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PRESIDENT'S REPORT AND RECOMMENDATION

I submit to the Board of Directors, for its consideration and approval, the following
memorandum for a proposed strategy for the Russian Federation. The strategy
provides a general framework for the European Bank's operations in the country
during the next two to three years, giving special emphasis to actions to be taken in
the short term.The strategy has drawn on a series of consultations with the Russian
central and local authorities during recent months and on experiences gained
through the process of implementation of the Action Plan originally set up for the
former USSR last September. It has also relied on the continued coordination of our
activities with other international financial and economic organisations assisting the
Russian Federation.

The present process of democratisation and market reforms, besides reflecting the
unambiguous adherence of the Russian Federation to the principles set out in Article
1 of the Agreement Establishing the Bank, are of paramount and historical
significance.The reforms will have far-reaching political and economic
consequences for the entire world. In particular, they will be a powerful influence
on the transition of the Central and Eastern European countries, including the other
former Soviet republics to a free, market-based society.

These enormous stakes have prompted leading industrial countries and international
financial organisations to embark on urgent and concerted assistance to the Russian
Federation. However, this is only an initial step in helping the country's reform
process. External assistance cannot be confined to balance of payments support but
also has to address longer term restructuring and modernisation of Russia's
economy, so as to enhance the foreign exchange earning capacity of the country, to
build new institutions and to pave the way for a massive inflow of foreign direct
investment.

The European Bank intends to play an active and catalytic role in contributing to the
success of the Russian reforms.

Recommendation

The European Bank's operations in the Russian Federation should focus on the
following main priority areas:

- privatisation and enterprise promotion
- military conversion

- financial sector development

- energy sector

- nuclear safety

- agriculture and agro-business



Beside the above priority areas, the Bank's operations should extend to the
transport, telecommunication and social sectors, as well as to urban and municipal
development and environmental protection.

I am satisfied that the proposed Strategy for the Russian Federation complies with
the Agreement Establishing the Bank, and recommend that the Board approve it.

Jacques Attali
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SECTION 1:
POLITICAL OVERVIEW

The Russian Federation, in its current form, appeared on the world's political map
after the dissolution of the USSR in December 1991. The history of the territory
which comprises the Federation is deeply rooted in the history of pre-revolutionary
Russia.

When the Russian Federation was a member of the USSR, political and
governmental structures duplicated work done at union level. The Russian
Government was largely subordinated to central government and Parliament (the
Supreme Soviet) played a nominal role. The Communist Party of the Soviet Union
was the dominating force on the internal political scene. No other political parties
existed .

Under the perestroika policy initiated by the Gorbachev government in 1985,
popular democratic movements and associations in Russia revived. At the same
time the independent role of both the Russian Parliament and government became
more evident and revealed a potential willingness to advance democracy and the
transition to a market economy more radically than the central authorities seemed to
envisage. However, the practical effect of those efforts was considerably
constrained by indecision and lack of clarity in central government policy.

Nevertheless, as general disenchantment with Gorbachev's policies and with the
inability of central government to embark on radical economic reform grew stronger
all over the former Soviet Union, it became obvious that Russia's opposition to the
preservation of the union was fuelled by similar forces in other republics. This
brought efforts to create a new economic and political union of the former members
of the USSR to a virtual halt .

(i) Democratic Progress

Democratic developments in Russia generally followed the course of events in the
USSR.

The election of the Congress of People's Deputies in March 1990 was organised
through the Communist Party apparatus. Local elections to regional and local
councils were more open, free and fair. In several places they brought to power
radical, anti-communist leaders. In the Russian Federation general elections,
radical communist and non-communist candidates campaigned together in a
coalition group known as Democratic Russia. They won big majorities in the
Moscow and Leningrad city councils and Gavriil Popov and Anatoly Sobchak,
reform-minded radicals, were re-elected mayors of Moscow and St Petersburg
respectively.

On 13 March 1990, Article 6 of the USSR Constitution establishing the supremacy
of the Communist Party of the Soviet Union in the Soviet political system, was
abolished, opening the way for a transition to multi-party democracy. A dozen or



so small political parties, sprouting up almost daily, came into existence, including
Constitutional Democrats, Social Democrats, Liberal Democrats, -Liberal
Conservatives, Socialists, Anarcho-Syndicalists, etc.

Basic legislation for the transition to a market economy began to be adopted in early
1990, including laws covering legislation on property, leasing, land, privatisation,
joint stock companies and foreign investments.

A key moment was the landslide political victory for Boris Yeltsin in the first
democratic presidential elections on 12 June 1991. This election legitimised
Yeltsin's radical anti-centre position and made it possible for democratic forces to
unite around him thus counter balancing the role and influence of Gorbachev.

Then came the failed coup d'etat in August 1991, which brought about dramatic
change and started the process of disintegration of the USSR.

(ii) Political Scene in 1992

The current political situation in Russia remains unclear. The country lacks a
structured civil society and political parties which represent the interests of large
social groups. As a result, there is no one party in power. Prominent political
figures appear somewhat spontaneously in the forefront of political life. They do
not usually have a well detailed programme of action and hence their social base of
support depends on their personal appeal.

The reform process in Russia has nonetheless resulted in a substantial regrouping of
political forces to date. There are currently three main orientations, although the
strength of each is constantly changing: support for market reforms undertaken by
government; loyal opposition, which supports the reforms but not the government,
and conservative opposition, which rejects the government and its policies and
emphasises nationalistic patriotic values and pro-communist ideas.

At the beginning of 1992 there were 16 political parties in Russia officially
registered with the Ministry of Justice. However, all are in embryonic form and
essentially Moscow-based, without roots in the countryside.

Pro-government and pro-democracy parties continue to be in crisis. Attempts to
consolidate the various democratic factions have so far produced few results.
During the first months of 1992 the Democratic Party of Russia, the Social
Democratic Party of Russia and movements such as "Democratic Russia” and
"Democratic Reforms" continued to lose support at local level and became involved
in rivalry, searching for a role model for constructive opposition to the present
government.

The development of a new type of communist movement continued in 1992. Its
core 1s the new Russian Communist Workers' Party, which claims to have local
party cells in all major industrial centres. The long-term objective of the movement
is to restore the socio-political system which existed before the August 1991 coup.



Methods employed include a variety of anti-government rallies and campaigns
which serve to maintain tension in society.

Nationalist parties are on the increase. Among them the Russian party is notable for
its extremist position in favour of creating an ethnically pure "Republic of Rus".

The situation in the ex Soviet army seems stable, although this is a difficult
judgement to make and the ability to manage the troops is considered to be lower
than normal. General uncertainty and economic difficulties have led to pilfering of
arms and ammunition. Russian armed forces are to be created in the near future,
consisting of about 1.5 million volunteer servicemen rather than conscripts.

There has been an increase in eriminal activity. The number of crimes are
estimated to have increased by almost 25% in the first two months of 1992 in
comparison with the equivalent pertod in 1991. Theft of state and personal property
increased by 50% using the same comparison. The number of young people
committing criminal offences is on the increase. There are believed to be some one
million unregistered firearms.

The biggest danger now is the prospect of further dissolution and the break up of
the Russian Federation.

In an attempt to avert such a crisis, a Federal Treaty was signed in Moscow on
31st March 1992 by 18 of the 20 republics of the Russian Federation (Tatarstan and
the Chechen-Ingoush Republic did not sign). The Congress of the Russian
Parliament, which took place in April 1992, approved the Treaty which has become
part of the Constitution. The treaty does not envisage that individual Republics will
be independent subjects of international law.

President Yeltsin will certainly be expected, by his supporters and the opposition, to
stand firm in defence of Russia's statehood, by supporting both the integrity of
Russia and the ability of local elites to influence central government policy.

As the gap widens between the efforts of Yeltsin's team to cope with tremendous
economic difficulties on the one hand and popular sentiment increasingly alienated
from these reforms on the other, the government has stressed the need for massive
financial and political support from the West in order to achieve its democratic and
market-oriented objectives. The G-7 countries recently gave a positive response to
this appeal in welcoming Russia into the IMF and World Bank and giving the green
Iight to a multi-billion dollar financial package to support, and conditional upon,
ongoing economic reform.

There is freedom of speech and the media in the Russian Federation and these
rights were exercised to an unprecedented degree in 1991 and 1992, albeit, as
elsewhere in the region, constrained by economic circumstances.

Recently however there has been criticism in the press about the policy of the
government towards the mass media. Under the new market conditions, many



journals and newspapers had to close. Former pro-communist newspapers started to
experience difficulties with supply of paper or necessary equipment and they
claimed pro-government magazines and newspapers were enjoying preferential
treatment. This has led to speculation that the government has started to exercise
control over the press under the cloak of economic difficulties. There is not enough
evidence so far to substantiate these allegations.

Academic life was in flux in 1991 and early 1992. The banning of the old USSR
Communist Party activities nationwide affected all institutions of higher learning,
with all curricula coming under thorough review and revision. While full access to
archives continued to be difficult, access to Western-produced books, magazines,
journals and other educational materials increased dramatically.

There has been considerable progress in the field of human rights. Despite serious
social and political problems, the Russian Parliament recently passed a number of
legal acts on human rights. It approved the Declaration of Rights and Freedoms of
Individuals and Citizens which establishes all fundamental rights and notes the need
to bring Russian legislation into line with generally recognised international
standards. In particular, the declaration emphasises the wish of the Russian state to
abolish capital punishment, to provide for an alternative to military service and the
individual's right to compensation for the violation of their human rights. The
organisation of parliamentary supervision over human rights and freedoms is under
consideration and the Parliament plans to establish a post of Parliamentary
Commissioner (Ombudsman) for this purpose. A draft law for such a
Commissioner is being prepared.

The Constitutional Court of Russia has been formed with broad powers to abrogate
laws inconsistent with the Constitution and to supervise the practical implementation
of existing laws. The first case taken up by the Court early this year was the
Presidential Decree on the Amalgamation of Law Enforcement and State Security
Organs. This was declared unconstitutional by the Court.

Parliament has adopted legislative acts on states of emergency, on the rehabilitation
of victims of political repression and on the rehabilitation of repressed peoples. It
has also discussed and adopted the principles of judicial reform, introduced changes
to the old Constitution and continues work on a new Constitution.

However, the latest Congress of the People's Deputies was unable to adopt the new
Constitution because of political disputes between different parliamentary factions.
This was considered a major drawback to the work of the Congress, which was only
able to approve "the general concept and basic proposals” of the new Constitution,
as drafted by a special parliamentary commission. It is expected that work will
continue throughout 1992 on the basis of proposals submitted during the session of
Congress.



" The country also faces serious difficulties with the practical implerrientation of
numerous legal provisions, the threat of authoritarianism and the temptation to
sidestep the law in search of economic or political stability at the expense of human
rights.

In fact, in many ways the human rights situation in Russia remains far from
satisfactory. Of particular concern is the situation in the army where inhuman
treatment and disregard of soldiers' rights sometimes have tragic consequences. To
date there is also no legislative protection for the rights of refugees forced to leave
their homes as a result of inter-ethnic or other conflicts in the territory of the former
Soviet Union. The deplorable situation in Russian prisons and inadequate
implementation of the rights of people under investigation and those convicted still
exist, as does the requirement for people to register their domicile with the police,
despite numerous proposals to remove this obligation.

There are many other problems caused by the aggravation of inter-ethnic relations in
some regions of the country as a result of the ignorance of the population and public
authorities of legal norms and the general lack of understanding and experience of
the values of individual human rights and dignity.

In foreign policy, Russia preserved its membership in all international organisations
of which the USSR was a member and strictly observed all international treaties
signed by the USSR, It is pursuing disarmament policy and the integration of the
Russian economy into international trade and financial systems. Russia is active in
the CSCE and has special guest status at the Council of Europe.

The greatest foreign policy challenge is relations with ex-USSR republics,
particularly with Ukraine and Moldova. Disputes over the fate of the Black Sea
fleet, Crimea, the self proclaimed Dniester Republic and the sharing of the ex-
USSR 's foreign debt and assets abroad continue to threaten these relationships.

The country is entering a second, crucial phase of economic and political reform.
The scope and abruptness of economic change has, inevitably, serious political
implications. De-industrialisation during the transition process will result in mass
unemployment and there is a lack of government funds for unemployment benefits
and social protection. This in turn may speed up the ongoing process of
regionalisation of economic reforms and endanger the existing, federal fiscal
system. This process may lead to the division of the Federation into relatively
autonomous regions with authoritarian administrations and may revive separatist
tendencies.

Since Russia has fairly weak institutions, one of the main challenges is to install a
strong hierarchy of executive power supported by political structures, in order to
ensure the implementation of federal laws and regulations throughout the country.
The speedy adoption of a new Constitution is a priority so as to provide a definite
legal foundation for Russia's integrity and for further development of democratic
institutions.



SECTION 2:
MACROECONOMIC OVERVIEW

In the second half of 1991, the Russian Federation gradually assumed authority over
the central institutions and means of economic policy-making of the Soviet Union,
and embarked from early 1992 on a harsh shock therapy, forcing the other former
Soviet republics to follow suit. On 27 February, the Russian government adopted
a new comprehensive programme of stabilisation and market reform for the next
three quarters of 1992. The G7 countries pledged $24 billion in financial assistance
during 1992, to back the Russian reform process. Although the originally planned
austerity measures have, in the meantime, been somewhat eased, or delayed, the
fundamentals of the new governmental programme essentially remained intact
despite the severe challenges during the Congress of the People's Deputies held in
April.

2.1 STRUCTURAL REFORMS

The transition to a free market-based democratic society in the Russian Federation
has started from particularly unfavourable conditions judging even by East European
standards. The inherent difficulties of the transition process have been aggravated
by a number of factors: (i) the collapse of an empire into 15 ethnically
heterogeneous countries; (ii) the political, economic and socio-psychological
legacies of a more than seven decade-long existence of the Soviet system; (iii) the
additional complexity of the transformation stemming from the mere size of the
country, and (iv) the special burdens and hurdles connected with the conversion of
the huge military industrial complex. Both scale and degree of the required
structural transformation are unprecedented. The exceptional endowment of the
country with natural resources could not ease the burden of adjustment as yet.

(i) The process of price and trade liberalisation

The cornerstone of the original stabilisation and reform package was the large-scale
price liberalisation effective on 2 January 1992. About 90% of the consumer prices
and 80% of the producer prices have been freed from administrative controls and
major rises were implemented for prices which are still regulated. The new
governmental programme envisages lifting all remaining price controls on consumer
goods and services (except on housing rents, communal services and public
transport) by the end of the first quarter. An even more important change will, be
the increase, presumably from June 1992, of the producer price for crude oil from
the present R 350 per tonne (excl. VAT) - representing a mere 3% of the world
market price - to R 2000 - 2600 per tonne (to one third of the world market level,
assuming an exchange rate of 50 roubles per USS$). After a further hike to about
two-thirds of the world market price on 1 January 1993, the oil price is to be
deregulated by the'end of 1993. The gradual but major corrections in relative
energy prices are to play a key role in the restructuring of the Russian economy and
in the increase of its hard currency earning capacity.



The price liberalisation was coupled by similar changes to foreign trade and
currency regulations. From early 1992 imports also were almost fully liberalized
while about 70% of exports remained subject to quantitative restrictions. The
removal of export quotas and licences is scheduled by 1 July 1992 except for
restrictions on the export of fuels and arms. The ruble has been drastically devalued
against the convertible currencies. From the beginning of 1992 a a new official
exchange rate of 110 rubles per US$ and a special commercial rate of 55 roubles
per US$ replaced the previous commercial rate of 1.7 roubles per US$. Beside
these rates, however, numerous other market and official exchange rates are also
functioning, resulting in a highly segmented and increasingly confused multiple-
exchange rate system. One of the crucial objectives of the new governmental
programme is the unification of exchange rate and its use as a nominal anchor for
the stabilisation policy. As a first step in this direction, the programme envisaged
the adoption of a dual exchange rate system by 20 April. However, the Russian
government has finally decided to introduce a unified exchange rate following the
liberalisation of oil prices. Numerous restrictions resulting in strong segmentation
of the currency market will be abolished. The foreign currency surrender
requirements for exporter enterprises will be gradually increased to 100%.

Important steps of liberalisation have also taken place in the field of domestic trade.
A presidential decree of 29 January 1992 dismantled the restrictions on trade inside
the Russian Federation with the exception of some specifically prohibited trading
activities.

A controversial element of the liberalisation process has been the deregulation of the
wage system from November last year. It is in striking contrast to the earlier shock
therapy programmes of the other East European countries and represents a serious
danger to the anti-inflationary policy in view of the still rather soft budget constraint
of state enterprises. To limit the risk of a wage-price spiral, the implementation of
a progressive wage tax scheme is envisaged to be implemented if excessive wage
increases occur.

Despite the liberalisation process, competition in the Russian economy is still in its
infancy. Several administrative controls have been retained or reintroduced (mainly
in the regulation of monopolistic enterprises) because of the overwhelming weight
of the state sector, the widespread monopolistic positions of state enterprises, the
need to halt the fall in production and trade, and lack of import competition. The
government intends to phase out these temporary controls by mid 1892 and
eliminate all remaining elements of centralised distribution by the end of the year.

(ii) Tax reform and tax collection

As an integral part of the reform process of the financial sector, the Russian tax
system has undergone major changes since late 1991. The Russian Parliament and
Government undertook a comprehensive programme, in order to replace the former
state financing structure with a market based one. The tax reform package consists
of a framework law on taxation and a series of laws on particular taxes. The
framework law lays down general taxation rules, tax-payers rights and' duties,



penalties and tax administration powers, and specifies the division of tax incomes
between different levels of governments. Contrary to previous practice, the new
law generally treats the granting of tax exemptions and privileges as a prerogative of
the legislative powers.

By March 1992, the laws on value-added, individual income, enterprise profits,
enterprise property and excise, taxes had already been passed while other laws on
particular taxes are still awaiting finalisation and/or presidential approval.

The State Tax Service was established in December 1991 with ministerial status. It
is a centralised agency in charge of collecting all government revenues at all levels
of government (except custom duties), and is in the process of restructuring and
modernisation. At present both the number and the qualification of the tax officers
are unsatisfactory.

Despite the undertaken reform measures, the functioning and macroeconomic
impact of the Russian tax system is fraught with major problems. The height of the
tax burden, and the frequent changes in tax regulations, have had several adverse
effects on the investment climate, export activity and tax compliance. The present
lack of adequate coordination of the fiscal policies inside the Ruble Zone threatens
to undermine the common economic space. The protracted recession erodes the tax
base. Tax collection is hindered by a number of serious factors, mainly by the
traditionally low level of tax discipline of both the enterprises and the individuals,
and by the limited enforcement capabilitities of the tax authorities.

Substantial improvements in the efficiency of the tax system and, in particular, that
of the tax collection are major preconditions of the stabilisation of the Russian
economy. :

(iii) Private sector development and privatisation

A significant erosion of the traditional Soviet-type ownership structure crept in
during the perestroika period. New, previously unknown ownership and
entreprencurship forms have emerged. The overall share of joint stock companies,
leased enterprises, economic associations, joint ventures, industrial cooperatives and
private and individual accounted for more than 15% of employment and GNP by
the end of 1991, up from virtually nothing in the mid 1980s. This figure cannot be
interpreted, however, as an indicator of the actual role of the private sector in the
Russian economy, since the bulk of these enterprises are owned directly or
indirectly by the state. Over 80% of industrial cooperatives, too, were controlled
by state firms.

The profitability of some activities of the so-called alternative sector was based on
regulation, in particular the difference between officially regulated and market
prices. Following the price liberalisation, the number of opportunities for this kind
of operation has been reduced.



A real breakthrough in Russian private sector development can be expected from the
implementation of the State Privatisation Programme set forth in a presidential
decree of 29 December 1991.

Under this programme, 25% of the Russian state-owned sector is to be placed into
private hands during 1992. The privatisation plan emphasizes speed and simplicity.

Despite its crucial macroeconomic role in the structural transformation of the
Russian economy, in improving efficiency, encouraging competition and attracting
foreign investment, the government had to recognise the absence of an overall
framework for privatisation. During the first few months of 1992, numerous
regulations have been prepared to govern the process, to finalise the State
Privatisation Programme and adopt it by the Supreme Soviet. The government is
only now proceeding with its implementation. Most of the privatisations already
taking place are spontaneous transactions initiated by enterprises. Some of these are
regarded as so called nomenklarura privatisations.

According to the new governmental stabilisation and reform programme, and a new
privatisation scheme under preparation, the privatisation process has to be speeded
up mainly from the fourth quarter of {992. To this end the conversion of all
enterprises with over 200 employees into corporations has to be carried out by 1
September, and a detailed plan for a massive ownership transfer (based on the free
distribution of coupons) has to be worked out and implemented by this autumn! ,

(iv) Foreign direct investment

Despite the doubling of their numbers in the course of last year, the role of joint
ventures remains marginal in the Russian economy. The statutory capital of the
2,600 JVs registered by the beginning of 1992 totals about R 6 bn, of which just

R 2 bn cover foreign participation. In certain sectors, however, I'Vs account for a
sizeable part of output (10 and 7% in the telephone and the computer technology
industries, respectively). Their spillover effect on the fledgling Russian free market
sector is also not negligeable. The remarkable growth in output and exports by joint
ventures (an increase by factors of 2.7 and 2, respectively, last year) was partly due
to favourable legislative and regulatory changes. A liberal Law on Foreign
Investment in the RSFSR was adopted in July 1991 and joint ventures enjoyed
significant advantages as regards tax, trade and currency regulations.

In 1992, however, the investment climate for foreign investors has considerably
deteriorated. The advantages have been strongly curtailed under the new
regulations. Joint ventures are no longer entitled to a tax holiday. A tax is now
levied on reinvestment in corporate development. The present system of export
taxes also has several disincentives for joint ventures.

! For detailed objectives, methods and implementation problems of the Russian privatisation process
see chapter 3.2.



Foreign investors face tough restrictions on their participation in the privatisation
process. They are encouraged to acquire (1) enterprises in the construction and
food preessing industries, (i) enterprises suffering from shortages of imported
inputs, and (iii) loss-making enterprises. In other areas JVs are as a rule subject to
separate limitations or have to receive special permission. In addition, because of
the unrealistically undervalued official and free market exchange rates of foreign
currencies against the rouble, foreign investors have been in practice temporarily
excluded by the government from the privatisation process until the new exchange
rate regime and the revision of the enterprises' book value are put in place.

A favourable development is that the Law on Mineral Resources adopted in
February 1992, allows concessions and production sharing. A recent presidential
edict "On the sale of land to citizens and legal persons in connection with the
privatisation of state and municipal enterprises" allows non-farm land to be bought
by foreign investors as well. Previously, joint ventures had been permitted only to
lease land, '

The new governmental programme stipulates that with the introduction of the new
exchange rate, foreign investors will have free access to foreign currency for
dividend and profit repatriation. Measures will be taken to unify economic
regulations of national enterprises and joint ventures. Most of the restrictions on
participation of foreign investors in privatisation are to be removed by the end of
this year.

v) Economic relations with other former Soviet Republics

One of the most powerful factors influencing both the Russian reform process and
macroeconomic economic developments is the transformation of interrepublican
trade from domestic to external and from primarily administrative distribution to
market-based economic relationships.

In an attempt to prevent further disintegration, the former Soviet republics, other
than the Baltic states and Georgia, established or joined the Commonwealth of
Independent States (CIS) last December. The original Economic Pact of the CIS
envisaged - along the lines of previously rejected treaties on economic
union/community - the maintenance of the ruble as a common currency, the creation
of a banking union, the preservation of common economic space and close
coordination of the economic reforms. Despite these agreements in principle,
export controls and monetary conflicts intensified, especially after the price
liberalisation.

Beside the Baltic states and Ukraine, Moldova and more recently Armenia officially
declared their intention to introduce a separate national currency. A number of
other states are also considering the option of leaving the Ruble zone.

From early 1992 the Central Bank of Russia (CBR), in order to prevent the

spillover of ruble balances, created a new clearing system and payments mechanism
for Russia's relations with other former Soviet republics by introducing a system of
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correspondent accounts. Through this payment system any former republic to
increase its ruble stock in circulation must either run a balance of payments surplus
. with Russia or has to pay interest (currently set at 20%) for obtaining additional
rubles. Numerous important details of the clearing arrangements, including the
specification of possible credit limits have not as yet been decided.

The bulk of trade relations with the other former republics are mainly covered by
annual bilateral interstate agreements comprising the planned volumes of mutual
trade flows and an indicative list of goods to be exchanged. The implementation of
these agreements in the case of Russia has been based on non-mandatory state
orders and the issue of quotas and licences.

Regarding the concrete trade mechanism important changes were decided during a
CIS meeting in Minsk on 14 February 1992. An agreement was reached about the
application of free market prices between enterprises and organisations of the CIS
states. Exceptions to this rule are possible in the case of some basic products and
products of monopolist enterprises if the Parties decide so. The CIS states were
also given the right to impose payment restrictions if imbalances in trade were to
occur. The states also decided to establish a consultative Customs Council to
prepare and implement a common customs policy,

The new Russian stabilisation and reform programme represents a turning point
with respect to interstate relations as well. The Programme envisages the
elimination of export quotas and licenses for non-energy products, parallel with
those applied to trade with third countries, by July 1992. Quantitative restrictions
on shipments of energy products will remain until the complete deregulation of their
prices. In the meantime Russia will only charge domestic prices for these products
(net of export taxes) implying a gradual phasing out of implicit price subsides. The
Russian government is committed to preserve the common econormic space, promote
direct enterprise to enterprise trade and reduce the direct involvement of
Government in trade relations. At the same time it is committed also to honour
existing bilateral agreements covering trade in 1992.

The programme invites the other former republics to reach agreement on the
coordination of monetary policy in the ruble zone, including equitable arrangements
on credit targets, interest rates, reserve requirements, the integration of currency
markets and procedures for currency issue within the Ruble Zone. It also seeks to
conclude agreements on the orderly withdrawal of rubles in those states that choose
to introduce their own national currencies.

The prospects of such mutually respected agreements continue to remain rather
uncertain.
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2.2 MACROECONOMIC DEVELOPMENT
(i) Output and employment

The disintegration during 1991 of the Soviet economic system, coupled with a sharp
contraction of the foreign trade turnover, resulted in a decline in real Russian NMP
of 11% and a fall in industrial production of 8%. The downturn affected the
Russian economy across the board, including such vital sectors as energy and
agriculture.

The recession was aggravated at the beginning of this year by the combined effects
of a further dislocation of the traditional economic links with former Soviet
republics and the acute shortage of imported production inputs. Industrial
production fell by 13,5% and output of oil by 12% in January-February 1992, over
the same period of the last year. The output contraction was especially serious in
the food processing industries, and in several sub-branches of metallurgy and
machine-building industry (above 20% in January-February). Real NMP is
projected to fall by 15-20% in 1992 as a whole.

Registered unemployment at the beginning of this year was barely 60,000, an
artificially low figure in view of the sharp decline in production. With the actual
take-off of the restructuring process and further strengthening of the financial and
monetary squeeze, around 6-8 million people (or 8-10% of the work force) could be
unemployed in Russia at the end of this year - even according to official projections.

(ii) Financial sector -

Russia inherited (or more precisely unilaterally took over) a fiscal and monetary
system in total disarray. The consolidated budget deficit last year exceeded 20% of
GNP. The deficit was almost completely monetized for lack of other, non-
inflationary financing facilities. The monetary expansion was out of control: the
total domestic credit of the banking system and cash in circulation grew by 93% and
106% respectively. The imminent danger of hyperinflation was further increased
by the lack of any clear rules for monetary cooperation among the 15 newly created
independent states still using the rouble as a common currency.

It is against this background that the Russian stabilisation attempt has been
embarked upon from early 1992. The government targeted a reduction in the
budget deficit from over 20% to 1% of GNP during the first quarter. Military
procurement has been cut by about 80-85%. A drastic reduction has taken place in
investments from centralized sources as well as in price and enterprise subsidies.
On the revenue side, a steep 28% VAT, a new system of export taxes and a highly
progressive personal income tax are to secure the overwhelming part of the needed
funding. In the meantime, however, the government (under mounting pressure of
different social groups) has taken some steps away from its original objectives by (1)
increasing coal miners' wages and pensions and (ii) allowing VAT reduction on
some basic items. The tax collection system also encountered significant
difficulties; especially the VAT and export tax revenues lagged behind the planned
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amounts. Nevertheless the budget deficit, as a result of the severe sequestering
mechanism introduced in January and the concommittant severe expenditure cuts,
reached only 1,5% of the GNP over the first quarter, well below the earlier
expectations! . ‘

Against initial odds, monetary policy has been tightened significantly. While at the
end of last year the stock of broad money was about 60% of the GNP, by the end of
March 1992, that ratio had fallen to well below a quarter. Inevitably, money
became very short, particularly cash, the demand for which significantly surpassed
the capacity of the printing facilities. A 15% overall credit ceiling was set for the
first quarter of 1992, Beside that, the annual rate of interest for the Central Bank's
refinancing credits to commercial banks was raised from 2-9% in 1991, to 20% at
the beginning of 1992, and was further increased to 50% in April. Reserve
requirements have also been gradually enhanced and reached 20% in April. As an
adverse reaction to the tough monetary squeeze, but well known from previous and
current East European experiences, inter-enterprise payments arrears have surged
from a Rbs 38bn level, at the beginning of this year, to about Rbs 900bn by mid-
April, to a fifth of the GNP. This phenomenon is partly attributable to the
traditional lack of a credible bankruptcy threat for the Russian enterprises. A
presidential decree on bankruptcy is expected to be issued in the near future which
will allow the government to force numerous enterprises into liquidation and to
improve the general financial discipline through the demonstration effects .

(iii) Inflation and stabilisation attempts

As a result of the price liberalisation on 2 January, a substantial part of the
repressed component of Russian inflation was translated into open price increases
leading to an estimated 350% hike in consumer prices and a 500% increase in
wholesale prices in the course of January. In February, inflation reportedly slowed
down to a monthly rate of 25%. The rouble auction exchange rate against the dollar
gradually fell from its peak 230 Rbs/$ level at the end of January to about 140Rbs/$
by March, providing the most encouraging sign so far of recovery of the financial
system. Due to the major price rises, the monetary overhang has also become less
of a policy issue.

Due to the extreme fragility of the initial stabilisation achievements, the Russian
government has firmly committed itself to additional measures of stabilisation in its
new IMF backed programme for the last three quarters of 1992. By further cutting
enterprise and consumer subsidies, strictly restricting expenditures in line with the
receipt of revenues, reducing different tax exemptions and preferences, increasing
tax revenues and limiting the night of local authorities to finance budget deficits
through bank borrowing, the government intended to eliminate the budget deficit by
the fourth quarter of 1992. This target, however, had to be revised upwards (to
about 5% of the GNP) as a consequence of new commitments made by the Russian
government in early April in the field of tax reductions and increased budget

I The budget deficit, according to the Russian methadology, is calculated on a cash basis. On the
basis of commitments, this data would be about 4% higher.
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expenditures. The monetary policy for the remainder of the year aims to keep
monetary growth in line with the targeted inflation rate. Ceilings on the Central
Bank of Russia's credit expansion to the commercial banks will continue to remain
the main instrument of credit control for the foreseeable future. At the same time
~ the Central Bank has committed itself to moving its refinancing rate to a positive
real level as soon as possible. Nevertheless, the monetary policy remains the most
vulnerable element of the Russian stabilisation efforts. On the one hand, because of
the data difficulties and uncertainties about monetary linkages, a quantified credit
and monetary programme cannot be elaborated for the time being. On the other
hand, the Russian government, besides revising upwards the planned budget deficit
for 1992, has decided to expand credit emission to the economy by Rbs 200bn ,
which is expected to generate a total increase of Rbs 400-500bn, a rise of about a
quarter. This credit package aims, primarily, to counteract the still deepening
recession of the economy in selected areas, including agriculture and the oil
industry.

Following the liberalisation of oil prices, it is officially expected that the general
price level will increase by an additional 50-75%. The government originally
planned to curb the monthly level of inflation to between 1 and 3% by the last
quarter of 1992, and, even after easing financial policies, aims to curb it to 3% by
the end of the year. One of the basic preconditions is a lasting strengthening of the
exchange rate of the rouble. The government now suggests a crawling peg (an
adjustable exchange rate) to be backed by a requested currency stabilisation fund
contrary to its earlier commitment to a pegged exchange rate. Given the
uncertainties and the recent easing of the monetary policy, a pegged exchange rate
could result in a substantial overvaluation of the currency. Under these -
circumstances, the option of a crawling peg as a transitory policy device backed by
the ruble stabilisation fund, may be justified.

(iv) External trade and debt

Particularly turbulent changes have been taking place in the area of foreign trade.
Last year Russian exports fell by 29% while imports plummeted 46%! . The trade
collapse was concentrated mainly on ex-CMEA countries. The sharp compression
in imports led to a marked improvement in Russia's notional trade balances,
reaching a surplus of $11.8 bn in the total balance and a surplus of $7.3 bn in
convertible currency trade in 1991. These surpluses, however, were almost fully
used up to cover the financing needs of the other republics of the USSR.

In 1991, the USSR's current account showed a deficit of $5.8 bn in all currencies
and of $4.2 bn in convertible currencies. The USSR was effectively denied access
to the international capital market since early 1990 and Western banks have
dramatically reduced their exposure to the Soviet market. This tendency was
counterbalanced by continued access to official credits last year. At the same time

! Interrepublican trade according to rough estimates fell by about 15% last year.
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Soviet gold and foreign exchange reserves have fallen steeply and were nearly
depleted by the end of 1991} .

In any case by the latter months of 1991, a liquidity crisis developed which has
persisted ever since, despite a series of debt deferral agreements reached between
the eight former Soviet republics assuming joint and several responsiblity for the
USSR's debt and both the official and the private creditors. On 4 December 1991,
most of the former Soviet republics had reached an agreement, in principle, on
questions relating to the allocation of assets and liabilities of the ex-USSR. Russia's
share in the total amount of the debts and the assets is 61,34%. However, much of
this agreement has not been implemented as yet. By the beginning of March 1992,
significant arrears had built up in servicing the debt, which amounted to $62 bn (not
counting debt owed to ex-CMEA member countries). Obviously new and more
viable agreements are needed regarding both the size and mechanism of the
implementation of debt servicing.

The projections for Russia's foreign trade this year (in all currencies), predict a
deficit of about $1 bn. Exports are projected to fall from $57 bn in 1991 to $49 bn
in 1992, while imports are assumed to rise from $45 bn in 1991 to $50 bn this year
(offsetting only a small fraction of the huge fall of $37 bn during last year)? . The
balance of payments' forecasts indicate alternative financing gaps of $12,3 bn, or of
$17 bn depending on whether the Russian Federation will honour only 61,34% of
100% of the debt service obligations of the ex-USSR,

In early April, the G7 countries unveiled a $24 bn aid programme for the Russian
Federation. The package consists of $18 bn in credits and credit guarantees, and of
a $6 bn ruble stabilisation fund. This sizeable and timely Western financial
assistance can certainly help to increase Russian imports and reduce the degree of
recession, to strengthen and stabilise the ruble at a unified exchange rate and can
substantially contribute to the survival of the Russian stabilisation and reform
process. But it will not reduce the need for such assistance in 1993. The scheduled
debt service obligations for the former USSR territory are close to $20 bn in 1993,
exceeding by more than $4 bn the original debt service burden for 1992. Given the
special responsibilities of the Russian Federation for servicing the debt, and
supplying the other Independent States with energy at still heavily subsidised prices,
as well as the initial adverse effects of the reform process on the production and
export, a financing gap of similar magnitude to that of 1992 could be expected for
1993.

! Together with these developments, a sizeable capital flight must have been caried out from the
USSR in 1991. Estimates by various sources about its possible amount are extremely contradictory,
ranging from $2-3 bn to $20 ba.

2 It is an encouraging sign that during the first quarter of 1992, the import collapse of last year has
been halted, while exports, after declining to a monthly $2,2 bn in January, have increased to

$3,8 bn in February and to $4,8 bn in March.
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SECTION 3:
BANK STRATEGY: PRIORITIES AND INITIATIVES

Resources available for the CIS region, following the resolution of the Board of
Governors, that the limitation on the Bank's financing and operations applicable to
the former USSR is no longer appropriate, are still limited to 40% of the Bank's
total lending until the end of 1994. The allocation among the CIS countries will be
carefully examined based on the financial needs and economic environment for
project implementation, and commitment to economic reform. Available resources
are scarce in comparison with the huge financial need of these countries. In such
circumstances, Bank operations in Russia should focus on a limited number of
carefully selected priority areas, avoiding overlapping, and closely coordinating
with, other multilateral institutions and bilateral donors. Also, the Bank is expected
to play a catalytic role to attract additional private and official resources.

3.1 GENERAL ORIENTATIONS AND ISSUES

This strategy identifies medium-term policy orientations and the Bank's priority
activities in the next two to three years, with more precise short-term focuses, based
on the current economic environment and constraints.

The Bank has been actively involved in assistance to the Russian Federation based
on the Action Plan approved by the Board last September. Main areas of focus
were (1) privatisation, (ii) financial sector, (iii) agricultural distribution, and (iv)
energy sector. Initial activities were mainly in the form of technical assistance, as
the ceiling for lending and investments to the former USSR was in force. The Bank
made progress in privatisation advice, training in the financial sector, and a study of
the agricultural distribution system. The total commitment for technical assistance
was ECU 17 million by the end of March 1992. In addition, two commercial loan
projects were approved by the Board.

The strategy for the Russian Federation is based on these experiences, and will also
take advantage of the Board's decision referred to above. The Bank needs to
establish quickly a solid pipeline for lending and investment projects, and
consequently technical assistance will focus on project preparation. However, the
Bank will continue to provide stand-alone technical assistance in the priority areas
which are specified in this strategy.

The main thrust of the strategy for the Russian Federation is to support its economic
stabilisation and institutional reforms. Its success will have a significant favourable
impact on reform efforts of other CIS and CEE countries. Its failure will have
grave implications for the world's economic and political stability. The Bank, with
other international organisations and the world community, should provide urgent
and coordinated assistance to support the programme.

The Bank's role will be twofold. During the most critical period of the next several
months, when the Russian economy will suffer from a further disruption of internal
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“and external trade links, and, also from the initial impact of the tight fiscal and
monetary policies, the Bank will provide urgent financing to satisfy the critical
investment needs in the agricultural and energy sectors.

Secondly, the Bank will strengthen its effort to assist Russia in its transition to a
market economy, in the areas of privatisation, creation of small and medium-sized
businesses, military conversion and nuclear safety, and strengthening of the
financial, energy and agriculture sectors. Military conversion especially requires
urgent attention because of the severe cut in the military procurement budget and
the industry's significance.

Financial and technical assistance needs for these areas are so large that the limited
resources of the international community should be used in the most efficient and
systematic manner. The basic approach of the Bank for the creation of a market
economy, is focused on the following five areas:

(i) Legal and regulatory infrastructure

The Russian government has made significant progress in this field especially in
recent months. However there are still serious deficiencies and contradictions in the
overall legislative framework for the transition to and functioning of a market
economy. Enforcement of laws, particularly at the regional and local government
levels should be strengthened. An administrative mechanism to evaluate and
execute external borrowing should be developed. The Bank will continue to provide
legislative and regulatory advice on areas closely related to Bank activities:
privatisation, foreign investment, energy, agriculture, financial sector. -

(ii) Entrepreneurial Development

Creation of the private market economy is crucially dependent on entrepreneurs who
will take responsibility and bear risks in the new business environment. As is
evident from the massive creation of cooperatives in trading, service and
handicrafts, entrepreneurship in Russia seems to be abundant. However, in the
manufacturing sector, especially consumer goods and machine-tools, there has been
little response from the private sector. The main reasons for this are a lack of
marketing information, technological, financial and managerial know-how, and,
difficulty in securing logistical support in acquiring buildings, labour and supplies.
Deregulation and price liberalisation are not sufficient to create a market economy.
Some kind of positive industrial policy and institutional building to promote private
business is necessary. This strategy paper proposes assistance to develop business
incubators, technology parks and business advisory centres for specific priority
sectors. Training of managers is also an important element of the strategy.

(iii) Development of a Market Infrastructure
Development of a market infrastructure is also an important prerequisite for the

private sector economy to develop. There is no systematic price and demand
information which, in Western countries, is usually provided by the market of
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trading intermediaries. Also lacking are quality standards. Trade financing for
private wholesalers is not developed. Commodity exchanges developed
spontaneously, but a regulatory framework is non existent. The Bank has been
working to create agricultural wholesale markets.

(iv)  Financial Infrastructure

The financial infrastructure plays a vital role in private sector development by
mobilising and allocating investment resources. The number of financial institutions
has increased significantly in Russia: 1900 commercial banks, around 40 stock
exchanges, several dozen insurance companies have been established. However, all
suffer from lack of expertise, insufficient regulation and supervision. One of the
Bank's priorities is to assist the relevant authorities in strengthening their
capabilities in these areas. Another priority is to strengthen a number of key
financial intermediaries, and to provide a credit-line to assist small and medium
sized businesses.

(v) Public Infrastructure

The need for finance for developing public infrastructure is vast, as investments
have been neglected for many years. However, in the short-term, the Bank's
priority is development of an efficient management system, tariff policies, and
removing severe bottlenecks in areas related to private business development.
Clearly, as the reform process proceeds, investment in the public infrastructure will
receive a higher priority. The Bank will prepare a comprehensive survey, in co-
ordination with other international organisations, to identify priority investment
needs.

Coordination among international organisations is essential. So far, the Bank has
conducted joint activities with the World Bank and EC in the privatisation, financial
sector, and agricultural areas. Also, the Bank is coordinating immediate and
medium-term activities closely with other international organisations through
coordination meetings and information exchanges.

In addition the Bank will explore with the Russian government possible ways of
supporting institution building, mainly through technical assistance, to foster
democratic progress to a market economy.

3.2 PRIVATISATION AND ENTERPRISE PROMOTION

(1) Present Situation

Reportedly more than approximately 50,000 medium/large-scale enterprises and
several hundreds of thousands of small-scale enterprises currently operate in the
Russian Federation. State ownership remains the dominant form of enterprise

ownership, currently accounting for approximately 80% of national income, fixed
productive capital and the work force. The average size of enterprises as measured
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by the number of employees is significantly larger than in Western industrial
countries, with over three quarters of employees working in firms that employ more
than 1,000 workers. Production in most sectors also tends to be highly concentrated
in one or a few enterprises, with 30% to 40% of Russian industrial output produced
on single sites. Even sectors where more than one enterprise exists exhibit a high
degree of monopoly power that is protected by generally poor communications and
transportation and by administered marketing channels working through the branch
ministries. At the same time, the need for Russian enterprises to secure their input
sources, and to supply goods to their workers has led to uneconomic vertical
integration of production.

The private sector remains small and limited largely to small, service sector
enterprises. Fewer than 3000 joint ventures have been registered in the past five
years, and many of those registered have not been successfully launched.

(ii) Recent Reforms

Since 1987 the Government has introduced a series of enterprise reforms to
improve the operations of state enterprises in parallel with the liberalisation of
constraints on the establishment new types of private businesses. Legislation has
been passed to delegate many decision making powers to management, including
decisions regarding the purchase of inputs and outputs and regarding wages,
investments and disposition of profits. Despite these reforms, competition remains
limited and the continued subsidisation of many enterprises has meant that the
reform programme has had relatively little impact on the efficiency of these
enterprises. -

Partly in response to this lack of success in enterprise reform, the Government has
moved rapidly to introduce a wide-ranging and ambitious privatisation
programme. In June 1991, a law was passed on Privatisation of State and
Municipal Enterprises, and in December 1991 President Yeltsin 1ssued a decree
covering the Government's privatisation plans for 1992 ("Fundamental Provisions
of the Program for Privatisation of State-owned and Municipal Enterprises”). In
April 1992, a joint government and parliament commission ammende and added
specific components to the privatisation programme contained in the December 1991
Presidential Decree. These documents provide the framework for a three year
privatisation programme, which is certainly the largest of its kind to ever be
attempted by any country. The major features of the programme as follows:

(2) scope: for 1992 targets have been set for the privatisation of 50-60% of the
following sectors: light industry, food-processing, construction, building materials
manufacture, agro-processing enterprises, automobile transport and repair outlets,
retail shops, wholesale companies, public catering and consumer services. All state
enterprises must be transformed into commercial units by 1 September 1992.
Approximately 20% of unfinished construction projects will also be privatised
during the year, Targets for the second and third years of the privatisation
programme are not set at this stage.
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(b)methods: broad guidelines are also provided as to the methods of privatisation
to be used, with enterprises at the smaller end of the scale being sold by auction or
tender, and larger enterprises being sold primarily through share offers, following
transformation into joint stock companies. Small-scale privatisation has now
commenced throughout the Russian Federation, particularly in the larger cities, such
as Moscow and St Petersburg. Managers of enterprises will be responsible for
drafting privatisation plans for their enterprises by September 1, 1992. Employees
will be able to buy a percentage of shares at face value. In addition, free
distribution of shares via vouchers is envisaged to the population at large.

(c) discounts and distribution of proceeds: The Government intends to raise nearly
Rb72 billion from its privatisation programme in 1992, only 10-15% of which is
expected to be in the form of cash (compared to Rb 2 billion in 1991), and has
issued clear guide-lines for the allocation of proceeds to various levels of
Government and for specific purposes, such as a social safety net.

(d) implementation: the privatisation programme will be implemented by
privatisation officials at three levels: a central committee will be responsible for
overall supervision and for certain strategic industries and privatisation in the larger
cities, and regional and municipal committees will be responsible for privatisations
of assets under their jurisdiction.

The government's privatisation programme is being constrained by a number of
factors:

(a) the legislative environment remains unclear or inconsistent in many areas (eg.
property rights, dispute settlement, the role of foreign investment, the role of
workers and employees in the decision making process);

(b) there is a fundamental lack of investment resources (both foreign and local) to
fuel a major privatisation programme, depending on the success of the planned
voucher scheme, which are proving difficult to implement in East European
countries from both a political and technical point of view;

(c) the government's ability to carry through a major privatisation programme is
severely limited by a lack of knowledge .of the privatisation process, staffing
shortages and inadequate administrative structure (for example, conflicts between
different authorities are evident at several levels of the privatisation administration).

The Government has yet to develop a concrete programme or policies to promote
the growth of new and small-scale enterprises, and this is reflected in the
continued unimportance in relative terms of the sector. A major issue facing this
sector is the lack of marketing and managenal know-how to produce a good
business plan and limited availability of long-term finance. Loans are generally
available for a duration of less than one year and the lack of clearly defined
property rights often makes it difficult for such enterprises to find needed loan
collateral. Other constraints to this sector inciude the difficulties in obtaining
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machinery and other logistical support and bureaucratic obstacles to obtaining
operating and other licences.

(iii)  Initiatives of the European Bank

Privatisation has, and continues to be, one of the key priorities of the Bank's
assistance programme to the Russian Federation, and to date the Bank's efforts have
targeted both the municipal and national levels.

() municipal privatisation programmes: at the municipal level, the Bank has
agreements with the Cities of Moscow and St Petersburg to act as the lead
privatisation adviser for these cities. Under a technical assistance programme
totalling about ECU1.2 million, the Bank has provided assistance in the following
areas: (i) advice on developing privatisation legislation and documentation, (ii)
pilot privatisation projects, and (ii1) preparation of a strategy for privatisation and
for implementation aspects of the programmes. In the case of Moscow, the Bank's
initial programme of assistance has been completed and a report and detailed set of
recommendations for further reforms needed has recently been submitted to the
municipal and national authorities. The Bank is awaiting a response from the
authorities and, upon receipt of this, will consider launching a further and more
substantial programme of technical assistance.

(b) the national privatisation programme: at the national level, the Bank is
also undertaking an extensive programme of assistance (in conjunction with the
World Bank). This programme which is being funded by approximately ECUS
million in grant technical assistance covers the following areas: (i) overall advice
on privatisation policies, (ii) the drafting of laws and decrees relating to
privatisation, (1ii) advice on enterprise restructuring, and mass privatisation, (iv) the
creation of a privatisation resource center for the Government, (v) advice on
implementation aspects of the programme (including provision of equipment and
training). Privatisation training is being provided both through ad hoc seminars for
Government officials and through the International Center for Business,
Management and Privatisation, which will start courses in September 1992 in St
Petersburg.

The Bank's activities in the promotion of new and small-scale enterprises has been
limited to date to the provision of a training course for enterprise managers.

To date assistance from other international institutions and bilateral agencies in
the areas of enterprise promotion and privatisation has been very limited. The
International Finance Corporation began a programme of assistance in small-scale
privatisation for the city of Nizhnii Novgorod in December 1991. In addition, at
the invitation of the Bank, the IBRD has joined in the programme of assistance to
the Russian Government. Privatisation advice on a very limited scale has been
provided by the UK Know-how Fund and through private initiatives such as the
Soros Fund.
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(iv}  Future Priorities

The Bank's future priorities in the area of privatisation and enterprise promotion,
will emphasise the following areas:

As regards privatisation, at the narional level the Bank will continue its two-
pronged strategy of providing technical assistance to improve the policy framework
and implementation capacity of the privatisation authorities and assisting in the
privatisation of specific enterprises to provide models for privatisation on a wider
scale. The current Bank assistance programme to the Russian Government will be
completed in mid-1993, at which time a review will be undertaken to determine the
merits of further assistance at this level. At the local level, the Bank will continue
to focus on the cities of Moscow and St Petersburg. In the former case, further
work will depend on a favourable response to the detailed recommendations for
reform which have been submitted to the Government for consideration. In the case
of St Petersburg, the Bank's assistance programme will continue until early 1993, at
which time consideration will be given to extending the programme, particularly in
the area of pilot privatisations. A continuing emphasis of the Bank's efforts in all of
the above areas, and at all levels will be human resource developments through
training seminars and through the International Center for Business, Management
and Privatisation.

The Bank will assist in the commercialisation and restructuring of state
enterprises through the provision of technical assistance to improve the overall
environment (particularly legisiation) in this area.  Although the ultimate goal of
ownership reform should be to privatise almost all enterprises, commercialisation
and restructuring appear necessary for most large firms since it 1s difficult to
privatize large state enterprises immediately, due to price distortions, a lack of
investors and entrepreneurs and a proper asset valuation methodology. Technical
assistance and, in some cases, financial support, will therefore also be provided to
specific state enterprises to assist them in the process of restructuring and changing
ownership form. One area of importance will be the defence industry.

The Bank will seek to support the development of new and small-scale enterprises
in specific industrial or service sectors, giving assistance to new or existing business
incubators, science parks and business advisory centres in key regions.

The Bank will also seek to advise the relevant authorities of the Russian

government, and to strengthen the financial infrastructure for the small and
medium-sized enterprise sector.
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3.3 MILITARY CONVERSION
" (i) Current situation and main issues

Contrary to early expectations, military conversion has not been the panacea for
modernising and revitalizing the economies of the former Soviet Union. While
there is consensus regarding the favourable long-term effects of cutting defence
budgets and redirecting resources from military production to civilian production, in
the short-run there are tremendous economic and social costs. People with highly
specialised skills are having to face the prospect that their skills are obsolete. And
firms that had produced with little concern for cost are also facing a different
culture. They must learn to find markets. Many firms are facing 100 per cent
conversion: the need for new goods, new equipment, and new economics.

There are estimated to be between 2,000 and 3,000 military related plants in the
former Soviet Union. Estimates of personnel employed in these plants are from 5

to 7.5 million. If one includes all those indirectly employed by the military
industrial complex (MIC), the figure may be as high as 12 million. The
concentration of the MIC is greatest in Russia where up to 50% of industrial output
is defence related. Best estimates are that slightly over 75% of MIC production and
R&D capacity is located in Russia. Ukraine ranks second with 14.5%, the
remainder being split mainly between Belarus (2.5%}), the Baltic States (2.9%),
Kazakhstan and Uzbekistan.

From the late 1920s to the end of the 1980s, the military sector had a unique
position in the Soviet economy and social structure. It enjoyed privileged-access to
inputs, high salaries and high prestige. As the principal beneficiary of the command
economy's allocation of resources, the military sector became without question the
most scientifically capable part of the Soviet economy. Its scale, priority and
dominance also gave it powerful political influence. However, those who were
once the country's well paid and honoured elite, have since 1988 been facing an
ever increasing loss of security and status.

During the Gorbachev years, some of the enterprises and industries faced with
declining defence contracts were able to diversify part of their activity into civilian
production, but only two factories fully converted. There were many impediments
to conversion. Among them was uncertainty about continued defence
procurements, management conservatism and a desire to protect the workforce, a
management culture that long divorced production from practical needs, too little
market information for decisions on what goods are demanded in domestic and
foreign markets, and the fact that conversion itself takes money. The original
expectation in 1988 was that conversion could provide a means of enhancing
civilian capabilities with a minimum of investment. It has since been realised that it
would be a costly process requiring substantial capital outlays to purchase new
equipment, retrain employees, search for markets and to create new enterprises
when old ones would have to be shut down.
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(ii) Recent Developments

In the first quarter of 1992, Russia cut the defence procurement budget by
approximately 85%, a far greater cut-back than expected and planned for by firms.
Reduced procurement budgets have imposed urgent demands for alternative work
not only for those engaged in weapons production, but also at research, design and
development organisations.

Without large state subsidies - which the state is no longer willing or able to give -
some entire sectors will disappear. By contrast, some firms will find foreign
interest in parts of their production lines and parts of their R&D capabilities - with
other parts being scrapped and with large reductions in employment. It is highly
unlikely that large vertically integrated facilities will stay intact. In some cases
firms will face bankruptcy and in others individual production or design units will
survive owing to successfully exploiting their technological advantages in niche
markets or specific technologies will be 'cherry-picked' by foreign firms. Without
credit to purchase new production equipment, most firms will be unable to convert
to civilian production.

With the further deterioration of the economy, firms are facing greater and greater
difficulties. They do not have the budgets to purchase new production lines or to
convert old ones, they do not have finance or knowledge of where and how to
obtain finance, and they do not have information about their production possibilities
for sub-contracting, for exports, and even for the domestic market. The breakdown
of production infrastructure throughout the economy has made it even more difficult
for military firms to convert. Components and raw materials needed to produce
‘new products are often available only at world prices, beyond the means of
industries which are already suffering from severe budget cuts.

Some firms are striving to sell to Western markets or to form joint ventures in an
effort to survive. Because of inefficient production, obsolete 'rust belt' factories,
environmental liabilities, and poor marketing, most will face difficulties.
(According to fragmented evidence from Western industrialists, the productivity of
the most modern military industries corresponds to about 30%-40%, at best, of
similar Western industries. Very low salary levels compared to the West often do
not compensate for low productivity.) At the same time, because of recessions in
the West, many Western firms are interested only in small sections of production
capacities and often their interest is limited to selling equipment to local firms rather
than infusing capital. Perceptions of an unstable economic environment are also
undermining investments in conversion.

If the labour force cannot be absorbed into new activities, conversion will result in
mass unemployment rather than the redirection of activities to civilian production.
However, if firms are able to re-equip for production of new goods and if
production organisation is improved through quality control, better management of
financial and material resources, and greater market responsiveness, then the
scientific excellence of the former military industrial complex can be transformed
into efficient civilian production. It will also be necessary to find mechanisms

24



through which production and scientific research capabilities, which have long been
divorced in the old system, can be joined so that industrial capabilities are enhanced
by the interaction between the designers of technology and equipment and the users.

(iii) The Bank's Initiatives
The Bank will take a two-pronged approach to conversion:

(a) . Firstly, the Bank will provide financial and technical support for conversion
plans demonstrating a strong chance of success for long-term commercial
viability. The main focus will be on the creation of small and medium sized
spin-off firms from the military complex. These new enterprises will play
an important role in demonopolising the economy and in absorbing former
employees of military production enterprises and research and development
organisations.

(b) Secondly, the Bank will assist firms to assess projects, formulate business
plans, manage production and acquire marketing skills through business
incubators, technology parks and regional centres specializing in military
conversion, While the military industrial sector has always possessed
technological skills, management expertise and entrepreneurial skills to
commercialize technologies and produce for the market continue to be
fundamental weaknesses. Incubators, technology parks and regional
conversion centres can provide business assistance that firms on their own
would not have access to because of prohibitive cost. They can also provide
a mechanism to combine production and research capabilities. -

The Bank is also planning to undertake industrial strategy missions to areas with
high concentrations of military industry and research facilities. Specific
recommendations will be made by sector specialists and assistance on regional
industrial policy will also be given.

3.4 FINANCIAL SECTOR
(i) Present conditions of the banking and financial sector.

The Russian banking system consists of a Central Bank in charge of licensing,
controlling and refinancing the banking sector, issuing the currency and financing
the Treasury. Financing of enterprises is the task of 1,900 commercial banks: 90%
of them are joint stock companies either private or jointly owned by private and
public entities; 10% of them are cooperatives. All of these banks can lend at short,
medium and long term.

This structure has many functional shortcomings. The Central Bank cannot
effectively implement banking supervision because it lacks an adequate corpus of
regulations, especially on bank accounting, external auditing, on-site inspection,
licensing policy, and concentration of assets. Central Bank refinancing of
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commercial banks is hampered by the lack of financial assets which typically
constitute the collateral for these operations (commercial bills, securities);
refinancing is then mostly based on administrative measures (credit ceilings). At
the same time, the absence of a Government Securities market makes systematically
inflationary budget financing by the Central Bank. There is no real payment and
settlement system, which increases the segmentation of the banking system and
prevents the birth of an efficient money market.

Commercial banks, in the current highly inflationary climate, concentrate their
activity in the short term which, coupled with the absence of a market for industrial
bonds and a very limited market for equity shares, leaves largely uncovered the area
of long term financial intermediation.

This imperfect system is now bearing the weight of a restrictive monetary policy
implemented mostly through administrative instruments (lower refinancing ceilings
and higher reserve requirements for commercial banks; credit rationing for the
Treasury).

After the abolition, in January 1991, of the 25% ceiling on commercial bank
lending rates, these rates soared to 40% at the end of February and to 50% at the
end of March. At the same time other negative phenomena are appearing: the
banking system is being increasingly disintermediated and inter-enterprise credit
operations are growing. "Good" customers are starting to develop arrears and this
will lead to a further deterioration in the quality of commercial bank portfolios.
These symptoms show that the current banking system does not yet represent an
efficient "chain of transmission" to the economy of the impulses coming from the
monetary authorities.

(ii) A global strategy for financial reforms

In order to raise the Russian banking/financial system to an adequate level of
efficiency within a reasonable time span, a complex series of measures must be
undertaken. These measures can be listed under two main headings:

a) initiatives at the macro level; they concern the banking/financial sector as a
whole, with the aim of improving its global reliability and efficiency; they should
cover the following areas:

- strengthening of the analytical and operational potential of the Central Bank
in: ‘
- monetary operations
- banking supervision,
- accounting,
- payment/settlement system,
- public debt management,
- foreign exchange operations,
- balance of payments accounting
- monetary research and analysis.
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- Improvement of the efficiency of the commercial banking sector (as a
whole) through extensive training on basic banking and financial skills.

- Development of financial markets (issuing and trading government
securities, Stock Exchange, Insurance, Leasing, etc.).

b) initiatives at the micro level; they concern individual financial
intermediaries, taking, essentially, the form of technical and financial assistance,
both in the creation of new intermediaries and in the restructuring/upgrading of
existing intermediaries. The purpose of this activity is not only improving the
quality of banking and financial intermediation in the country, but also establishing
business contacts with the intermediaries that, following assistance, have reached an
acceptable level of efficiency. In the case of banks, projects may imply equity
participation and/or lending for future on-lending to small and medium Russian
enterprises. In the case of other intermediaries, business contacts might imply equity
participation, if the reinforcement of a specific company is considered useful for the
attainment of some specific Bank's goals (for example: reinforcement of one or
more Stock Exchanges in order to help the privatisation process).

All International Institutions (IMF, World Bank, EEC, OECD, BIS) have agreed to
provide substantial amounts of technical assistance to help the implementation of the
vast programme outlined above. For the Institutions (IMF, WB, EBRD) this
technical assistance will be additional to, or connected with, their credit operations.
The International Institutions also agreed on the principle that an efficient
coordination of their efforts is an indispensable condition for the success of the
endeavour. It has been recently possible to elaborate the following broad division
of tasks for technical assistance activities:

At the macro level, activities related to Central Banking will be performed by the
IMF and by central banks of Western countries under the coordination of the IMF.
Also the EBRD, the World Bank, and other Institutions, will have to play a relevant
role in Central banking matters; this role will be defined in relation to the concrete
needs that will emerge from the activities of IMF and Western Central Banks.

Activities rtelated to the commercial banking system (as a whole) will be shared
among all the International Institutions.

Activities related to development of financial markets, are mostly the responsibility
of EBRD.

Action at the micro level will be shared by EBRD, EEC and World Bank; at this
stage this means concentrating joint efforts towards a mutually agreed - initially
limited - number of relevant intermediaries (in the short-medium term these
intermediaries will be mostly commercial banks).
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(iii) The European Bank's past action and future plans
MACRO LEVEL

a) Commercial Banking: for the banking sector, training was our first area of
intervention and the International Centre for Banking and Finance was established in
Moscow. It will become operational in the next months. Nevertheless, without
waiting for the beginning of the Centre's activity, an urgent training programme
for Senior commercial bankers has already started, and will be completed before the
end of summer. The Bank will actively participate in the banking sector reforms;
establishing accounting and auditing standards, prudential regulations and
management restructuring, based on the experience gained by the micro level
operations described below.

b) Government Securities: policy advice on the problems connected with their
issue and negotiation was provided to the Russian Monetary Authorities in October
1991. Courses on these problems for 60 officers from the Central Bank and from
the Ministry of Finance of Russia have started in February 1992 and will be
completed in July.

c) Stock Exchanges: Priority will be given to training: a series of three courses
for a global number of 90 Stock Exchange trainees will start in May. The final
goals of the whole exercise are: (a) to introduce a global qualitative improvement in
the operations of Stock Exchanges; (b) to become able to concentrate assistance on a
limited number of Stock Exchanges in view of the positive role that they mlght play
in assisting the privatisation process.

d) Insurance: the present conditions of the Insurance Market and the needs for
Technical Assistance will be assessed. Further action will be carried out in order to
reinforce individual companies and to increase competition among them; these
companies could play an important role in the development of money markets (as
net providers of funds) and of financial markets (as institutional investors).

In later stages of the reform, other financial institutions, such as venture capital and
leasing companies might deserve EBRD’s attention. Venture capital companies can
provide an effective channel for foreign equity investment in the economy; leasing
has some advantages over normal credit operations in an environment in which debt
recovery procedures are weak, due to inadequate legislation or inefficient court
procedures.

MICRO LEVEL

a) Upgrading existing banks: the Russian Central Bank has agreed with our
plan to start operating with a limited number of banks with a view to improve their
overall efficiency and business potential. Preliminary contacts have been made with
commercial banks, whose top management reacted positively to the proposal of
letting their bank go through an upgrading procedure that might lead to business
contacts with EBRD.
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b) Establishment of new banks: together with the EEC, World Bank and IFC,
the EBRD has participated in discussions concerning the creation of a Russian
" Development Bank. The project - sponsored by the Russian Monetary authorities -
should lead to the establishment of a financial intermediary specialising in long term
financing and also acting as an intermediary for funds lent by the IFIs. Discussions
will continue among the International agencies, with the aim of reaching a
conclusion before the end of this year.

Action at the micro and the macro level must be carried out on a contemporary
basis, with the intent of encouraging a parallel growth of the individual
intermediaries and of the global framework in which they have to operate.

3.5 ENERGY SECTOR
i) Background and Issues

Russia's proven reserves of gas and coal represent 35% and 45% respectively of the
world's total reserves of these fuels. Proven oil reserves already stand at 6% of the
world's total and much of the country remains to be explored. Energy production
peaked in 1988 at 1785 million tonnes coal equivalent (mtce). Production declined
2% by 1990 to 1750 mtce, a further 6% in 1991 to 1650 mtce and is certain to fall
further in 1992. Net exports of energy (to other former republics and abroad)
amount to approximately 30% of total energy production. However, Russia has
been an importer of coal.

Production declines have been led by falling oil output. After peaking at 570
million tons in 1987, output fell to 460 million tons in 1991. The government
anticipates that output will fall a further 7.5% in 1992, but even this may prove
optimistic. Oil exports, which halved in 1991 to a little over 100 million tons, seem
likely to halve again in 1992 and to continue to decline through 1993. Coal
production has also declined. Output in 1991 was 357 million tons, 16% lower than
the peak in 1988. In addition, gas production has stagnated and now looks set to
fall. Production in 1991 was 645 billion cubic metres, of which 105 billion cubic
metres were exported, about the same as in 1990. Electricity generation has also
stagnated, at about 1100 TWh,

The decline in energy production has primarily resulted from the disintegration of
administrative arrangements for production following the break-up of the Soviet
Union. As well as dislocating the supply of spare parts and other materials needed
for operations, the disintegration has left energy production dependent upon a
framework of fiscal incentives which provide relatively meagre returns to energy
producers. It seems evident that this has added to the decline in production.
Equally, it seems clear that energy production (particularly of oil and gas) will be
used as a lever in regions' discussions with Moscow to secure improved political
and economic autonomy. This makes prospects for a recovery of production
uncertain. Sharp cutbacks in sector investments since 1989 have added to present
production difficulties. For oil and gas, this seems likely to dislocate long-term
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growth in supply, which will depend upon new fields coming into production.
Acute shortages of resources, coupled with the level of general economic
disorganisation and inadequate incentives to stimulate direct foreign investment will
make this difficult to reverse. A final factor affecting production has been labour
unrest, particularly in the coal industry.

It is clear that Russia uses energy highly inefficiently. Approximate comparisons
suggest the economy uses more than double the energy per unit of output than either
Japan or the European Community. While economic reform has the potential to
lower the economy's energy intensity dramatically, the short term effect of
declining output has been to increase energy intensity (by about 10%). Total
consumption of energy, which peaked at 1280 mtce in 1989, then declined 2% in
1990 and 3% in 1991, seems certain to continue to fall. Moreover, impending
sharp price increases will accelerate demand contractions. It seems that demand is
likely to fall more quickly than supply and this could lead to some improvement in
energy exports in 1993, Although government's present policy is to restrict energy
exports to safeguard domestic supplies, this policy almost certainly will change as
supply deficits are eliminated.

(ii) Activities of other IFIs

The World Bank has commenced the preparation of an operation which will assist
with the repair of oil wells and oil pipelines. In coordination with the EEC, the
operation will also assist the government to prepare new natural resources
legislation.

(iii)  Objectives and Strategies

Bank operations will promote reorganisation of the energy sector in ways that lower
barriers to private sector investment and make public utilities more autonomous and
more accountable for their performance. Initiatives to establish appropriate legal
and regulatory frameworks will be central features of such operations. Operations
will also emphasise human resource development, to develop financial management
and commercial skills, and to foster development of market-based energy trading
with other former republics and with Western Europe. Twinning arrangements with
foreign utilities are expected to play a key role.

Specific operational priorities will be to assist with efforts to:

reverse the decline in oil production and oil exports;

increase exports of gas;

improve the efficiency of existing energy supply facilities; and
promote energy saving, throughout industry and in residences.

* * X *

As regards oil production, Bank assistance in the long run will focus on exploration
and the development of new fields, since several of the major reservoirs have
already passed their peak production. In the near term, however, operations will
focus on supporting efforts to bring existing fields back into production. In
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parallel, the Bank will support efforts to design the legal and regulatory frameworks
needed to stimulate private investment. Operations to promote oil exports will
focus on repairing and upgrading oil pipelines and establishing additional export
points. These operations will also assist government to establish commercial transit
arrangements with Eastern and Central European countries.

Operations involving gas will focus on the repair of main transmission pipelines and
compressor stations, particularly those which provide supplies for export; and
projects to reduce the amount of gas which is flared. As with oil, operations will
also seek to establish commercial transit agreements for exports.

Operations to improve the efficiency of existing energy supply facilities will focus
on reducing losses in refineries and lightening product yields, and improving the
efficiencies of power supply and district heating systems. Initial operations will
seek efficiency improvements through changes in operations, improvements in
maintenance and preparing combustion equipment. In the longer term, operations
will involve comprehensive rehabilitation of refineries, power stations, district
heating stations and power and heat distribution systems. Special emphasis will be
given to operations which achieve supply economies through strengthening regional
interconnections of power systems. The majority of these operations will involve
public utilities. All operations will include components to strengthen management
systems and financial planning.

The coal industry will not be a priority for the Bank.

Operations to promotc energy saving will involve both major energy consumers and
energy utilities. Operations with consumers will seek to provide support for
investments in energy-efficient technologies, and for the manufacture of insulation
materials. Operations with energy utilities, will focus on pricing reform, improving
consumer metering and improving awareness in industry and amongst residential
consumers of opportunities for energy saving. Operations are expected to involve
energy audits in industry, and investment support for conservation programmes in
large industries which will remain in the public sector.

3.6 AGRICULTURE AND AGRO-BUSINESS
) Present situation

Agriculture is one of the key economic sectors in Russia, accounting for 20 percent
of Net Material Product, 13 percent of the labour force and using over 215 million
hectares of land. The main arable crops are grains and fodder and livestock, the
latter accounting for half of total agricultural production.

Russian agriculture is dominated by two main organizational structures, state farms

(sovkhoz) and collective farms (kolkhoz) which together produce 75 percent of total
agricultural output.
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Apart from these two state run structures, there are a number of individual plots
which are either alloted to sovkhoz workers and kolhoz farmers, or rented out to
city dwellers. All production from subsidiary farms belongs to individual workers
but the land is still owned by the state. Users of personal plots can only work after
normal working hours and on weekends, and have very limited inputs and
machinery to work the land. Production by these units accounts for over 25 percent
of total agricultural output.

The agricultural distribution network is dominated by the state, and is highly
centralized, although on its fringe there is a growing market oriented sector. Some
green markets exist in rural areas and they are supplied by private farmers at market
prices.

Agricultural inputs production is state-owned. Prices are controlled. Agricultural
machinery production geared to large-scale agriculture. There is, however, a
shortage of equipment and spare parts; the average period of use for a Russian
tractor is about 7 years, half the average in the US. Russian statistics show that at
any time 25% of farm machinery is under repair and 20% of the usable equipment
stands idle during harvest time for technical reasons. Machinery suitable for work
on small plots is also in short supply.

Russia is a net exporter of mineral fertilizers, but over 20 percent of output is lost in
transport or due to inadequate storage facilities.

Storage facilities for agricultural inputs, machinery and final products are large and
located near consumers rather than producers, which partly accounts for large losses
(grain over 25 percent and potato up to 50 percent of total production).

The food processing industry is characterised by outdated technology and the lack of
packaging supplies and a distribution network inadequate for efficient access to the
market.

The price liberalisation of January 1992, covering most of the industrial and a
narrower range of agricultural prices, aggravated the traditional disparity between
industrial and agricultural prices. The prices of agricultural machinery, energy and
agricultural inputs have risen about twenty-fold while the agricultural output prices
have increased only seven times.

The government has initiated a land reform program. In 1990, the USSR
government passed laws on land, leasing and property under which it becomes
possible to work the land under lifetime and inheritable tenure. The same year
similar laws were passed by the Russian government which acknowledge the right
to private ownership of land. A State Land Reform Committee has been formed
with the task of mapping and developing a legal framework for the reform process
and organizing land valuation, by the end of 1995. The Russian government is
working closely together with the World Bank on reforming the agricultural sector.
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The government has declared that 1/3 of total agricultural land will be privatized by
the end of 1992 but, at present, only 3% has been given over for private ownership
to 14 million families. In addition there are 75,000 private farms, whose number is
expected to double by the end of 1992.

However, on 17 April 1992, the Russian Congress of People's Deputies failed to
adopt a constitutional amendment aimed at allowing the peasant to freely buy and
sell land. This has led to a considerable confusion over the near-term prospect of
land reform and the privatisation process in this field.

(1i) Initiatives of the Bank

The transformation of Russian agriculture towards an efficient and privately-owned
sector will be a long and painful process. The reform process will need to be

supported by a substantial programme of technical assistance and investment in the
field of production, input supply, food-processing, marketing, transport and credit.

The Bank intends to launch a number of initiatives in these areas. This effort will
require close coordination with other international institutions (especially the EC,
World Bank and several bilateral agencies). This coordination has already begun
through joint discussions at the Food Conference convened in Washington on 22/23
January 1992 by the US Government and the EC and in Moscow between 2 and 4
April 1992 at a conference organised by the Russian Federation and the World Bank
on food sector strategies. The Bank has also coordinated directly with the EC on
the Community's programme for the CIS. Contacts will also be established with
selected bilateral agencies. T

Medium-term activities will be focused on four particular sub-sectors which at
present experience severe bottle-necks and which act as an impediment to the
improvement and growth of the Sector.

(ili)  Agricultural Inputs

The Russian government has requested the Bank to provide a facility, for the
financing of much-needed agricultural inputs (spare parts, animal feeds and agro-
chemicals) in order to support production. This facility would be linked to a list of
specific priority investments from approved agricultural organisations.

(iv) Medium-Term Initiatives
(a) Land Reform and Privatisation:

Land reform and privatisation are areas where a complete programme of
legal and advisory technical assistance will be needed. The Bank will
participate, together with other institutions, in the definition of a satisfactory
legal framework and will help to implement land valuation and privatisation.
Other land reform proposals will need to be undertaken within the context of
specific integrated investment projects.
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(b)

©

(d)

Agricultural Input Industry:

The Bank will finance projects intended to remove bottlenecks in key sectors
like agricultural machinery, animal feeds, seeds, agrochemicals and
fertilizers. The rehabilitation of existing facilities will primarily be
considered, especially the conversion of selected military plants to produce
agricultural machinery or agro-chemicals. Emphasis will be given to import
substitution projects or those which directly affect private farmers, such as
the production of small farming equipment. In most sectors, and in
particular within the seed sector, investment projects will require revision of
the Government's policy and a legal framework to encourage foreign private
investment.

Food Processing Industry:

The Bank's efforts will be aimed at ipgrading current facilities as technology
is updated and the level of hygiene is poor. Most packaging and canning
facilities are inefficient and under-capitalised. Common food-processing
equipment and packaging materials are in short supply and their production
needs to be expanded. The Bank will finance the restructuring of food
processing facilities, if possible in conjunction with private partners, in order
to prepare them for eventual privatisation. Priority will be given to the
following subsectors: dairy products, baking, meat, fish, fruit and
vegetables. As with the inputs industry, preference in this case will be given
to the conversion of military plants.

Food Distribution and Marketing:

This area is obviously essential for the improvement of the food situation in
Russia. A free market system will not be viable without the establishment of
a basic marketing and distribution infrastructure. Priorities include the
creation of wholesale markets in principal cities and rural centres, agro-
industrial parks, storage facilities and removal of bottlenecks in the
transportation area.

In the first stage, wholesale markets will offer the farmers the possibility to sell
their products, together with a few wholesalers, at a differentiated price depending
on the quality. In time, however, wholesalers will take the lead. In the distribution
sector, a key feature of the Bank's initiatives will be the privatisation of existing
distribution facilities. The Bank will also finance agro-industrial parks in order to
develop small and medium-sized enterprises in the food sector. In parallel with
this, storage facilities in production areas will be rehabilitated and expanded with
the aim of reducing the severe losses encountered between the farm gate and
distribution area. A key condition for the Bank's intitiatives will be the
privatisation of existing distribution facilities.
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