goskomstat of Russia, author's estimates.
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Table A3.11 Level and Structure of Centralized Investments in Russia, 1991-93

Billions of rubles Percent of GDP

1991 1992 1993a 1991 1992 1993a

Capital Investment 62.2 550.4 4,669.0 4.78 3.04 2.88
Fuel-energy complex 11.5 65.5 430.0 0.88 0.36 0.26
Metallurgy complex 0.6 10.6 57.0 0.05 0.06 0.04
Chemical-lumber 2.7 14.8 159.0 0.21 0.08 0.10
Machinery construction 1.0 33.8 133.0 0.08 0.19 0.08
Complex of military sectors 6.5 19.0 270.0 0.50 0.11 0.17
Construction 3.1 14.8 54.0 0.24 0.08 0.03
Transportation and 5.2 61.3 421.0 0.40 0.34 0.26

communication
Agro-industrial complex 13.6 150.1 1,206.0 1.05 0.83 0.74
Social 17.0 154.3 1,808.0 1.31 0.85 1.11
Other 1.0 26.2 131.0 0.08 0.14 0.08

Memo item

GDP 1,300 18,093 162,300

Note: Centralized investment is defined as federal budget capital outlays plus a part of investment
directed credits.
a. Preliminary.
Source: Ministry of Economy.



Table A3.12A National Extrabudgetary Funds in the Russian Federation, 1992-94
(billions of rubles and percent of GDP)

1992 1993 First ha6fET994 -

Reven. Expend. Bal.a Reven. Expend. Bal/a Reven. Expend. Bal/a

TOTAL IDENTIFIED
EXTRABUDGETARY FUNDSb 3,432.3 2,514.6 917.7 23,547.5 20,822.6 3,148.7 n.a. n.a. n.a.

percent of GDP 19.0 13.9 5.1 14.5 12.8 1.9 n.a. n.a. n.a.
Social funds 2,087.0 1,620.1 466.9 14,292.7 13,124.8 1,571.1 20,270.7 19,365.4 2,395.9

percent of GDP 11.5 9.0 2.6 8.8 8.1 1.0 8.6 8.2 1.0
Pension Fund 1,716.0 1,325.4 390.6 10,621.2 10,385.5 559.1 13,960.9 14,004.7 473.7
Social Insurance Fund 293.1 234.9 58.2 1,968.3 1,623.9 395.8 2,727.1 2,426.5 671.8
Employment Fund 58.5 46.4 12.1 628.1 376.8 278.3 1,125.4 845.1 559.9
Social Protection Fund of the
Population 10.4 9.5 0.9 18.0 18.2 1.1 18.3 14.0 5.4
Medical Insurance Fund 9.0 3.9 5.1 1,057.1 720.4 336.8 2,439.0 2,075.1 685.1
Federal Medical Insurance Fund n.a. n.a. n.a. 54.4 28.3 26.1 103.4 73.7 55.7
Territorial Medical Insurance Fund n.a. n.a. n.a. 1,002.7 692.1 310.7 2,335.6 2,001.4 629.4

Other Identified public funds 287.0 237.2 49.8 2,378.7 2,276.8 123.8 2,519.8 2,404.9 161.0
percent of GDP 1.6 1.3 0.3 1.5 1.4 0.1 1.1 1.0 0.1
Federal Road Fund 133.2 109.6 23.6 1029.8 1026 5.8 1,211.1 1,184.6 32.3
Territorial Road Fund 153.8 127.6 26.2 1335.1 1240.1 113.6 1294.3 1209.3 120.9

Federal Ecological Fundb n.a. n.a. n.a. 3.4 3.4 0.1 2.3 2 0.4
Fund for Technological
Development n.a. n.a. n.a. 10.4 7.3 4.3 12.1 9.0 7.4

Identified "Industrial" fundsc 1,058.3 657.3 401.0 6,876.1 5,421.0 1,453.8 n.a. n.a. n.a.
percent of GDP 5.8 3.6 2.2 4.2 3.3 0.9 n.a. n.a. n.a.

Fund for the Financing of Sectoral
and Intra-Sectoral Scientific Projects,
and Activities Dealing with the z
Invention of New Products 113.9 49.3 64.6 651.2 335.4 315.8 n.a. n.a. n.a. M

Fund of Financial Regulation 564.0 396.0 168.0 3,705.9 3,152.1 553.8 n.a. n.a. n.a.
in the Fuel-Energy Complex n.a. n.a. n.a. z

Fund of Financial Regulation 104.4 62.1 42.3 958.0 591.4 366.6 n.a. n.a. n.a. h

in the Metallurgical Industry n.a. n.a. n.a.
Otherfunds 276.0 149.9 126.1 1,561.0 1,342.1 217.6 n.a. n.a. n.a.

Memo item: z
GDP 18,093.0 162,300.0 235,500.0

a. The balance does not always correspond to the difference between revenues and expenditures.

b. Data available for the first quarter of 1994 only.

c. Identified "industrial funds" - 1992 - execution, 1993 - estimates. >

Source: State Committee for Statistics of Russia (1993 and 1994 numbers are presented as in a Goskomstat document of October 19 ,1994) v.

n

x
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Table A3.12B National Extrabudgetary Funds in the Russian Federation, 1992
(billions of rubles and percent of GDP)

Total Expenditure

Centralized

Revenues Own usea Balance' Funff Balanced

I. EXTRABUDGETARY FUNDS 3,290.0 642.0 944.8 1,233.6 469.6

percent of GDP 18.2 3.5 5.2 6.8 2.6

Social Funds 2,110.8 174.7 405.5 1,082.1 448.5

percent of GDP 11.7 1.0 2.1 6.0 2.6

Pension Fund 1,741.1 53.9 406.1 918.1 363.0

Fund of Social Insurance 298.3 118.3 (20.2) 148.3 51.8

Employment Fund 59.6 0.6 21.4 10.5 27.1

Fund of Social Protection 11.8 1.8 (1.8) 5.2 6.5

Industrial funds 885.3 432.7 422.3 17.4 12.9

percent of GDP 4.9 2.4 2.3 0.1 0.1

Fund for the Financing of Sectoral 114.5 18.9 81.0 9.8 4.8
and Intra-Sectoral Scientific
Projects, and Activities Dealing
with the Invention of New Products

Fund of Financial Regulation in the Fuel-Energy Complex

Investments 537.8 349.2 180.3 6.0 2.3

Insurance 31.1 1.1 25.9 0.3 3.8

Fund of Financial Regulation in the Metallurgical Industry

Investments 80.3 46.7 32.2 0.7 0.7

Insurance 22.2 7.8 13.9 0.4 0.1

Rent payments 2.0 0.2 1.8 ... ...

Conversion Fund 36.1 6.7 29.4 ... ...

Raw-Materials Fund 51.3 0.2 51.2 ... ...

Fund of Technological Development 1.8 0.4 0.1 0.1 1.2

Russian Industrial-Investment Fund 8.1 1.5 6.6 ... ...

Otherfunds 294.0 34.7 117.0 134.1 8.3

percent of GDP 1.6 0.2 0.6 0.7 0.0

Federal Road Fund 133.5 17.4 38.3 77.7 0.1

Territorial Road Fund 154.5 15.8 74.2 56.4 8.1

Ecological Fund 6.0 1.5 4.3 0.1 0.1

Memo item

GDP (in billions) 18,093

Note: As reported by enterprises, institutions, organizations, and "centralized fund's" authorities.

a. The "own use" column reflects uses of revenues for (i) operational expenses of the funds, and (ii)--for "industrial funds"-

-for investment within the contributing enterprises.

b. Estimated balances on the accounts of enterprises. The balance is a residual: Revenues - "Own use" - "Centralized Fund"

- Balance of the "Centralized Fund".

c. The "centralized funds" column includes the use of redistributed resources among enterprises, institutions and organi-

zations within the sector.

d. Balances on the accounts of "centralized funds" as reported by the authorities.

Somiree: Goskomstat of Russian Federation.
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Table A3.13 Relative Prices of Basic Commodities
(dollar prices)

Russia
World USSR Russia Jan-Sept
1991 1991 1992 1993

Oil 120.0 1.2 14.7 19.7

Gasoline 220.0 2.4 29.2 52.6

Electric power 130.0 0.5 2.5 5.7

Gas 80.0 0.2 3.0 0.9

Coal 40.0 0.3 2.4 3.9

Rolled metals 350.0 7.7 73.2 114.1

Aluminum 1,270.0 39.0 349.9 522.7

Nickel 7,300.0 129.3 1,949.7 2,701.4

Copper 2,300.0 77.5 625.6 917.5

Wheat 176.0 7.3 38.8 69.9

Cement 68.3 1.0 3.7 6.9

Ammonia 100.0 2.7 27.8 40.4

Nitric fertilizers 80.0 4.8 50.1 67.2

Potassium fertilizers 100.0 2.4 24.8 40.5

Phosphorous fertilizers 40.0 9.7 44.2 108.0

Timber (logs) 98.2 1.0 4.8 6.3

Timber (planks) 267.9 2.1 17.0

Cotton fabrics 640.0 64.6 171.1 229.4

Milk, milk products ... ... 24.9 ...

Memo item

Average market exchange ratea 62.0 227.9 858.7

Note: Ruble prices are converted to dollars using average market exchange rates.

a. Moscow Interbank Foreign Currency Exchange.

Source: Institute of Macroeconomic Modeling and Forecasting under the Ministry of Economy.
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Table A3.14 Depreciation as a Share of Investment in Russia, 1991-93
(percent)

1991 1992 1993

Ratio of depreciation to gross domestic investment 14.0 12.7 5.4

Ratio of depreciation to gross domestic fixed investment 21.9 23.0 6.8

Ratio of depreciation to new fixed capital investment 34.0 30.6 8.9

Source: Goskomstat of the Russian Federation.

Table A3.15 Depreciation as a Share of New Fixed Capital Investment in Russia by Sectors,
1991-93
(percent)

1991 1992 1993

Total 34.0 30.6 8.9
Productive sphere 40.6 36.9 13.3
Industry 42.9 29.8 11.3
Construction 67.7 97.8 58.8
Agriculture 21.4 30.2 16.8
Forestry 16.3 7.0 1.5
Transport 51.4 41.6 11.5
Communication 46.0 53.1 23.6
Procurement 56.7 59.0 55
Material-technical supply 46.5 69.9 35.9
Trade and catering 58.6 105.1 35.6
Information 209.9 474.6 ...
Geology and excavations 37.9 7.5

Nonproduction sphere 19.4 18.6 2.4

Housing 12.4 1.6 0.4
Communal construction (utilities) 28.0 24.5 2.6
Household services 178.4 ...

Health and physical culture 24.5 33.8 4.7
Education 34.9 50.9 7.5
Science 98.0 248.0 40.5
Culture and art 21.2 86.5 10.8

Source: Goskomstat.
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