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BOFIT Weekly — Russia 2013

4.1.2013 BOFIT Weekly 1/2013
New leg of ESPO pipeline commissioned.
Project to enhance Russia’s appeal to investors has yet to improve business environment.
Russian-Belarus-Kazakhstan customs union takes protectionist measures to deal with increased
imports.

11.1.2013 BOFIT Weekly 2/2013
Russian stocks unperformed in 2012.
Cabinet prepares measures to crack down on offshoring.
Putin encourages firms to conduct IPOs on domestic exchanges.

18.1.2013 BOFIT Weekly 3/2013
Ruble strengthened slightly in 2012.
Russia returns to stricter fiscal policies.

25.1.2013 BOFIT Weekly 4/2013
Last year witnessed modest growth in Russia’s oil and gas sector.
Slight reduction in current account surplus and lower import growth in 2012.
Corporate sector capital outflows up in 2012.

1.2.2012 BOFIT Weekly 5/2013
Russian economic growth slowed in 2012.
Federal Antimonopoly Service green-lights Rosneft acquisition of TNK-BP.
Ukraine-Russia gas fight flares again.

8.2.2013 BOFIT Weekly 6/2013
2012 federal budget in balance.
Government split on how to grow the economy faster.
Russia to reduce number of universities and institutes.

15.2.2013 BOFIT Weekly 7/2013
Despite demands, CBR refrains from lowering rates.
Rapid credit expansion last year.
Unemployment at record lows.

22.2.2013 BOFIT Weekly 8/2013
Growth in Russian foreign trade slowed substantially in 2012.
Trade growth within Russia-Belarus-Kazakhstan cus-toms union up slightly more than for other trading
partners.

1.3.2013 BOFIT Weekly 9/2013
The government prepares to extend car recycling fee to Russian-made cars.
Car imports and car production in Russia hit record highs in 2012.
OECD takes up Russia’s membership application again.

8.3.2013 BOFIT Weekly 10/2013
Economic growth helped public finances in 2012.
Trends in gasoline prices carefully monitored in Russia.

15.3.2013 BOFIT Weekly 11/2013
Latest BOFIT forecast for Russia sees slightly lower economic growth ahead.
Elvira Nabiullina tapped for CBR chairman post.
Cross-border travel between Finland and Russia hit record high in 2012.
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22.3.2013 BOFIT Weekly 12/2013
Plans move ahead to make Moscow a global financial hub.
Privatisation sales of state-owned enterprises to take place via the Moscow Exchange.
Growth in Finnish exports overall slowed last year, but exports to Russia provided a bright spot.

28.3.2013 BOFIT Weekly 13/2013
Russian economic growth slowed in the first two months of the year.
Small shift in investment structure last year.
New government budget administration programmes strive to maintain balance.

5.4.2013 BOFIT Weekly 14/2013
CBR's latest rate cuts have marginal impact.
Russian regions posted rather uneven economic performances last year.
Russia seeks to boost exports by easing border formalities and increasing state subsidies.

12.4.20123 BOFIT Weekly 15/2013
Russia’s current account surplus shrinks and capital outflow declines.
Russia’s massive grey economy contributes significantly to social sector underfunding.
What constitutes middle class in Russia?

19.4.2013 BOFIT Weekly 16/2013
Russia’s economy ministry cuts its GDP growth forecast significantly.
Russia’'s WTO membership stumbles on lack of relevant expertise.

26.4.2013 BOFIT Weekly 17/2013
Russia’s economy revived in March; government considers measures to boost recovery.
Russia’s heavy bureaucracy adds to costs of doing business and constrains entrepreneurship.
Economy ministry has ambitious expectations on raising Russia’s business friendliness.

3.5.2013 BOFIT Weekly 18/2013
Moscow Exchange stocks have four rough months.
Foreign subsidiaries of Finnish firms have expanded especially in Russia and China.

10.5.2013 BOFIT Weekly 19/2013
Gazprom’s eroding dominance in Russia’s domestic gas market.
Privatisation of Russia’s VTB Bank continues.

17.5.2013 BOFIT Weekly 20/2013
Russia’s employment hits record high.
Wages in Russia still rising rapidly, but high inflation erodes purchasing power.
Housing prices seem to be stabilising in Russia.

24.5.2013 BOFIT Weekly 21/2013
Russian municipalities get most of their funding from federal and regional budgets.
Gazprom refunds $3.3 billion to European customers after readjusting its pricing scheme.
Russia accounted for about 2 % of global FDI flows last year.

31.5.2013 BOFIT Weekly 22/2013
Russia gradually takes into account the impact of lower growth on government finances.
Draft of 2014-2016 customs policy programme presented to the cabinet.



BOFIT Weekly — Russia 2013

7.6.2013 BOFIT Weekly 23/2013
Russian inflation accelerated to 7.4 % in May.
President Vladimir Putin calls for faster progress in eliminating cross-subsidies in the electrical power
sector.
Ukraine reaches cooperation deal with Russia-Belarus- Kazakhstan customs union.

14.6.2013 BOFIT Weekly 24/2013
CBR leaves key rates unchanged.
No big tax changes ahead: Russian unveils tax policy framework for 2014-2016.
Further postponing of production at Shtokman gas field.

20.6.2013 BOFIT Weekly 25/2013
Russian foreign trade surplus shrinks in first four months of the year.
Customs union creates new opportunities to sneak capital out of Russia.
Ruble exchange rate down since the start of the year.

28.6.2013 BOFIT Weekly 26/2013
New CBR chairman Elvira Nabiullina commits to keeping monetary policy on its current course.
CBR first deputy chairman Alexei Ulyukayev tapped as new economy minister.
President Putin announces stimulus measures at this year's St. Petershurg International Economic
Forum.

5.7.2013 BOFIT Weekly 27/2013
Russia moves to hold federal deficit in check.
Duma approves law on pardons for people convicted of financial crimes.

12.7.2013 BOFIT Weekly 28/2013
Russia’s new privatisation programme more cautious than its predecessor.
Russia announces new subsidies to stimulate car sales; EU files complaint with WTO protesting old
subsidies.

19.7.2013 BOFIT Weekly 29/2013
Russia sees export earnings and current account surplus shrink in the first half of this year.
Amendments to law give the CBR supervision of the entire financial sector.
CBR: Basel lll requirements in place at the start of 2014.

26.7.2013 BOFIT Weekly 30/2013
As Russian economic growth falters, government moves ahead with stimulus measures.
Nearly 10 % of Russians plan to travel abroad in their summer vacation.

2.8.2013 BOFIT Weekly 31/2013
Ruble continues to slide; Moscow stock exchange down for the year.
Credit expansion in Russia tapering off.
Russian customs intends to change the treatment of TIR road transport.

9.8.2013 BOFIT Weekly 32/2013
Economic stimulus policy gaining ground in Russia.
Russia strives to increase waste recycling.
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16.8.2013 BOFIT Weekly 33/2013
Russian GDP up just 1.2 % y-0-y in second quarter.
Russian inflation slowed slightly in July; CBR board decides to keep interest rates unchanged.
CBR revises its organisational and operational model.

23.8.2013 BOFIT Weekly 34/2013
Russia’s foreign trade weak in the first half.
Highlights from Russia’s first year as a WTO member.
Ukraine-Russia exports tumble.

30.8.2013 BOFIT Weekly 35/2013
Russian economy ministry sees growth picking up in the second half of the year.
Better-than-average Russian grain harvest ahead.
New law bans Russian officials and representatives from keeping their money outside the country.

6.9.2013 BOFIT Weekly 36/2013
Sharp drop in Russian energy sector investment.
Russia-Belarus tiff over potassium exports widens.
Slowing Russian economic growth evident in Finnish- Russian trade.

13.9.2013 BOFIT Weekly 37/2013
Russia’s $7 billion sovereign bond issue proves a hit with international markets.
Russian companies cut back on borrowing from domestic banks.

20.9.2013 BOFIT Weekly 38/2013
BOFIT forecast sees Russian economic growth reviving.
CBR names new deputy chairwoman and streamlines its monetary policy instruments.

27.9.2013 BOFIT Weekly 39/2013
Russian economy and imports continue to falter.
Wages keep climbing in Russia, but wage gaps remain huge.
Foreign pharmaceutical makers dominate the Russian market.

4.10.2013 BOFIT Weekly 40/2013
Low economic growth forces high-level debate on structural reform.
Partial freeze on regulated prices hoped to revive Russian economy.

11.10.2013 BOFIT Weekly 41/2013
Major forecasts for the Russian economy lowered.
Russia’s foreign trade and current account figures weaken further.
Capital outflow from Russia has continued and weakened the ruble.

18.10.2013 BOFIT Weekly 42/2013
World Bank now sees Russia as a high-income country.
Wealth in Russia is concentrated in the hands of a few, while income distribution is more even.
Strong pressures to crack open the National Welfare Fund piggy bank.

25.10.2013 BOFIT Weekly 43/2013
CBR moves closer to a free-floating ruble.
Russia’s government budgets face hard times ahead.
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1.11.2013 BOFIT Weekly 44/2013
Russian Duma approves law extending recycling fee to domestic-built vehicles; new forms of subsidy
for domestic car industry proposed.
Customs union summit exposes Kazakh and Belarusian unhappiness.
World Bank finds Ukraine, Ruanda and Russia make biggest strides in becoming more business
friendly.

8.11.2013 BOFIT Weekly 45/2013
Russia postpones plans for tax reforms to energy sector.
Russia to liberalise gas export rules.
Russia creates separate ministry for construction, housing and public utilities.

15.11.2013 BOFIT Weekly 46/2013
Officials cut growth forecast on domestic economy weakness.
Putin says harsher criminal code needed to fight economic crime.

22.11.2013 BOFIT Weekly 47/2013
Latest figures show persistent low growth for Russia.
Russia raises corporate property tax.

29.11.2013 BOFIT Weekly 48/2013
Ukraine-EU association agreement put on hold.
Russian central bank intensifies bank supervision.
Russia to abandon TIR customs guarantee arrangement at Finnish-Russian border.

5.12.2013 BOFIT Weekly 49/2013
Ruble’s decline continued in November.
Russia approves 2014 budget.
TIR system gets more time at Finnish-Russian border.

13.12.2013 BOFIT Weekly 50/2013
Russian ruble gets its own currency symbol.
CBR to beef up supervision of insurance sector.
Russian students show improvement in latest PISA round.
Finnish exports to Russia sustain growth in consumer-driven branches.

20.12.2013 BOFIT Weekly 51-52/2013
Russia to bail out Ukraine with massive economic support package.
Russian government cracks down on firms using offshore entities to avoid taxes.
Soaring costs of Sochi Winter Olympics hit investors and Russian development bank VEB.
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4.1.2013 BOFIT Weekly 1/2013
China’s growth prospects for 2013 improving.
2012 saw a slight easing of monetary policy and dismantling of several regulatory structures.

11.1.2013 BOFIT Weekly 2/2013
Chinese exports and imports picked up in December.
Google’s experience highlights opportunities and challenges for foreign companies in China.
Income disparity in China continues to widen.

18.1.2013 BOFIT Weekly 3/2013
Share of traditional bank loans in finance continues to decline.
Forecast revisions and financial market reforms rock stock prices.

25.1.2013 BOFIT Weekly 4/2013
China’s GDP up 7.8 % in 2012.
Inflation accelerated in December; M2 growth remained moderate.
China releases first official estimate of income disparity in 12 years.

1.2.2012 BOFIT Weekly 5/2013
Though rate of growth slowing, China’s population continues to rise.
Rise in wages slowed slightly in 2012; again big minimum wage hikes.

8.2.2013 BOFIT Weekly 6/2013
China’s current account surplus grew in 2012.
Construction of China’s trans-Myanmar oil and gas pipelines could help ease strained trade relations.

15.2.2013 BOFIT Weekly 7/2013
The modest recovery in Chinese exports to Europe, US and Japan indicate caution still warranted.
The domestic value added of China’s exports is about 70 %.
China’s economic changes reflected in shifts in FDI flows.

22.2.2013 BOFIT Weekly 8/2013
Yuan's role as an international payment currency still modest, but growing rapidly.
GDP growth highest in central China, provinces burdened with debt.

1.3.2013 BOFIT Weekly 9/2013
Real estate prices rising again.
Energy dominates China-Russia discussions on trade policy.
China-India trade stumbled last year.

8.3.2013 BOFIT Weekly 10/2013
Few surprises in economic targets announced for 2013.
Environmental issues underlie demands for a “beautiful China”.

15.3.2013 BOFIT Weekly 11/2013
BOFIT's latest China forecast ties modest slowdown in GDP growth in 2013-2015 to gradual progress
in structural reforms.
China continues to free capital movements.

22.3.2013 BOFIT Weekly 12/2013
No big surprises in National People’s Congress.
China to increase spending on health care and social security.
Inflation accelerated to 3.2 % in February.
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28.3.2013 BOFIT Weekly 13/2013
OECD recommends that China improve status of internal migrants and push ahead with market-based
solutions to environmental problems.
China matches Germany in international patent activity.

5.4.2013 BOFIT Weekly 14/2013
Banks show higher-than-expected profits for 2012.
President Xi's Africa tour highlights the rapid expansion of China-Africa relations.
Chinese arms exports continued to rise last year.

12.4.20123 BOFIT Weekly 15/2013
Robust export growth in the first quarter.
Chinese tourists off to see the world.

19.4.2013 BOFIT Weekly 16/2013
First-quarter GDP growth fails to meet expectations in China.
China’s inflation slows sharply in March.

26.4.2013 BOFIT Weekly 17/2013
Yuan appreciates, international use continues to rise.
Chinese companies rule the roost in latest Forbes Global 2000 list.

3.5.2013 BOFIT Weekly 18/2013
Chinese eating more meat.
Bird flu concerns mainly affecting the Shanghai region.

10.5.2013 BOFIT Weekly 19/2013
Full convertibility of Chinese yuan coming soon?
Solid consumer and investment demand in China driving growth of the global economy.
Trade between China and North Korea has soared in recent years.

17.5.2013 BOFIT Weekly 20/2013
China’s latest economic figures offer little indication that growth is picking up.
Foreign trade data suggest evasion of capital controls.
Rising food prices drive CPI, even as inflation pressures are otherwise modest.

24.5.2013 BOFIT Weekly 21/2013
Structure of corporate borrowing shows signs of improvement in China.
Despite a challenging operating environment, most US companies in China are turning a profit.
Shanghai shares flat for the year.

31.5.2013 BOFIT Weekly 22/2013
Trade policy disputes strain China-EU relations.
FDI inflows to China up slightly in the first four months of the year.

7.6.2013 BOFIT Weekly 23/2013
EU imposes anti-dumping tariffs on Chinese solar panels; China investigates countermeasures.
Latest PMI reading gives no clear sign about near-term prospects for Chinese manufacturing.
China emerges as a major trading partner for many Latin American countries.

14.6.2013 BOFIT Weekly 24/2013
No signs that Chinese economic growth accelerated in May.
Obama and Xi commit to improving bilateral relations through increased cooperation.
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20.6.2013 BOFIT Weekly 25/2013
True size of public sector budget deficit and debt likely much larger than official estimates.
Housing prices on the rise throughout China.
China eager to be part of cooperation in the Arctic and assessing the region’s economic potential.

28.6.2013 BOFIT Weekly 26/2013
Interest rate spike in China frightened.
Chinese companies invest in a wide range of sectors.

5.7.2013 BOFIT Weekly 27/2013
China plans reforms to the household registration system to promote urbanisation.
China increases international use of the yuan through currency swap agreements.
Volume of Chinese goods imports to Finland drops significantly.

12.7.2013 BOFIT Weekly 28/2013
Chinese imports and exports contracted in June.
Inflation pressures in China remain modest.
Higher degrees increasingly common in China.

19.7.2013 BOFIT Weekly 29/2013
China’s economic growth continued to slow in the second quarter.
China announces new round of measures to deregulate capital movements.
Yuan exchange rate stable since May.

26.7.2013 BOFIT Weekly 30/2013
China ends regulation of lending rates allowing banks less restrictive loan pricing.
IMF encourages China to address growing financial market risks.
Rich OECD countries lead in innovation, but China outranks many EU countries.

2.8.2013 BOFIT Weekly 31/2013
Official and unofficial PMI readings for July give mixed picture of Chinese economy; decision-makers
still convinced China will hit its growth targets.
China attempts to figure out true scale of local government indebtedness.
EU and China resolve dispute over solar panel duties.

9.8.2013 BOFIT Weekly 32/2013
Chinese exports and imports picked up in July.
China’s health care sector dogged by problems even as state spending on public health care
continues to rise.

16.8.2013 BOFIT Weekly 33/2013
China industrial output grew faster than expected in July.
China’s inflation remained modest in July.
China sovereign wealth fund’s international investments turned profitable.

23.8.2013 BOFIT Weekly 34/2013
China continues to struggle with statistical reporting issues.
China turns to online shopping.

30.8.2013 BOFIT Weekly 35/2013
China’s current account surplus remained stable in first half — while there was a large shift in capital
flows.
Housing prices in China continue to climb.
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6.9.2013 BOFIT Weekly 36/2013
Shanghai free-trade zone prepares for launch.
Chinese yuan could soon become one of the world’s top 10 global payment currencies.
Pressures build for China to deal with its urbanisation issues.

13.9.2013 BOFIT Weekly 37/2013
Good late summer economic performance dispels concerns over China and global economy.
Chinese firms piling on debt.
Lower growth in bank profits.

20.9.2013 BOFIT Weekly 38/2013
BOFIT sees China’'s economy growth slowing in 2013-2015.
EU Chamber of Commerce in China wants to see more space for market forces to operate.

27.9.2013 BOFIT Weekly 39/2013
Additional small steps to reform Chinese financial markets.
China surpasses Russia as top trading partner for Central Asian countries.

4.10.2013 BOFIT Weekly 40/2013
Game rules for Shanghai free-trade zone still unclear.
Yuan's real effective exchange rate has appreciated significantly.

11.10.2013 BOFIT Weekly 41/2013
International financial institutions lower their forecasts for China.
Share prices on China’s stock markets bounce back from June lows.

18.10.2013 BOFIT Weekly 42/2013
PBoC and ECB make currency swap deal.
China inflation accelerates in September; housing prices soar.
China disappointed with flat-lining of export growth in September.
China’s rising foreign currency reserves hint increased appreciation pressure on the yuan.

25.10.2013 BOFIT Weekly 43/2013
China’s GDP growth accelerated in the third quarter.
Private consumption to GDP ratio increased in 2012.
Lower income growth in China.

1.11.2013 BOFIT Weekly 44/2013
China expected to announce new economic policy framework and renew commitment to reform.
China takes further steps in deregulating interest rates.
China’s grain harvest increases again this year.

8.11.2013 BOFIT Weekly 45/2013
Beijing tries again to subdue investment craze at local level.
Car sales continue to boom in China.

15.11.2013 BOFIT Weekly 46/2013
China outlines blueprint for economic reforms.
China’s economy shows stable growth in October.
China’s inflation rate unchanged in October.

22.11.2013 BOFIT Weekly 47/2013
China reveals further details on reform plans.
Chinese firms' investments abroad are getting more diverse.
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29.11.2013 BOFIT Weekly 48/2013
EU and China launch talks on bilateral investment treaty.
China-Japan island dispute takes a dangerous turn.

5.12.2013 BOFIT Weekly 49/2013
Further details on Shanghai financial market experiment emerge.
Shanghai's air quality reaches ghastly levels.
China remains a mid-level country when it comes to corruption.
Shanghai 15-year-olds shine in latest PISA scores.

13.12.2013 BOFIT Weekly 50/2013
China moves ahead on deregulation of interest rates and preparations for launch of deposit insurance
scheme.
China’s stable economic conditions create a window of opportunity for reforms?
International yuan use increasing in many areas.

20.12.2013 BOFIT Weekly 51-52/2013
China’s leadership discusses implementation of economic reforms.
Finland’s trade deficit with China shrinks.
Wage rise likely to slow next year.
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Russia

New leg of ESPO pipeline commissioned. Russian oil
pipeline operator Transneft commissioned the second part
of the Eastern Siberia—Pacific Ocean (ESPO) pipeline on
Christmas Day (25 December). Phase 2 runs from Skovo-
rodino near the Chinese border to the Port of Kozmino on
the Pacific coast near the Russian city of Nakhodka. The
operational first leg of the pipeline, ESPOL, runs from oil
fields in eastern Siberian to Skovorodino. The opening of
ESPO2 means that more expensive rail shipment of oil to
the Kozmino oil terminal can be phased out. Pipeline ca-
pacity overall also rises as the capacity of the ESPO1 trunk
pipeline has also been raised.

Russia has given high priority to boosting oil supplies to
growing Asian energy markets, for which the ESPO pipe-
line is constructed. Some 15 million tons of crude oil com-
ing through the ESPO1 pipeline continues to be diverted
annually from Skovorodino to China. The rest will continue
on to the Kozmino terminal, and from there loaded onto
tankers and shipped mainly to the United States, Japan and
China. The pipeline’s annual capacity of 45 million tons
corresponds to about a fifth of Russia’s current oil exports.

The ESPO pipeline helps Russia diversify oil exports in
particular from newly developed fields in northwest Sibe-
ria. The European Commission is concerned about the ef-
fect of the ESPO pipeline on oil deliveries to Europe via the
Druzhba pipeline running through Belarus and Ukraine. In
December, as part of the EU-Russian energy dialogue, the
European Commission requested that Transneft disclose
details of its investment plans. Since the opening of the Ust-
Luga oil port in the Gulf of Finland last March, the volume
of oil moving through the Druzhba pipeline has diminished
and occasionally caused problems e.g. for oil refineries in
the Czech Republic.

Russia hopes to use the ESPO pipeline to encourage re-
gional development in Russia’s Far East. The pipeline will
deliver oil to the region’s operating refineries as well as
new refineries under construction.

Project to enhance Russia’s appeal to investors has yet
to improve business environment. Last month, economy
minister Andrei Belousov reported to the cabinet on pro-
gress in increasing Russia’s attractiveness to investors un-
der a plan approved last spring. The “roadmaps” set goals
and define measures to e.g. improve the functioning of the
construction industry, make customs procedures more effi-
cient and increase company access to energy.

The roadmaps are meant to help in attaining goals set by
president Vladimir Putin, which would take Russia from
112" place to the top 20 countries in the world for business
by 2018 as measured on the World Bank’s annual Doing
Business survey.

BOFIT Weekly
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Belousov said the reforms have been the slowest in the
construction sector. As of end-2012, the Duma should have
approved 16 amendments to laws to improve the situation.
Only two had been approved. Companies report that one of
the biggest problems for them is getting building permits.

Amendments to laws regulating customs operations
have seen some progress, even if their impacts have been
marginal. A survey of companies dealing with customs
found that 70 % of respondents had not noticed any speed-
up in customs transactions last year.

Belousov claimed tangible improvements in access to
the power grid. From the start of next year, companies
should be able to connect to the grid more quickly. A time-
table for gradual cuts in connection costs is under prepara-
tion.

Russian-Belarus-Kazakhstan customs union takes pro-
tectionist measures to deal with increased imports. The
tri-nation customs union commission announced last week
that it was imposing a temporary hike in the import duty for
combine harvesters to 27.5 %. The tariff had just been low-
ered to 5 % in autumn as part of Russia’s WTO member-
ship. Pre-accession import duties were 15 % for new har-
vesters and 25 % for used.

The commission justified the hike by a spike in imports
and loss of market share of domestic harvesters. The bulk
of imported harvesters come from manufacturers in Bel-
gium, Germany and the United States.

The temporary duty will enter into force at the end of
February and remain in force until early July. Under WTO
rules, a country can temporarily restrict imports when it
causes severe damage to domestic producers. The customs
union commission is currently studying whether the current
case involves dumping. After the investigation, final meas-
ures will be considered.

Russia is also considering protectionist measures for
other domestic branches affected by lower import duties
under WTO membership. Rules are currently being drafted
for e.g. restrictions on foreign pharmaceutical manufactur-
ers in public procurements. A draft resolution would allow
the exclusion of a foreign-made medicine if at least two
domestic similar medicines are listed in official pharma-
copeia. Under Russia’s WTO commitments, the highest
import duties on pharmaceuticals would fall from the cur-
rent ceiling of 15 % to no more than 6.5 % in 2014. For-
eign-made pharmaceuticals account for a substantial share
of the market in Russia. For example, about 70 % of medi-
cines purchased by hospitals are supplied by foreign manu-
facturers.

The agriculture ministry reports that imports of meat and
dairy products rose substantially since autumn. In autumn,
the import tariff e.g. on pork products was cut from 15 % to
zero on imports within the quota, and the average duty on
dairy products fell from 25 % to 15 %.

Bank of Finland ¢ Institute for Economies in Transition, BOFIT
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Bank of Finland.
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China

China’s growth prospectsfor 2013 improving. The two
just-released readings of manufacturing purchasing manager
indexes (PM1) suggest slight improvement in December.
The official index reading was 50.6, the same asin Novem-
ber, and the third month in arow the index reading was
above the critical 50-point mark. The parallel HSBC China
manufacturing PM| was up a point to 51.5, its highest read-
ing in 19 months. The HSBC index gives greater weighting
to smaller firmsthan the official PMI. Both surveys indicate
current growth is driven by domestic demand; there were no
signsin either index of a pick-up in export orders.

China's official non-manufacturing sector PMI for De-
cember rose dightly from November to 56.1. The expansive
trend in the service sector highlights the importance of do-
mestic demand at the moment.

The outlooks suggest better economic times ahead this
year. The World Bank’s latest forecast published in mid-
December sees China's GDP growth accelerating from
7.9 % in 2012 to 8.4 % in 2013. Previous World Bank fore-
casts anticipated economic growth some tenths of a percent-
age point lower. The pick-up in growth reflects implementa-
tion of public investment programmes last autumn and gains
in household incomes.

The World Bank sees only modest price pressures cur-
rently in Ching; it predicts the average inflation rate will
accelerate from last year’ s below 3 % to slightly over 3% in
2013.

Due to uncertainty in export markets and the strong
growth in real wages now driving domestic consumption,
the World Bank expects the current account surplus to con-
tract this year to 2.2 % of GDP. The 2011 current account
surplus was 2.8 % of GDP. The World Bank estimates
China’s 2012 current account surplus was 2.3 % of GDP.

Over the longer term, China's shift to consumption-
driven growth combined with a reduction in the labour sup-
ply will reduce the growth potential of its economy. The
World Bank forecasts 8.0 % growth for Chinain 2014.

GDP growth forecastsfor Chinareeased in December, %

2011 €2012 €2013 €2014
World Bank 9.3 7.9 8.4 8.0
CicC 9.3 7.7 8.1 8.0
BOFIT* 9.3 8 8 7
JPMorgan 9.3 7.6 8.0
Mizuho 9.3 7.7 7.8

*) released in September
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2012 saw a dight easing of monetary policy and disman-
tling of several regulatory structures. Inflation slowed
during 2012 to around 2 % in December, alevel substan-
tially below the government’ s official target of 4 %. The
broad measure of money supply (M2) rose as predicted and
was on target. Despite falling inflation and lower economic
growth, the People' s Bank of China only modestly eased
monetary policy last year, as the economy still continuesto
digest the after-effect of the 2009 stimulus efforts. Key
reference rates were lowered twice last summer atotal of
about half percentage point. The one-year deposit reference
rate now stands at 3.0 % and the one-year credit rate at

6.0 %. Minimum reserve requirements for commercia
banks were lowered last spring a percentage point, but are
still high by international standards. The current reserve
requirement for big banksis 20 % of deposits and for small
banks 16.5 %.

In conjunction with the rate cuts, the PBoC last summer
relaxed rules on interest rates to allow commercial banksto
set their own rates more flexibly. After the latest adjustment,
banks can offer loans at arate aslow as 70 % of the refer-
ence rate and pay interest on deposits as high as 110 % of
the reference rate. The phasing out of rate controlsisan
important aspect of increasing competition in domestic fi-
nancing markets. It is also a prerequisite for freeing up capi-
tal movements and international acceptance of the yuan.

Despite a three-month depreciation episode last summer,
the yuan strengthened about 1 % against the US dollar last
year. In April, the yuan's daily fluctuation band was ex-
panded to 1 %. Growth in China’s currency reserves slowed
last year, reflecting conditions in the global economy and
the fact that the yuan has been allowed to float more freely
on foreign exchange markets.

Chinatook small stepslast year in promoting interna-
tional use of the yuan. The latest step is a pilot programme
that permits use of the yuan in cross-border loans for com-
panies operating in the Qianhai special economic zonein
Shenzhen near Hong Kong. Media reports state that the first
loans should be issued in the coming weeks.

Yuan-dollar ratesin Mainland China and Hong Kong
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Russia

Russian stocks unperformed in 2012. Russia’ s main stock
indexes last year trended with emerging markets el sewhere.
The Moscow Stock Exchange’s dollar-denominated RTS
ended 2012 dlightly up from the start of the year. Share
prices overall, however, were still well below their 2007—
2008 pre-crisis levels. Trading volume in 2012 was not just
below pre-crisislevels but also lower than in 2010 and
2011.

Russia's stock indexes represent a narrow swath of
firms. The RTS index comprisesjust 50 firms, with a third
of the index weighted to oil companies, afifth to gas com-
panies and 18 % to banks. The individual companies with
the greatest weightings are Gazprom, Lukoil and Sherbank,
each representing 14-15 % of the RTS.

Share prices of Gazprom and metal producers fell partly
due to lower export prices and ended the year well below
2011 levels. Russia s main oil companies, the largest pri-
vately held gas producer Novatek and Sberbank fared better
through the year.

Although the merger of Moscow’s MICEX and RTS ex-
changes was officially announced at the end of 2011, |ast
year was spent working out many practical aspects of inte-
gration of the new Moscow Stock Exchange (MSE). The
M SE continues to use the two standard indexes, the RTS
and the ruble-denominated MICEX.
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Cabinet prepares measuresto crack down on offshor-
ing. In his wide-ranging policy speech on social and eco-
nomic issues last month, president \VVladimir Putin criticised
the practice of offshoring Russian firms, whereby compa-
nies move assets out of Russia and use foreign law to gov-
ern contract disputes. Putin tasked the cabinet with coming
up with measures to deal with the situation by next autumn.
Putin wants Russian law to govern in most company
contracts, but today more than half of Russia’ s big firms
(including state-owned enterprises) use almost solely for-
eign contract law in important contracts. This applies not

just to contracts between Russian firms and foreign parties,
but domestic parties as well.

Asaresult, the number of casesinvolving Russian
firmsin civil courts outside Russiais significant. 1n 2009,
for example, 12 % of the cases heard by the London Court
of International Arbitration involved Russian firms. Duma
chairman Sergei Naryshkin claimsthat national sovereignty
may even be jeopardised with issues affecting the Russian
economy being decided abroad.

Russian reliance on foreign contract law reflects the
genera distrust of Russian courts. Putin said that the judi-
cial system needs a complete overhaul so firms do not feel a
need to resort to foreign law or dispute resolution abroad. In
addition to e.g. improving the protection of property rights,
Russia needs an attitudina shift away from a common pre-
sumption in litigation that firms are presumed guilty and
have to show innocence. While several calls for remedying
the situation have been made over the past years, little pro-
gress has been achieved.

Concern rose abroad last summer, when the Russian Su-
preme Court of Arbitration (SAC) voided aclausein a
contract between a Russian firm and aforeign firm stating
that in a dispute both parties may seek ajudgement in an
arbitration court, but only the non-Russian party can take
the dispute to court (in practice outside Russia). Hence, the
Russian firm was able to take the dispute to a Russian
court. Thiskind of clauseis standard in some international
contracts, and the ruling may suggest a crack-down on the
use of foreign law in resolving contract disputes with Rus-
sian firms.

In his speech, Putin also mentioned the need to increase
monitoring of capital outflows from Russia. Putin said the
civilised answer was to make bilateral treaties with individ-
ual tax havens on exchanges of tax and company informa-
tion concerning Russian firms in a manner similar to what
has been done by the US and many European countries.

Putin encour ages firmsto conduct | POs on domestic
exchanges. In his December policy speech, president Putin
tasked the cabinet with making sure domestic stock ex-
changes get involved with |POs of companies where the
state holds a stake of at least 50 %. The goal isto advance
development of domestic financial markets.

While such IPOs have taken place in Russian exchanges
in recent years, the share of salesinside Russia have been
modest. For example, when the CBR sold its stake in Sher-
bank last September only 3 % of the issue was sold through
the MSE; 97 % were sold in London.

Observers say that the Moscow exchange can well ac-
commodate a $300-400 million IPO, but IPOs of over $1
billion should combine sales on the M SE with saleson at
least one major international exchange. More |POs could be
arranged on the M SE if it had the better technical infra-
structure and more sophisticated practices.
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Chinese exportsand imports picked up in December.
On-year growth in the value of goods exports accelerated in
December to 14 %; imports were up 6 % y-o-y. Growthin
exports to the US and the UK picked up, and the contraction
in exportsto the largest euro area countries slowed sharply.
Political differences between China and Japan were re-
flected in a continuing dide in the value of exports to Japan.
China’ strade performance overall last month fuelled cau-
tious optimism that recovery in the global economy is un-
derway.

The value of Chinese exportsrose 8 % in 2012 asa
whole to $2.05 trillion; imports were up 4 % to nearly $1.82
trillion. The resulting trade surplus exceeded $230 hillion,
up from a 2011 trade surplus of $160 hillion. Growth in
China’ s trade surplus reflects higher export prices and a
dlight decline in prices of imports. Based on figures for
January-November, export and import volumes both rose 5—
6 % last year.

Value of China’s monthly goodstrade, USD billion
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Google' s experience highlights opportunities and chal-
lengesfor foreign companiesin China. Google is best
known in the West for its search engine, but in China, much
of Google's success rests on its Android operating system
for smartphones. The Android platform has enjoyed soaring
popularity in Chinain recent years. By some estimates,
Android isfound on 90 % of late model smartphonesin
China. Googleisincreasing its push in development of
phone and tablet applications for the Chinese user base.
Google introduced its search engine businessto Chinain
2005, only to find its ability to offer services stymied by
censorship guidelines. The company ultimately pulled out of
the censored search businessin 2010, claiming ethical rea-
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sons. It redirected usersin mainland Chinato its Hong Kong
servers, which were not subject to Chinese censorship. Ac-
cessing and using the Hong Kong site, however, quickly
became difficult as mainland officials filtered content with
the “Great Firewall.” To improve the functionality of its
Hong Kong site, Googleinitially provided alist of terms
flagged by censors for usersto avoid when performing
searches. The company abandoned this approach when users
began to report access to the site had been blocked entirely.
Google has a so had severe cybersecurity issuesin China, as
hackers attempt access to Google software and user data.

With the handover of power to a new administration un-
derway, limits of Chinese censorship have been tested sev-
eral times. So far there are no signs of an easing of censor-
ship restrictions. International attention recently focused on
Chinese responses to a censor rewrite of aNew Year's edi-
torial in the Southern Weekly newspaper. The 30-year com-
memorative piece had called for a society based on therule
of law. The propaganda clampdown led to a national back-
lash on twitter and other social media. At the censor’s be-
hest, China's major papers all published editorials explain-
ing that China was not yet ready for a free press.

Income disparity in China continuesto widen. The Sur-
vey and Research Centre for China Household Finance
released areport in December suggesting that China has
now joined the group of countries with the greatest inequal -
ity inincome distribution. Using the Gini coefficient asa
measure of income disparity, the study found that China's
Gini value reached an eye-popping 0.61 in 2010. The figure
was arrived at after surveying nearly 10,000 households
around China. On the Gini scale, areading of 0.0 would
indicate a situation of uniform income distribution, while
1.0 would signify that asingle individual earned every
penny. Asarule of thumb, avalue of 0.40 isconsidered a
threshold after which social unrest emerges.

China has been reluctant to publish official estimates on
income disparity. The most recent officia figureisfor 2000,
when China’' s Gini coefficient was put at 0.41. Officials
explain that they have held back on releasing estimates be-
cause it is nearly impossible to get reliable information on
high earners. Even if releasing a Gini number is hard, offi-
cials do not dispute China’s growing income disparity in
recent years. A number of unofficial estimates of Gini val-
ues have been released. The World Bank came up with a
value of 0.43 in 2005 and the Chinese Academy of Social
Sciences (CASS) got areading of 0.54 in 2008.

The widest income disparity in the world is found in
South Africa, which has a Gini coefficient of 0.63. Income
disparities above 0.60 are rare, however, and found mainly
in afew African countries and small island nations. The
lowest income disparities are found in the Nordic countries,
where Gini coefficients are around 0.25.
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Ruble strengthened slightly in 2012. The ruble appreci-
ated 2—-3 % last year against the euro and US dollar. One
euro bought 40.23 rubles at year’s end, while one dollar
fetched 30.37 rubles. The real exchange rate, which takes
into account differences in the inflation rates of Russia and
the US and EU countries, saw the ruble strengthen 7-8 %
against the euro and dollar. The real appreciation of the
ruble was greater than its appreciation in nominal terms, as
the inflation rate in Russia was higher than in the EU and
the US. Russian inflation was 6.6 % at the end of 2012.

Euro/ruble and dollar/ruble rates, 2011-2012
(rising trend indicates ruble depreciation)
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The ruble’s exchange rate continued to closely track
world crude oil prices. The ruble strengthened as the oil
price spiked in Q1/2012, then declined with the oil price in
late spring and early summer. Since autumn, the oil price
and ruble exchange rate have been less volatile.
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Brent-oil price (US$/bbl) and ruble/dollar-euro basket, 2012
(rising trend indicates ruble appreciation)
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The Central Bank of Russia manages the ruble float with
market interventions designed to keep the ruble within a
preset fluctuation band based of its value relative to a dol-
lar-euro currency basket. The band has been widened in
recent years and the CBR has reduced its interventions so
that the ruble’s exchange rate is now more freely deter-
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mined by the markets. The CBR last year only intervened to
support the ruble with forex selling in June and July, and
for a brief period in September. When the crude oil price
shot up at the start of the year, the CBR smoothed the rise
of the ruble by selling rubles.

Russia returns to stricter fiscal policies. In December, the
Duma approved a law to check growth in federal budget
spending and over-dependence on energy prices by setting
limits on spending and creating a mechanism that automati-
cally transfers excess budget revenues to reserve funds.
Russia’s heavy reliance on world energy prices is obvious
from the fact that half of federal budget revenues and nearly
30 % of all public sector revenues are derived from produc-
tion fees for oil and natural gas and export duties on oil,
petroleum products and gas.

Similar, but stricter, budget restraints were in force from
2004 to 2008, before they were abandoned to deal with the
recession. The reserves amassed during that period allowed
Russia to power through the recession without having to cut
federal spending or take on new government debt.

Under the new law, annual federal budget spending is
based on revenue that would accrue if the price of oil would
equal the average price over previous years. Spending can
exceed that revenue by up to 1 % of the budget year’s fore-
cast GDP. Under the government budget guidelines for the
2013-2015 period, the rule was somewhat eased for the
2013 budget. Starting in 2014, however, the rules are ap-
plied in full. The price of oil at which the federal budget
balances would be around $105/bbl.

Excess revenues from oil and gas fees will be transferred
to the Reserve Fund until it reaches a size equivalent to 7 %
of GDP. Surplus revenues thereafter will go to the National
Welfare Fund. Up to half of excess revenues can, however,
be diverted to infrastructure projects. The Reserve Fund is
currently worth about 3.5 % of GDP.

The government’s debt policies for 2013-2015 call for
the federal government to continue to ramp up its borrow-
ing well beyond its needs to make up the possible budget
deficit. The aim is to help in rebuilding reserves. The Re-
serve Fund would be rebuilt mostly through borrowing and
privatisation sales so that by 2015 the Reserve Fund would
reach about 5.5 % of GDP. The assets of the National Wel-
fare Fund would not grow and would correspond to about
3.5 % of GDP in 2015. They amount currently to about 5 %
of GDP.

Most of the planned government borrowing would come
from domestic investors. Of about 1.45 trillion rubles of
gross borrowing this year, over 1.2 trillion rubles is ex-
pected to be raised domestically. Borrowing from abroad is
expected to reach around €6 billion a year during 2013—
2015. Despite the borrowing, the gross federal debt will
only rise to about 13.5 % of GDP in 2015. The gross fed-
eral debt at the moment is equal to just over 10 % of GDP.
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Share of traditional bank loans in finance continues to
decline. Assessing macroeconomic conditions in China has
become increasingly difficult in recent years with the dra-
matic change in structure of financial market. As officials
have tried to rein in bank lending since the stimulus meas-
ures in 2009-2010, less-regulated modes of financing have
become popular. For the last two years, officials have used
the term “social financing” to describe this broader measure
of financing. In addition to traditional bank loans, social
financing includes forms of financing that do not show up on
bank balance sheets such as bank accepted bills, corporate
debt paper, equity financing, and entrusted loans and trust
loans, where banks or specialised trust companies mediate
money from private entities.

Although traditional bank loans still dominate the total
financing stock, yuan bank loans now represent less than
40 % of new financing issues to firms and households. In
contrast, financing based on corporate bonds, entrusted loans
and trust loans has soared. The second half of 2012 also saw
a distinct jump in forex bank loans, probably a response to
yuan appreciation. Share emissions and short-term bank
accepted bills, in contrast, saw hardly any uptick last year.

Out-of-pocket financing covers 70 % of corporate in-
vestment, compared to just over 20 % for bank loans (al-
though firms are in highly disparate positions with respect to
access to financing). New channels of finance have opened
as private individuals and firms have sought better yields
than for bank deposits. In addition to the above mentioned
forms of financing, China has a vast informal and unregu-
lated lending market that does not appear on official radar.

Altogether, China’s financing markets are quite opaque,
which impedes supervision, complicates monetary policy
and generates systemic risks. Regulators are also concerned
about mounting default risk as the share of short-term bor-
rowing has skyrocketed.

Bank loans and other credit formats, share of net flow
90 %-share of social finan‘cing net flow
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Forecast revisions and financial market reforms rock
stock prices. China’s stock markets were down overall in
2012, and in early December A-share prices on the Shanghai
stock exchange reached their lowest level since the start of
2009. Shares then jumped 16 % in the final weeks of 2012
on an improved outlook for Chinese growth. 2012 ended
with the Shanghai A-share index up 3 % from 12 months
earlier. In comparison, share prices were up 11 % on-year in
Russia, and the Morgan Stanley emerging market index was
up 15 %. Chinese stocks have continued on an upward trend
in January.

Since China’s stock markets began to attract serious in-
terest in the mid-2000s, it has experienced violent swings.
Before the global financial crisis hit in autumn 2007, share
prices reached a level more than 2.5 times their current
valuations. The average price-to-earnings (P/E) ratio at times
exceeded 70. At present, the average P/E for traded shares is
about 12, a bit lower than the global average.

Chinese share prices have also been rocked by changes in
China’s financing system and stock market reforms. At the
start of January, prices of B-shares, which are directed to
foreign investors, were hit by speculation that Chinese firms
are phasing them out and replacing them with Hong-Hong-
listed H-shares. The China Securities Regulatory Commis-
sion (CSRC) plans to further open up China’s markets
through substantial increases in foreign quotas on China’s
securities markets.

The nature of Chinese securities markets was evident last
week when the Shanghai stock exchange assumed that it was
its task to instruct members to pay out dividends equal to at
least 30 % of profits to stimulate stock trading. Even if the
instruction might have been well-justified in the case of
many of China’s state-owned firms, a bedrock rule of corpo-
rations law is that the board, not a securities exchange, rec-
ommends the paying and size of a dividend to shareholders.

Shanghai, Moscow and Morgan Stanley Capital International
Emerging Market indexes
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Last year witnessed modest growth in Russia’s oil and
gas sector. Rosstat reports Russia’s crude oil production
rose less than 1 % in 2012 to slightly over 517 million tons
(an average production of about 10.4 million barrels a day).
Just over half of production went to domestic refineries; the
rest to export. Russia and Saudi Arabia are the world’s top
producers of crude oil.

Crude oil exports contracted about 1 % from 2011, re-
flecting largely a rise in domestic refining to meet growing
domestic demand for oil products and take advantage of
lower exports duties on refined products. Russia is the
world’s second largest exporter of crude oil after Saudi
Avrabia.

Transneft, which handles most of the shipping of Rus-
sian oil exports, reports that pipeline transmission of oil as a
share of exports supplied to non-CIS customers continued
to contract and accounted for only about third of the exports
in January-October 2012. Oil tanker shipping activity in-
creased, especially in the Baltic Sea, with Transneft launch-
ing oil transhipping at the Port of Ust-Luga last year. Rus-
sian seaports by the Baltic Sea overall, and most notably the
Port of Primorsk, accounted for 40 % of Russian oil exports
to non-CIS destinations. The other major export channel is
the Black Sea, which features the massive Novorossiysk oil
terminal. Transneft’s exports via Novorossiysk were nearly
unchanged from 2011 to 2012, while exports through the
Black Sea Port of Tuapse contracted.

Natural gas production fell nearly 3 % in 2012 to around
653 billion m®. Russia is the world’s largest producer of
natural gas together with the United States.

Gazprom, Russia’s largest gas producer, experienced a
sharper drop in production than gas production overall.
Gazprom’s share of Russian gas production fell to around
75 %. In contrast, privately held gas producers such as
Novatek saw their production levels rise. Russia’s domestic
gas consumption contracted more than 7 %. About 70 % of
production went to domestic consumption.

Russian gas exports contracted nearly 9 % last year.
Demand for Russian natural gas fell in its main export mar-
kets in Europe due e.qg. to the relatively high price of Rus-
sian contract gas compared to spot prices.

With the inauguration of the Nord Stream gas pipeline in
late 2011, an increasing amount of gas is reaching Europe
via the Baltic Sea. Ukraine’s gas pipeline operator
Ukrtransgas reports the volume of gas transmitted via
Ukraine to western Europe fell about 20 % last year. Even
so, roughly half of all Russian gas exports still passes
through Ukraine.

Slight reduction in current account surplus and lower
import growth in 2012. Preliminary balance-of-payments
figures released by the Central Bank of Russia indicate the
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2012 current account surplus was slightly smaller than in
2011, but still significant. The 2012 goods trade surplus
was almost unchanged from 2011, but still sky-high by
international standards. Russia’s services trade deficit con-
tinued to widen, due e.g. to increasing travel spending
abroad. The “other items” category in the current account
(which includes e.g. interest payments and remittances of
foreign workers) showed a slightly larger deficit than a year
before.

Russian export earnings increased 4 % last year in dollar
terms, mainly on higher crude oil prices. Growth, however,
slowed substantially near the end of the year. Growth in
spending on imports slowed last year to around 10 % and in
the final months of 2012 was only up about 2 %.

Russia’s balance of payments

USD billions % of GDP
2010 2011 2012 2011 2012
(preliminary) (preliminary)

Current account 71 99 81 4.8 5.3 4.1
- exports (goods & services) 442 571 594 29.7 30.8 30.2
- imports (goods & services) 318 409 443 21.4 22.0 22.5
Trade balance (goods) 147 197 195 9.9 10.6 9.9
- exports 391 513 531 263 276 270
- imports 244 316 335 16.4 17.0 17.1
Services trade balance -24 -35 -45 -1.6 -1.9 -2.3
- exports 50 58 63 34 31 3.2
- imports 74 93 108 5.0 5.0 5.5
Other items -52 -64 -69 -3.5 -3.4 -3.5
Financial account + e&o0*) -34 -86 -46 -2.3 -4.6 -2.3
State (excl. central bank) 3 -3 9 0.2 -0.2 0.5
Banks 16 -24 24 11 -1.3 1.2
Other private, incl. e&o *) -50 -58 -82 -3.4 -3.1 -4.2
- direct investments -13 -19 -5 -0.9 -1.0 -0.3

- to Russia 38 47 39 25 25 2.0

- from Russia 51 66 44 34 3.6 2.2
- portfolio investments -5 -12 9 0.3 -0.6 0.5

- to Russia -5 -6 -8 -0.3 -0.3 -0.4

- from Russia 0 B 1 0.0 0.3 0.1
- illegal transactions -31 32 35 -2.1 1.7 1.8
- errors and omissions -8 -10 -10 -0.6 -0.5 -0.5
- other items 7 15 22 0.5 0.8 1.1

*) errors and omissions

Sources: CBR and IMF

Corporate sector capital outflows up in 2012. The bal-
ance-of-payments figures show the financial account deficit
shrank substantially. This was partly due to state borrowing
on international markets, but mostly to notable increases in
banking sector capital imports and decreases in capital
exports.

The corporate sector net capital outflow from Russia in-
creased substantially. Illegal exports of capital (e.g. to
evade taxes) remained high. Foreign direct investment in
Russia and direct investment outflows from Russia fell, and
the repatriation of portfolio investments from Russia con-
tinued. Furthermore, corporate borrowing on international
markets evaporated almost completely.

Figures for the first half of 2012 suggest that direct in-
vestment of the banking and the corporate sector especially
to Cyprus has been active, mainly through loans to subsidi-
aries. The repatriation of assets, i.e. FDI inflows from Cy-
prus to Russia, declined.
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China’s GDP up 7.8 % in 2012. China’s gross domestic
product last year slightly exceeded the official target of

7.5 %. The growth was slowest in the first quarter, after
which it accelerated. In the fourth quarter of the year growth
was 7.9 % y-o0-y. Chinese GDP for 2012 was 52 trillion
yuan ($8.23 trillion), solidly establishing China as the
world’s second largest economy after the United States.
GDP per capita hit $6,080, putting China on par with coun-
tries like Peru, Serbia and Belarus.

Chinese economic growth last year was driven mainly by
domestic markets. The increase in domestic consumer de-
mand accounted for about half of all growth, with the rest
coming from investment growth. In consequence, there was
little evidence of structural changes in the economy to sug-
gest a more consumption-driven system; investment still
corresponded to nearly 50 % of GDP. Despite growth in the
value of foreign trade surplus, the volume of exports in-
creased slower than the volume of imports (i.e. the net ex-
ports declined). Thus, net exports made no positive contri-
bution to the growth.

While economic growth is expected to remain strong
throughout 2013, no substantial pick-up is expected; recent
economic forecasts see GDP growth this year coming at
around 8-8.5 %. If China sustains high economic growth, it
may surpass the US economy already by 2017 when ad-
justed for purchasing power parity (PPP).

GDP growth and main contributors to growth, %
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Inflation accelerated in December; M2 growth remained
moderate. China’s National Bureau of Statistics reports
consumer prices rose 2.5 % y-o0-y in December. Inflation
remained well below the 4 % target announced by the Peo-
ple’s Bank of China.
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Inflation spiked in December on higher food prices,
while prices for non-foods rose moderately. Food accounts
for about a third of purchases by the average Chinese con-
sumer, and any shift in food prices has a substantial impact
on the consumer price index.

The upward pressure on food prices is expected to con-
tinue this year, which would accelerate inflation. On the
other hand, prices of non-food goods and services do not
face similar pressures. Producer prices, in fact, have been
sliding for a while, reflecting declines in world commodity
prices.

The broad measure of money supply (M2) was up nearly
14 % y-0-y at year’s end, hitting the official M2 target for
the year.
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China releases first official estimate of income disparity
in 12 years. A new estimate from China’s National Bureau
of Statistics puts China’s Gini coefficient, a rough measure
of income disparity in a society, at 0.47. At the same time,
the NBS also released Gini estimate of 0.49 for 2008, and
thus it claimed that income disparities have actually become
smaller during recent years. The release of official Gini
estimates surprised observers as China had not released an
official Gini estimate since 2000.

The suggestion that income inequality has been decreas-
ing in China in recent years defies anecdotal evidence and
contradicts the NBS” own comments made in 2011that in-
come disparity was increasing. Moreover, all unofficial
surveys of income disparity suggest a widening income gap.
The release of official figures was most likely a response to
the headline-grabbing 0.61 figure published by the Survey
and Research Centre for China Household Finance in De-
cember.

A Gini coefficient of zero would indicate a society with
perfect income distribution, while a society with a value of 1
would have one person taking all income in the society. The
average Gini value for EU countries is around 0.30.
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Russian economic growth slowed in 2012. The GDP grew
last year 3.4 %, a fairly brisk pace relative to the global
economy overall. Towards the end of the year, growth be-
gan to slow. Growth rate was affected e.g. by poor harvests.
The manufacturing sector, in contrast, went ahead enjoying
rather good growth. Major forecasting institutions expect
GDP growth to remain well below 4 % this year.

Growth in the volume of retail sales slowed, but was still
robust at year’s end. The post-recession rebound in fixed
investments continued, even if recovery was slower in the
second half of 2012. The volume of investment exceeded
its pre-recession peak in 2008. Export growth flagged and
the rapid import growth of the first half lost momentum.

Demand, output and imports, % change from a year earlier

2009 2010 2011 2012 2012 quarters
1Q 2Q 3Q 4Q

GDP -7.8 4.5 4.3 34 49 40 29 23
Industrial output -9.3 8.2 4.7 2.6 40 23 25 17
- mineral extraction -0.6 3.6 1.9 1.1 19 04 12 09
- manufacturing -15.2  11.8 6.5 4.1 44 47 45 238
Retail sales -5.1 6.4 7.0 5.9 76 7.0 48 45
Construction -13.2 35! 5.1 2.4 50 46 -11 28
Fixed investments -15.7 6.0 8.3 6.7 16.6 102 7.3 13
Exports -4.7 7.0 0.3 1.8 44 -14 21

Imports -30.4 258 203 87 102 29 96

Imports, value * -27.6 348 220 17.6 19.7 154 20.2 10.2

* goods and services imports, change of euro value

Sources: Rosstat, Ministry of Economy, CBR

Federal Antimonopoly Service green-lights Rosneft
acquisition of TNK-BP. State-owned oil giant Rosneft last
month was granted permission to acquire Russia’s number-
three oil company, the Russian-British joint venture TNK-
BP. The parties agreed on the sale last October. The sale
value is around $56 billion, making it one of the largest
deals ever in the global oil industry.

The sellers are BP and Alfa-Access-Renova (AAS), a
consortium of Russian investors. The TNK-BP sale arose
after its owners could not resolve their differences. Rosneft
will cash out AAS, while BP will be paid partly in cash and
partly in Rosneft shares. After the deal, BP will own an
approximately 20 % stake in Rosneft. BP’s participation
gives Rosneft access to high-level technological capabili-
ties, while BP reinforces its position in the Russian oil
sector.

Rosneft was established in 1993 as the Russian oil sector
was split into several companies. Rosneft remained a state
company, inheriting a bunch of Russia’s least efficient oil
fields. The sleepy Rosneft business came alive in 2004 with
the take-over of Mikhail Khodorkovsky’s Yukos. The
TNK-BP deal makes Rosneft Russia’s largest oil company.
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After the expansion, Rosneft will account for 40 % of Rus-
sian oil production and 30 % of Russian oil refining.

The state’s increasing dominance in the country’s oil
sector has been criticised in Russia since the deal. The fear
is that Rosneft may become a Gazprom-like Gargantua,
operating inefficiently and averse to change.

Ukraine-Russia gas fight flares again. Gazprom an-
nounced last week it billed Ukraine $7 billion for gas
Ukraine refused to take last year. Like many of Gazprom’s
other European customers, Ukraine gets its gas under long-
term take-or-pay supply contracts that allow Gazprom to
invoice for a minimum annual volume of gas even if the
customer has no use for it.

Ukraine last year bought 33 billion cubic metres of natu-
ral gas from Russia, well below the minimum contract
supply of 42 billion m?. The reasons for Ukraine’s reduced
need for imported Russian gas include a slow recovery of
Ukrainian industry after the 2009 recession and an increas-
ing shift to coal by the nation’s steel industry.

Ukraine disputes the Gazprom bill. It is also dissatisfied
with gas price itself, which is substantially above the rate
charged to Belarus. Russia responds that Ukraine would
qualify for the discount rate if it joined the Russia-Belarus-
Kazakhstan customs union. Gazprom uses for all its cus-
tomers a pricing formula that ties the gas price to the price
of petroleum products. Ukraine was changed a higher rate
for gas last year than e.g. Germany. Price relations, how-
ever, vary across time as each contract has an individually
negotiated pricing formula.

Gazprom has granted concessions to several big Euro-
pean customers after they threatened to take Gazprom to
court over its unconscionable contract terms. In response,
Gazprom reduced prices and relaxed rules on charging for
undelivered gas. Ukraine is currently considering how to
respond to Gazprom’s eye-popping bill.

Information about the $7-billion bill came to light after
Royal Dutch Shell representatives and Ukrainian officials
announced at the Davos Economic Forum that they had
reached a deal on developing shale gas resources in eastern
Ukraine. If the reserves meet initial estimates, Shell will
invest about $10 billion in the project. Ukraine has some of
Europe’s largest shale gas deposits. Shell won the right to
develop the deposit after competitive bidding last year. Last
year Ukraine also awarded Chevron with the rights to de-
velop the slightly less massive shale gas deposits of western
Ukraine. A consortium led by Exxon Mobil was chosen to
develop offshore hydrocarbon formations in the Black Sea.

Ukraine is Gazprom’s biggest customer. In recent years
the country has sought to reduce its dependence on Russian
gas e.g. though boosting the efficiency of domestic use and
importing gas from alternative sources such as Germany.
Ukraine’s own gas production last year amounted to about
20 billion m®.
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Though rate of growth slowing, China’s population con-
tinues to rise. China’s population grew 0.5 % last year to
1.354 billion. The one-child policy introduced in the late
1970s continues to reduce the rate of population growth.
The rate of population growth was four times higher in the
1970s and twice as high in the 1990s. Population growth is
expected to slow further as the current fertility rate in China
is just 1.7 children per woman.

There have been huge demographic shifts since eco-
nomic reforms began in the 1970s. The share of the popula-
tion living in cities has increased about a percentage point
every year over the past three decades. By 2010, the number
of Chinese living in cities exceeded the number of rural
dwellers. In 2012, already 53 % of Chinese lived in cities.

Social and economic development has also reduced the
disparity between male and female births, although a gyno-
cidal distortion is still evident. Official figures show 118
boys were born for every 100 girls last year.

Demographers are particularly concerned about China’s
shrinking working age population. The cohort of 15-59-
years olds fell by 3.4 million last year to 69 % of the popula-
tion. About one in ten Chinese is now over 65. The greying
population is the reverse side of the one-child policy, and
this revelation has become a hot topic in the media lately.
While no official shift in policy has been announced, ru-
mours abound that the government is considering ways to
relax rules so that couples living in cities can have a second
child. Currently, only urbanite couples who both come from
one-child families qualify for having a second child. The
new policy would likely enter into force as early as this
year.

Percentage of population over 65
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Rise in wages slowed slightly in 2012; again big mini-
mum wage hikes. China’s National Bureau of Statistics
reports that real wages of city residents rose nearly 10 % last
year. The average disposable monthly wage per urbanite
was 2,050 yuan (about €250). In the countryside, real wages
were up 11 % last year. Although the wage gap closed
slightly, rural wages are still considerably lower than urban
wages. Net earnings of rural dwellers last year averaged 660
yuan a month. Wages are expected to climb rapidly in com-
ing years as the over-supply of labour has become less
abundant.

The pressure to raise wages can be seen in recent hikes in
minimum wage levels. At the start of this year, the mini-
mum wage went up 10-15 % in Beijing and the Zhejiang,
Henan and Shaanxi provinces. The minimum wage in Bei-
jing is now 1,400 yuan (€170) per month. Many other prov-
inces are expected to announce minimum wage hikes in the
next few months as the law requires provinces to adjust their
official minimum wage levels at least every other year.
Some provinces and cities like Beijing have already shifted
to annual minimum wage adjustments. Provinces decide
minimum wages independently, and there is variation also
within provinces. For example, in the Zhejiang province the
minimum wage currently runs in the range of 1,080-1,470
yuan. In addition to a minimum monthly wage, China has
introduced the notion of a minimum hourly wage, which
ranges between 6 and 15 yuan (less than €1-2 an hour).

In addition to rising incomes, also the cost of living has
been skyrocketing in big cities. A survey by the South China
Morning Post at the end of 2012 compared prices of ten
consumer goods in Beijing, Hong Kong and London. Of
those ten items, the survey found that bread, shampoo, baby
formula and Starbucks coffee were most expensive in Bei-

jing.

Real income growth in urban and rural areas, % change y-o0-y
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2012 federal budget in balance. Preliminary figures from
the finance ministry suggest a better-than-expected budget
performance last year which is due to higher oil prices
boosting state tax revenues. The original 2012 budget antic-
ipated a deficit of 1.5 % of GDP. The average price for
Urals blend last year was around $110 a barrel.

Federal budget surpluses and deficits, % of GDP, 2001-2012
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Government split on how to grow the economy faster. In
his December policy address, president Vladimir Putin
tasked the government with finding ways to boost GDP
growth to a level of 5 % annually over the next ten years
although the economy ministry’s GDP growth forecast is
just over 3 % this year and 3—4 % in coming years. Russia
is currently engaged in an active public discussion over
possible measures to speed up growth. Even the cabinet is
divided over how this could be achieved.

The economy ministry contends that growth should be
increased through state investment in infrastructure. Such
investment would be funded by diverting revenues from
crude oil and gas production fees and export duties nor-
mally destined for off-budget reserve funds. This approach
would require a lifting of the strict budget rules just ap-
proved by the Duma in December (see BOFIT Weekly
2013/3). The selection and implementation of investment
projects would be overseen by a development fund under
the supervision of the economy and transport ministries, but
independent of the finance ministry. The transport ministry
has prepared a list of 28 potential projects that includes a
new ring road for Moscow, a liquefied natural gas (LNG)
terminal on the Yamal Peninsula, as well as a development
project in the Urals region. The projects would be funded in
part out of the Pension Fund.

The finance ministry rejects increases in state spending,
noting that a wiser path to economic growth involves struc-
tural reform and improvements in Russia’s investment
climate. It stresses that balanced state finances and accom-
panying stability are key factors in improving the invest-
ment climate. Moreover, shrinking the reserve funds would
increase risk if economic conditions turned bad. It was
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precisely the reserve funds that allowed Russian govern-
ment to weather the economic downturn in 2009 with rela-
tive ease. If large infrastructure investments were to be
funded with income that depends on economic cycles, there
is a substantial threat that the projects would be delayed or
even abandoned if the world oil price falls precipitously.
Some cabinet members, and even president Putin, have
criticised the CBR of keeping interest rates too high and
thereby stifling corporate investment. The CBR’s main
monetary tool, the repo credit rate, currently stands at
5.5 %. January 12-month inflation was 7.1 %.

Russia to reduce number of universities and institutes.
The education and culture ministry last autumn performed a
survey of institutions of higher education in Russia, and this
year plans to reform or shut down the poorest performing
schools. The survey is seen to be related to the govern-
ment’s current efforts to reduce the number of higher edu-
cation institutions by 20 %.

Today, over 7 million students study in over 1,100 uni-
versities and institutes in Russia. While the amount of insti-
tutes has increased notably and the number of students has
even more than doubled in the past two decades, educa-
tional funding has not. The number of teachers and aca-
demic posts has increased only about 60 %. The lack of
resources has eroded the quality of education, and the
knowledge and skills of teaching staff have not kept up
with the times. Much of the curriculum has not changed
since the Soviet era.

Educational standards have also been lowered by the
appearance of for-profit colleges, where teaching standards
in many fields are poorer than in public universities. There
are significant exceptions, of course. About 40 % of schools
are private and they account for about 17 % of enrolments.
The general perception is that especially in private schools
degrees can be bought. One reason for the popularity of
university and institute enrolment is the possibility to avoid
military service. Educational standards are a big issue also
in distance learning, which has rapidly gained popularity.
The share of distance learning has quadrupled over the past
20 years: about half of all students today are involved in it.
Distance learning also offers major opportunities for abuse.

The education and culture ministry survey only covers
state universities and institutes. The hope is that the survey
would be conducted annually and expanded to include
private colleges as well. The survey criteria have been criti-
cised for not measuring institutional efficiency correctly.
Criteria include e.g. quality of teaching, quality of research,
international activities, teaching facilities and equipment, as
well as the quality of students applying for admission.

About 25 % of the 500 universities and institutes par-
ticipating in the survey were found to be “inefficient” at
least to some extent. Schools with bad marks will have to
reform their operations, merge with larger universities or
close their doors.

Bank of Finland ¢ Institute for Economies in Transition, BOFIT
P.O. Box 160, FI-00101 Helsinki
Phone: +358 10 831 2268 « Web: www.bof.fi/bofit

Editor-in-Chief Seija Lainela « Email: Seija.Lainela@bof.fi
The information is compiled and edited from a variety of sources.
The Bank of Finland assumes no responsibility for the completeness or accuracy of
the information, and opinions expressed do not necessarily reflect the views of the
Bank of Finland.


http://www.suomenpankki.fi/bofit_en/seuranta/viikkokatsaus/Documents/w201303.pdf
http://www.suomenpankki.fi/bofit_en/seuranta/viikkokatsaus/Documents/w201303.pdf

EUROJARJESTELMA
EUROSYSTEMET

China

China’s current account surplus grew in 2012. China’s
State Administration of Foreign Exchange (SAFE), an
agency of the central bank, reports a 2012 current account
surplus of $214 billion (2.6 % of GDP). China’s current
account surplus has been decreasing for some years, but in
2012 it was up about $10 billion from 2011. China’s current
account surplus was driven by the goods trade surplus,
whereas services trade is deeply on deficit.

Last year there was a big red shift in China’s financial
account, which turned to deficit. It reflects the lifting of
capital controls and incentives to take money out of the
country. In addition, China’s rapidly growing production
costs and the stickiness of global economic growth have also
reduced inflows of foreign direct investment to China. The
financial account deficit further reflects changes in foreign
exchange policy at the People’s Bank of China, which has
given the markets more power to determine the yuan’s ex-
change rate. The PBoC last year reduced interventions in
foreign exchange markets and the growth in foreign cur-
rency reserves was kept below $100 billion.

Key balance-of-payments items and currency reserves, USD bn

2008 2009 2010 2011 2012
Current account 421 243 238 202 214
Capital and financial
accounts 40 198 287 221  -117
Net errors & omissions 19 -41 -53 -35 -
Change in currency
reserves 480 400 472 388 97
Currency reserves at
year’s end 1,946 2,399 2,847 3,181 3,312

Sources: CEIC and SAFE

At the end of 2012, China’s foreign currency reserves
stood at $3.312 trillion. Although China does not reveal how
its currency reserve assets are invested, most observers be-
lieve the lion’s share is held in the form of sovereign bonds
with about 60 % invested in dollars, 30 % in euro and the
remaining 10 % distributed among other currencies such as
Japanese yen and British pounds. As sovereign bonds tradi-
tionally are low yield, the Chinese are on the hunt for higher
returns. A share of the currency reserves was transferred in
2007 to a sovereign wealth fund, China Investment Corpora-
tion (CIC). More recently, some of the reserves were made
available via the state-owned China Development Bank to
domestic firms as a way to fund international operations. In
December, the central bank announced that the ceiling on
corporate borrowing from currency reserves would be
raised. No other central bank is known to arrange such cor-
porate loans from its foreign currency reserves.
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Construction of China’s trans-Myanmar oil and gas
pipelines could help ease strained trade relations. The
1,100-kilometre Myanmar-China oil pipeline will take tran-
shipped oil from the Middle East, and a parallel gas pipeline
carrying gas from fields on Myanmar’s continental shelf in
the Bay of Bengal. Construction of the pipelines began in
2009; only the finishing touches on parts of the pipeline in
Yunnan province remain. The pipeline is scheduled for
commissioning in May.

The construction work is being finished in a shifting po-
litical environment. A new era in trade relations began in
2011 when Myanmar’s ruling junta allowed incremental
political reforms so that international sanctions would be
dropped. Before the changes, China had made big inroads
into trade with Myanmar. Chinese exports to Myanmar
include machinery and equipment, and Chinese imports
from Myanmar are mostly natural resources such as ores,
sawn timber, and precious stones. Chinese firms are en-
gaged in huge projects in Myanmar to get at its resources.
However, Chinese dominance in Myanmar’s foreign trade
has recently been challenged. Last year, China’s share of
Myanmar’s imports fell by four percentage points to 30 %,
and its share of exports fell by nearly half to 13 %.

Trade relations have been hurt by the poor image of Chi-
nese businessmen in the eyes of the Burmese. Many Bur-
mese feel that most of the benefit of trade with China has
gone either to Chinese firms or corrupt Burmese officials.
The Burmese also feel extensive environmental damage
caused by some projects. China’s state-funded Myitsone
dam project has become a symbol of deteriorating China-
Myanmar relations. The project was halted by Myanmar’s
new government when it came to power last year.

Japan, which saw its exports to Myanmar triple last year,
is rapidly emerging as the biggest beneficiary of Myanmar’s
political reforms. Myanmar has granted Japanese firms
rights to development vast land areas. Myanmar ranks
among the poorest nations on earth, so there is no lack of
development challenges. However, the country has vast
natural resources, and is wedged between two of the biggest
and fastest growing economies in the world: India and
China. However, the success of commercial ventures re-
quires political stability.

China’s foreign trade with Myanmar, USD billion

6
— Exports Imports
5 //
4 /
: /
2 /
1
/

O T T T T T T T T T T T

2001 2003 2005 2007 2009 2011

Sources: CEIC and China customs

Bank of Finland ¢ Institute for Economies in Transition, BOFIT
P.O. Box 160, FI-00101 Helsinki
Phone: +358 10 831 2268 « Web: www.bof.fi/bofit

Editor-in-Chief Seija Lainela « Email: Seija.Lainela@bof.fi
The information is compiled and edited from a variety of sources.
The Bank of Finland assumes no responsibility for the completeness or accuracy of
the information, and opinions expressed do not necessarily reflect the views of the
Bank of Finland.



EUROJARJESTELMA

EUROSYSTEMET

Russia

Despite demands, CBR refrains from lowering rates. At
its February 12 meeting, the Central Bank of Russia’s board
of directors decided to leave reference rates untouched. The
CBR’s most potent monetary instrument, the one-day
minimum auction repo credit rate remains at 5.5 %. The
central bank justified its decision by pointing to a pick-up
in inflation, which was running at a 7.1 % annual rate in
January (well above the CBR target range of 5-6 % this
year). Although the CBR expects inflation to slow this
summer, higher prices could fuel inflation expectations and
increase inflation risks in the future.

The CBR noted little change in economic conditions in
recent months: industrial output growth remains flaccid and
the pace of growth of capital investment continues to decel-
erate. On the other hand, the utilisation of industrial capac-
ity is at a fairly high level, and low unemployment (see
third item) and household borrowing fuel domestic demand.
Total economic output is at or near a level considered nor-
mal for the Russian economy. The CBR pointed out that in
such conditions the possibilities of monetary policy to in-
fluence economic growth are quite limited.

The central bank’s full-throated defence of its decision
to leave rates unchanged was a response to demands from
the business community and commercial bankers for lower
rates. The cabinet has also discussed rates with the CBR;
several ministers have claimed rates are too high. Recent
forecasts see Russia’s economic growth slowing a bit this
year, and demands for lower rates are based on the desire to
enhance growth.

The CBR released its first quarterly Monetary Policy
Report in January. The CBR hopes the publication will
increase transparency by disclosing its principles and the
reasoning behind its decisions.

Rapid credit expansion last year. The stock of credit
issued by banks rose 19 % in 2012, reaching a level above
27.7 trillion rubles (€690 billion) at year’s end. The stock of
corporate loans increased 13 %, while the stock of loans
granted to households climbed nearly 40 %.

Big banks, in particular, stepped up their lending to
households. Despite high growth in borrowing, Russian
households still carry relatively little debt relative to their
counterparts in advanced economies. Household borrowing
equalled 12 % of GDP in Russia, compared to an average
of 65 % of GDP for EU countries.

The structure of Russian household borrowing is dis-
tinctly different from most developed countries; housing
loans constitute less than 30 % of household borrowing.
That corresponds to about 3 % of GDP, compared to 45 %
in the EU. Most loans granted to households (60 %) are
unsecured consumer loans. Such loans skyrocketed nearly
60 % last year. Banks are very active in selling loans to
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households and developing new loan types. The average
annual rates on short-term credit last year was around 25 %.

The National Bureau of Credit Histories (NBKI), Rus-
sia’s leading credit bureau, reports it database contains
information on 60 million borrowers, up from 47 million a
year ago.

The CBR is increasingly concerned about rapid growth
of consumer credit. During 2012, the stock of households’
non-performing loans rose just over 7 % overall, while the
share of non-performing consumer loans rose about 25 %.
Debt servicing could emerge as a serious issue in Russia as
an average of nearly 20 % of household income goes to
debt servicing. In developed economies, debt servicing
takes 10—15 % of household income.

Unemployment at record lows. Rosstat reports Russia’s
unemployment rate fell in December to just 5.3 % of the
labour force. The figure is calculated using the ILO’s meth-
odology. Unemployment dropped below 6 % last spring —
the first time unemployment dipped below the 6 % mark
since the late-boom years of 2007 and 2008. The fact that
unemployment has fallen so low suggests there is little
reserve labour capacity left in the Russian economy. In-
deed, Russia’s big cities suffer from labour shortages.

Russia’s lowest unemployment rate, 2.9 %, was posted
in the Central Federal District, which includes Moscow.
Unemployment in the City of Moscow was just 0.6 % of
labour force. In St. Petersburg, the unemployment rate was
only 1.1 % and 4.0 % on average in the Northwest Federal
District. The highest unemployment rate posted in the
Northwest Federal District was 8.6 % in the Murmansk
region. The highest unemployment numbers in Russia were
posted in the Northern Caucasus region, which includes
Ingushetia with an unemployment rate of 47 % and Chech-
nya at 29 %. Some regions in the Siberia and Far East Fed-
eral Districts experienced relatively high unemployment
rates of around 10 %.

Unemployment rates in rural areas are typically double
that of cities. Unemployment among 15-24-year-olds was
14 %. Among all the unemployed, some 33 % are classed
as long-time unemployed (i.e. out of work for over a year).

Unemployment rate, %
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The modest recovery in Chinese exports to Europe, US
and Japan indicate caution still warranted. As the
world’s largest exporter of goods, China’s trade activity has
become a barometer for the condition of the global econ-
omy. The on-year foreign trade performance in January,
however, tends to exaggerate actual conditions as the Chi-
nese New Year holiday week fell last year in the end of
January and this year it took place this week. On the surface,
the trend in Chinese foreign trade at the end of 2012 sug-
gests a slight recovery in the global economy has been un-
derway despite ongoing uncertainty in some of China’s key
markets. Exports to the US appear to be returning to the
around 10 % a year growth trend, while exports to the EU
stopped contracting relative to the December-January period
a year earlier. The numbers for Europe do not change sig-
nificantly if computations are in euros instead of dollars.
While China’s exports to Japan have been hurt by territorial
island disputes and poor performance of the Japanese econ-
omy, Chinese exports to South Korea have revived.

Substantial export growth was mostly evident in South-
east Asia, where a powerful expansion in trade with Taiwan
may indicate a revival of processing trade in Asia. Chinese
export growth to Africa accelerated to nearly 20 %. Growth
in exports to Latin America have long been slowing; even
the boost in growth in the fourth quarter to 6 % y-o-y does
not yet indicate recovery of demand in the region.

China’s imports in November—January rose at an average
of 10 % y-o0-y, but a big pick-up came only in January. The
January leap in imports, measured in value terms, partly
reflected the timing of the Chinese New Year’s holiday and
hikes in world prices for iron ore and oil. So for the time
being, imports depict a relatively modest outlook for Chi-
nese economic growth.

In addition to the foreign trade figures, China’s January
purchasing manager index readings suggest modest growth
in trade ahead. Both export orders and import indicators
were below 50, indicating a pessimistic growth outlook.

Exports to China’s main markets
%-change y-o-y, 3 month moving average
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The domestic value added of China’s exports is about

70 %. The share of domestic value added in China’s exports
is relatively small by international standards, but nothing
exceptional. Countries with the highest domestic value
added component of exports are typically resource-based
commaodity producers, while those with lower domestic
value added such as countries in Europe tend to export fin-
ished goods. These assessments come from the latest release
of the OECD/WTO Trade in Value Added database.

The share of domestic value added in exports provides
insight into China’s role in international production chains.
Production chains typically originate in countries producing
raw materials and end in countries where final assembly or
sales occur. China’s exports tend to be finished goods, so
China is at the end of international production chains like
most European countries. It falls somewhere between Ger-
many and Finland. The lowest domestic value added in
China is in electronics, chemicals and construction exports,
while the highest domestic value added is found in the
wholesale and retail sales, and finance exports.

Calculations by the OECD and WTO indicate that the
share of services is about a fifth of the Chinese exports, and
slightly over half of them represent domestic value added.
Services constitute such a large share of exports after includ-
ing the service component bundled with export goods (e.g.
smartphone software). The services value added component
is largest in electronics exports, and smallest in farm prod-
ucts and mining industry exports.

China’s economic changes reflected in shifts in FDI
flows. China’s trade ministry reports foreign direct invest-
ment flows into China last year amounted to $112 billion, a
slight reduction from 2011. The poor growth outlook for the
global economy largely explained the contraction, but there
were also domestic factors involved. Investments in the
electronics and textile industries continue to decline, reflect-
ing China’s rapidly rising production costs. Uncertainty over
the direction of real estate markets has reduced investment
in the real estate sector. In contrast, investment growth in
the service sector remained robust, reflecting expectations of
a structural shift to a consumption demand-driven economic
model. Despite the changes, a large part (43 %) of FDI was
still directed to goods manufacturing. The service sector’s
share was about 30 % and the real estate sector 22 %. The
lion’s share of investment still came from Hong Kong.

FDI outflows from China have boomed in recent years.
The value of investments was $77 billion last year, up from
$69 billion in 2011. Figures do not include financial sector
investment, which has been running at $5-10 billion in
recent years. That data will be released later in the spring. A
large share of Chinese investments abroad are directed to
neighbouring countries, but investors are also increasing the
prowl farther afield, especially in the search for raw materi-
als investments.
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Growth in Russian foreign trade slowed substantially in
2012. The value of goods exports increased last year
slightly over 1 % and the value of goods imports grew just
under 4 %. Year earlier, the value of goods imports and
exports each rose about 30 %. In 2012, the value of goods
exports was $530 billion and the value of goods imports
was $340 billion. The trade surplus contracted slightly from
2011, but still amounted to around 9 % of GDP.

The slow growth in exports largely reflected flat growth
in oil prices. The price of Urals blend averaged $110 a
barrel last year, just a dollar more than in 2011. While the
export volumes of certain basic commodities such as crude
oil and natural gas contracted on year, crude oil, petroleum
products and natural gas continued to account for about
two-thirds of the total value of Russia’s exports. Most other
big exports were also commodities. Among these, the value
of metal exports declined mainly due to lower world prices.
In contrast, the value of agricultural exports rose visibly.

The slowdown in import growth reflected largely weak
investment demand as about half of imports consist of ma-
chinery, equipment and transport vehicles. Chemical prod-
ucts and foodstuffs each represent approximately 15 %. As
expected, the first few months of Russia’s WTO member-
ship have not had visible effect on Russia’s total imports.
Membership caused some immediate reductions in import
tariffs, which might have boosted imports of particular
goods towards the end of the year. In contrast, the level of
passenger car imports dropped precipitously in the last four
months of 2012, which has been associated to the new re-
cycling fee imposed on imported cars. However, the im-
pacts of the various factors are difficult to assess over the
short term given the large monthly variations.

China is still Russia’s largest trading partner, accounting
for over 10 % of Russia’s foreign trade. Imports from China
last year accounted for nearly 17 % of imports. Russia’s
largest export market was the Netherlands (15%). About
7 % of Russia’s total trade was conducted with its customs
union partners Belarus and Kazakhstan. Trade with Belarus
contracted substantially, while trade with Kazakhstan
soared, led by rapidly growing imports.

Trade growth within Russia-Belarus-Kazakhstan cus-
toms union up slightly more than for other trading
partners. Some 10 % of the total exports of the Russia-
Belarus-Kazakhstan customs union last year went to other
members, and 17 % of total imports originated from the
customs union. Intra-union trade is most important for Bel-
arus, whose customs union partners account for about 37 %
of Belarus exports and 60 % of imports. Some 7 % of Ka-
zakhstan’s exports and 40 % of imports were exchanged
within the union. The comparable shares for Russia were

8 % of total imports and 7 % of total exports. Russia domi-
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nates trade within the customs union, accounting for 65 %
of the total value of trade. Kazakhstan had 25 % and Bela-
rus 10 %.

When the customs union was launched in 2010, import
duties for members were abolished, and the members im-
posed uniform import duties on products entering the union.
Most of these duties were identical to Russian customs
duties. Because the countries have different economic
structures and their tariff systems were different, the impact
of the new customs regime has been different on the trade
flows of each member.

Generally speaking, trade flows within the customs un-
ion have increased in particular due to reduced non-tariff
barriers to trade such as the elimination of customs inspec-
tions and simplification of import and payment procedures.
A number of non-tariff barriers to trade still remain, how-
ever, e.g. technical, health and safety standards, as well as
certification requirements. There is an effort to eventually
harmonise these, too.

Before the creation of the customs union, Kazakhstan
had lower import duties than the others. Membership forced
it to hike about half of its import duties. For this reason,
imports from inside the customs union have been able to
substitute to some extent imports to Kazakhstan from out-
side the customs union. Kazakhstan has traditionally im-
ported considerable amounts of food and consumer goods
from China. Russia now suspects that significant amounts
of Chinese products not declared to customs moved through
Kazakhstan into Russia last year.

Over the past two years, Russia and Belarus have been
in a squabble over exports of refined petroleum products.
The countries agreed in 2010 that from the start of 2011,
Belarus would be permitted to export crude oil imported
from Russia exempt from export duties in the form of re-
fined products to third countries. In exchange, Belarus
would transfer to Russia all export duties that it collects on
those refined products. According to the agreement, only
refined energy products such as fuels are subject to export
duties, leaving other products such as solvents and lubri-
cants outside. As a result, exports of solvents and lubricants
from Belarus skyrocketed in 2011, and continued to rise
last year. It turned out that Belarus actually exported energy
products such as gasoline under the classification of sol-
vents and lubricants. At the end of 2012, Russia posted
Belarus a $1.5 billion bill for unpaid duties. Russia also cut
crude oil supplies to Belarus.

Russia and Belarus have also been at odds over agricul-
tural exports from Belarus to Russia, which have signifi-
cantly exceeded the agreed annual quotas. Russia suspects
that Belarus is dumping dairy products and that some meat
imported from Belarus has a third-country origin. The
Eurasian Economic Commission, the custom union’s high-
est body, has discussed the possibility of coordinating the
agricultural policies of member countries even by produc-
tion quotas.
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Yuan’s role as an international payment currency still
modest, but growing rapidly. The strategic goal of increas-
ing international convertibility of the yuan can readily be
seen in the sharp increase in liberalisation measures of capi-
tal movements in 2010. Since then, the pace of freeing capi-
tal movements has accelerated. Not a month goes by without
announcement of higher quotas or easing of technical re-
quirements. While fully deregulated foreign exchange and
financial markets are still far off, China hopes to have de-
regulated most aspects of capital movement over the next 3
years.

At the beginning of February, opportunities for using the
yuan outside mainland China increased after Taiwanese
banks began offering banking services in yuan. Customers
of banks operating in Taiwan can now make deposits, take
loans or make international payments in yuan. It is also now
easier for customers to engage in yuan-denominated securi-
ties trading. Use of the yuan in payment traffic with the
mainland is expected to grow rapidly, especially with the
recent favourable developments in economic relations be-
tween Taiwan and China. Taipei’s position as a financial
hub is expected to strengthen as operations earlier transacted
via Hong Kong are now performed directly by banks operat-
ing in Taiwan.

Hong Kong maintains by far the largest yuan market out-
side mainland China, but both London and Singapore have
begun to eye the opportunity of developing their own yuan
markets. Standard Chartered estimates that Hong Kong
currently controls about 81 %, Singapore 11 % and London
8 % of the offshore yuan market in these main centres. The
Bank of England just announced it was considering a swap
arrangement with the People’s Bank of China to assure
adequate liquidity in London’s yuan market and increase the
yuan’s acceptance among traders.

Figures from the Society for Worldwide Interbank Fi-
nancial Telecommunication (SWIFT) show that 0.6 % of all
international interbank transfers in December were made in
yuan. This moved the yuan up to the 14" position among
most-used payment currencies. The yuan’s rise has been
rapid. At the start of 2012, the yuan accounted for 0.3 % of
international transfers and ranked 20™. The yuan is currently
set to overtake the 13"-ranked Russia ruble. However, while
a country can break into the world’s top ten payment cur-
rency with only a 1 % market share, it is premature to specu-
late about the yuan’s challenge to the major currencies. The
euro has a 40 % share, the US dollar 33 %, the British pound
9 %, and the Japanese yen 3 %.

GDP growth highest in central China, provinces bur-
dened with debt. National Bureau of Statistics reports that
GDP growth slowed last year throughout the country, but
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the variation across provinces was striking. Growth was
highest (13-14 %) in Chongging, Sichuan, Guizhou,
Shaanxi and Gansu provinces, all located in central China.
Growth was lower in the wealthy east coast provinces. The
exception was the harbour city of Tianjin near Beijing,
which had growth similar to provinces in central China.

Provinces were heavily involved in the government’s
stimulus programme in 2009-2010 and many took on mas-
sive debt. At the beginning of February, international credit
ratings agency Fitch voiced concerns over the high indebt-
edness of some provinces. Fitch noted that 13 provinces had
higher debt than total yearly revenues, and that a large share
of that debt is coming due this year. It seems that the prov-
inces have little alternative to rolling over their loans.

Mainland China has 31 province-level administrative re-
gions (including 22 provinces, 5 autonomous regions and 4
municipalities). The regions vary considerably in terms of
land area, population and wealth. Much of China’s popula-
tion and economic activity is located in the east of the coun-
try. The Guangdong province in the southeast has the most
residents (105 million) and its economy is the largest among
provinces (generating about 10 % of China’s GDP). Other
major provinces include Jiangsu (80 million residents; over
9 % of GDP) located north of Shanghai, and further north,
Shandong (96 million people; nearly 9 % of GDP).

Although the NBS streamlined its data collection last
year (see BOFIT Weekly 8/2012), province-level GDP fig-
ures must be viewed with caution. When added together,
they give a GDP figure much higher than China’s national
GDP figure. Among other things, provincial leaders, whose
career trajectories are determined by economic performance,
are under pressure to fudge the numbers. The NBS is mak-
ing its own studies in the regions to verify the correctness of
its national GDP assessments.

GDP per capita in China’s regions, US dollars
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The government prepares to extend car recycling fee to
Russian-made cars. Economy minister Andrei Belousov
reports that a decision on the matter has been reached, and
that the cabinet is currently reviewing the necessary legisla-
tive changes for extending the recycling fee to all cars in
Russia. The change was initially given impetus by president
Vladimir Putin, who gave the government one month to
come up with a solution to level the playing field for do-
mestic and foreign carmakers after last December’s EU-
Russia summit. The recycling fee should enter into force in
about six months.

The recycling fee was introduced together with reduc-
tions in auto import duties after Russia’s WTO accession
last year. The amount of recycling fees was matched to the
reductions in import duties hence providing protection to
domestic production from increased foreign competition.
Russia’s domestic carmakers have largely been protected
by high tariffs since 2009, when import duties, especially
on used cars, were raised substantially. Before the hikes,
used foreign car imports had become the biggest competi-
tors to mid-range cars built in Russia.

The recycling fee has been a point of contention for
Russia’s trade partners — so much so that the EU, the
United States and Japan have brought the matter up in
WTO. The recycling fee violates WTO rules because it is
not applied to domestic manufacturers who have committed
to handle the recycling of their vehicles themselves.

The extension of recycling fees to cars built in Russia
has not pleased domestic carmakers or foreign manufactur-
ers operating assembly plants in Russia. Belousov noted
that the cabinet is currently considering measures that
would offset the costs to Russian carmakers from the recy-
cling fee. The law on foreign investment protects investors
from measures that weaken their terms of contract, like
recycling fees.

Car imports and car production in Russia hit record
highs in 2012. Last year a total of nearly 3 million passen-
ger cars were sold in Russia, narrowly beating out the 2008
record. Car sales last year were up over 10 % from 2011,
even if sales growth slowed sharply in the final months of
2012. Russia was Europe’s second largest car market last
year after Germany. There are over 500 cars per 1,000
inhabitants on Germany, while the figure for Russia is only
240 per 1,000 inhabitants.

Russia would like to raise visibly the profile of its car
industry. The output of the auto sector has amounted to
only about 0.5 % of GDP past years. Vehicle manufacturing
employs about a million people in Russia. The heartland for
Russia’s car industry is the city of Tolyatti in the Samara
region, where an entire city has built up around the Avtovaz
plant. Other carmaking complexes are found outside St.
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Petersburg and in the Kaluga region near Moscow, where
most of the assembly plants of foreign carmakers are lo-
cated.

Russia wants to increase domestic car production and
reduce its reliance on foreign car imports. Over two-thirds
of cars sold in Russia last year were already built domesti-
cally. In the pre-crisis period, domestic production only
accounted for about half of sales. Russian car production is
focused on economy models, while most expensive cars are
imported from abroad. Most domestic production, however,
actually consists of assembly of foreign makes. The local-
ization ratio of foreign assembly production is still quite
low, largely due to the lack of parts suppliers in the manu-
facturing chain. A few percentages of Russian car produc-
tion are exported, mainly to CIS countries.

Russian production and imports of passenger cars (million)
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OECD takes up Russia’s membership application again.
Russia first applied for OECD membership in 1996. Proc-
essing of the membership application began in earnest in
2007, but discussions were sidetracked during Russia’s
final push in WTO talks. Now the process is continuing.

The OECD requires its members to commit to market-
economy principles. The OECD’s 22 special committees
examine various aspects of the applicant’s compatibility
and embrace of the OECD approved principles and give
recommendations and input on measures for the applicant
to implement. Areas of focus include the applicant coun-
try’s financial, social and competition policies, as well as its
financial markets and consumer protection.

Russian officials claim their country already meets many
of the OECD’s most important membership criteria such as
WTO membership and signing the UN Convention Against
Corruption. They expect Russia’s membership to take place
within the next couple of years.

The OECD noted that Russia still has plenty of work
ahead on harmonising its legislation, and in particular in the
implementation of laws. During the processing of Russia’s
OECD application, special attention has been paid to e.g.
the state’s disproportionate role in the economy, treatment
of foreign investors, corruption and environmental policy.
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Real estate prices rising again. After a massive stimulus in
2009-2010, officials moved to rein in rising real estate
prices by for example raising the percentage of downpay-
ment required to finance a mortgage. Real estate prices
dropped until the latter half of 2012, when they began to
rebound throughout China. Officials in Beijing seem con-
cerned about the rebound; local officials last week were
ordered to curb real estate speculators and impose further
restrictions on real estate deals if needed. There is also a
proposal to extent the current property tax experiment to
more cities. At the moment, there is a pilot property tax
programme in Shanghai, where the tax affects owners of
more than one apartment. There is also a trial in Chongging
that imposes higher tax rates for luxury apartments.

Housing prices vary tremendously around the country.
The average apartment price, measured in square metres of
liveable floor space, average 16,500 yuan (€2,000) per m? in
Beijing and 14,000 yuan (£1,700) per m? in Shanghai. In
contrast, prices in cities in Western China and most cities in
Central China, averaged 3,000-4,000 yuan (€400-500) per
m?. Prices also vary considerably within cities.

The uncertainty about the direction of apartment prices
was evident last year with a drop of about 10 % in new
housing starts. The housing stock was growing so fast that
more apartments were being built than sold. The stock of
unsold apartments, measured in floor space, increased about
40 % to 365 million m? last year. The bulk of unsold apart-
ments is located in China’s smaller cities. Although the
National Bureau of Statistics in recent years has tried to
improve the quality of its statistical data on the real estate
sector, trying to get a handle on what is actually happening
in the sector is still difficult.

Energy dominates China-Russia discussions on trade
policy. Chinese figures show that China’s 2012 exports to
Russia increased to just over $44 billion and imports to just
under $44 billion (i.e. trade was roughly in balance). Rus-
sia’s share of China’s exports and imports have long re-
mained in the 2 % range.

From Russia’s perspective, bilateral trade looks quite dif-
ferent. Russian statistical authorities report that China ac-
counts for 17 % of Russia’s imports. The data also show that
Russia has been running a sizeable deficit with China in
recent years despite the relatively high price of crude oil.

China’s exports to Russia consist of a diverse range of
manufactured goods. Competition from Chinese car imports
is rapidly becoming a huge headache for Russia’s car indus-
try. China exported 67,000 cars to Russia last year, which is
about 40 % more than in 2011. Russia has accounted for
about 14 % of China’s car exports in recent years. Passenger
cars exports to Russia are still a tiny business for the Chi-
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nese; they only account for about 1 % of the value of
China’s total exports to Russia.

China’s imports from Russia are mostly energy or raw
materials. The inauguration of Russia-China oil pipeline at
the beginning of 2011 meant that over 24 million tons of
crude oil flowed to China last year. So, despite difficulties in
early commissioning of the pipeline, Russian oil exports to
China were up 60 % from 2010. Over the past two years, the
share of China’s imported oil that came from Russia rose
from under 7 % to about 9 %.

Even after years of wrangling, China and Russia have yet
to reach agreement on a gas pipeline that would run from
Siberian gas fields via Altai to China. Most of the dispute is
over pricing. The countries have recently moved on to trying
to negotiate liquefied natural gas (LNG) deliveries.

China-India trade stumbled last year. The value of
China’s imports from India contracted by nearly a fifth to
$19 billion last year, while the value of exports to India
decreased by 6 % to $48 billion. The weak imports figures
are in part due to a weak global market for iron ore, which
has caused fall in ore price. Moreover, India’s supreme court
has imposed a ban on operations at iron ore mines in north-
ern India due to environmental damage. The mining opera-
tions have polluted groundwater and have been linked to
deforestation. Observers say that India has allowed its envi-
ronmental problems to get out of hand due to the corruption
of local political machines. It was the unwillingness of pub-
lic officials to oversee mining operations at an earlier stage
that allowed conditions to get so bad.

China is India’s largest trade partner. India’s main ex-
ports to China are various raw materials, while India imports
from China a vast array of consumer and investment goods.

India, in contrast, represents only a couple of per cent of
China’s foreign trade. However, growth has been rapid. In
the 2000s, growth in the value of trade averaged over 30 % a
year. The fluctuations, however, have been large. Trade
between the countries collapsed during the recession in
2009, when India imposed tariffs on Chinese goods in reac-
tion to dumping charges.

China-India bilateral trade, % change of value
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Economic growth helped public finances in 2012. The
consolidated budget (combined federal, regional and munici-
pal budgets, plus state social funds) was slightly in surplus,
although the 2012 surplus was smaller (0.4 % of GDP) than
in 2011 (1.5 %). Consolidated budget spending rose 14 % in
nominal terms, keeping pace with 2011 and increasing in size
to nearly 37 % of GDP. Revenue growth slowed to just over
10 %.

Federal budget revenues rose fast, and federal spending
(excluding transfers to other budgets) rose faster than in
earlier years. While federal spending was up about 25 %,
some of this increase represented spending on police and law
enforcement (once covered under regional and municipal
budgets), which is now fully financed out to the federal
budget. Revenues to regional and municipal budgets were up
only 5-6 % as growth in tax revenues slowed and transfers
from the federal budget declined. Growth in regional and
municipal spending also remained below 10 %. The deficit
for combined regional and municipal budgets last year was
slightly larger than usual.

Government budget revenues and expenditures, % of GDP
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Revenues to the consolidated budget from export duties
and extraction fees on oil, petroleum products and natural gas
fees continued to climb last year (up 14 %), Receipts from
taxes and fees on oil and gas returned to pre-recession levels,
accounting for 28 % of consolidated budget revenue and half
of federal budget revenues.

The biggest spike in consolidated budget spending oc-
curred in national security and law enforcement (up 27 %).
Defence spending increased about 20 %, as did spending on
healthcare. Spending was also up for infrastructure-related
activity like road-building the transportation sector. Spending
on education and social spending each rose about 14 %.

Social spending again accounted for about a third of total
expenditures, while spending on national security, law en-
forcement and defence rose to over 16 % of total expendi-
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tures. Both education and healthcare spending remained at
11 % each.

Russia’s central government debt is low by international
standards. As of end-2012, the combined domestic and for-
eign debt of the federal government amounted to just 8.5 %
of GDP. In addition, the combined value of the two main
national reserve funds are worth about 10 % of GDP, not to
mention Russia’s considerable reserves held by the central
bank and state-owned commercial banks. Regional and mu-
nicipal debt is just over 2 % of GDP.

Trends in gasoline prices carefully monitored in Russia.
Gasoline prices have risen an average of nearly 10 % a year
in recent years, and increased at nearly twice that pace in
2011. In February 2013, gasoline prices were up 9 % y-o0-y.
Part of the rise in the gasoline prices reflects booming do-
mestic demand that occasionally outpaces local production
causing regional gasoline shortages. To safeguard supply for
domestic markets, government officials have resorted to
temporary bans on gasoline exports or sharp hikes in export
duties on gasoline. To temper the rise in consumer prices, oil
companies are from time to time encouraged to “voluntarily”
refrain from raising fuel prices. (see BOFIT Online 2/2013)

Increased taxation undoubtedly adds to price pressures on
the gasoline market this year. The excise tax on Euro-3 gaso-
line was increased at the start of this year and at the begin-
ning of July the excise tax is set to be raised on other gaso-
line grades. Excise and value-added taxes account for about a
third of the retail gasoline price.

Gasoline grades below Euro-3 grade were banned at the
start of this year, i.e. the sale of Euro-2 was forbidden after a
several reprieves. There were fears that the ban would exac-
erbate problems with gasoline supplies as some refiners have
yet to modify their processes to produce higher octane gaso-
line. The shift has caused few problems to date, and official
say that if there is a problem, gasoline can be imported from
Belarus.

By international standards, gasoline is still relatively
cheap in Russia. In income-adjusted terms, however, gaso-
line is more expensive in Russia than in the US or Finland.

Retail gasoline prices (€/litre) and in relation to an average daily
wage (%) in select countries
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Few surprises in economic targets announced for 2013.
The nearly two-week long National People’s Congress
(NPC) convened on Tuesday (Feb. 5). In his address to the
opening session of the NPC, outgoing prime minister Wen
Jiabao announced the government’s economic targets for the
coming year. The 2013 targets were prepared in cooperation
with the incoming leadership. The GDP growth target for
this year was set at 7.5 %, the same growth rate target as in
2012. Wen emphasised the importance of private investment
in sustaining high economic growth in the years ahead. The
growth target indicates China’s leaders see the current real
growth of about 8 % high enough, and no major stimulus
measures are planned to promote growth. Most observers
see China’s GDP growth coming in at 8-8.5 % this year, a
bit higher than in 2012,

The inflation target was lowered slightly from 4 % in
2012 to 3.5 % this year. 12-month inflation in January was
only about 2 %, but inflation is expected to pick up in com-
ing months. The growth target for the broad money supply
(M2) was also cut. It is currently 13 %, which is less than
last year’s 14 % target. The lower targets are seen as an
indication that no major changes in monetary policy should
be expected this year. Wen did note, however, that the ongo-
ing deregulation of the financial sector and relaxation of
capital controls will continue.

Prime minister Wen also reported that the government
expects the state budget deficit to rise slightly, in particular,
due to higher spending to improve social services. Other
presented goals include a 10 % hike in pensions for those
who have spent their careers in the service of a company.
The government also wants to create 9 million new jobs and
hold down the number of registered unemployed. In addi-
tion, the real incomes of both urbanites and rural-dwellers
should roughly keep pace with GDP growth.

The agriculture sector will get special attention. Grain
harvests will be boosted by providing farmers with informa-
tion about the latest production techniques and increasing
the area of land under cultivation. Although China has man-
aged to increase its grain harvest in recent years, grain con-
sumption has also increased and consumption patterns are
shifting, which are forcing China to increasingly resort to
food imports. One of China’s core political goals for dec-
ades has been to remain self-sufficient in food production.

The National People’s Congress comprises about 3,000
representatives. Although it is China’s highest deliberative
body under the law, it typically has done little more than
rubber-stamp government proposals as submitted. During
the current NPC, the representatives will endorse the new
leadership, the economic targets laid out for the coming
year, and approve the state budget and new laws.
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Environmental issues underlie demands for a “beautiful
China.” One notable aspect of Wen Jiabao address to the
NPC was his take on China’s serious environmental prob-
lems. He called for the incoming government is take con-
crete actions to safeguard the health and welfare of citizens.
A work report released by the Wen administration defended
the outgoing leadership’s efforts towards protecting and
improving environmental conditions. Many of the worst-
polluting factories were shut down and water quality was
improved through improvements in waste water treatment,
sewage and drainage. China’s energy consumption relative
to GDP has improved due in part to stricter regulation and
an emphasis on developing renewable energy resources.

During the outgoing administration’s term in office, en-
vironmental degradation continued on a large scale. Now
China’s leaders face a backlash from average citizens, who
have turned to expressing their dissatisfaction on the web
and by staging demonstrations around the country. Anger
and concern over the government’s attempts to gloss over
the issue was highlighted, when the environmental authori-
ties pronounced a research report on soil pollution a state
secret last week. The attempt to keep information from the
public increased fears, that toxic soils constitute a threat to
human health. Some researchers claim that about 10 % of
rice consumed by people in China carries a risk of cancer
due to high cadmium content. Cancer deaths in China are
high by international standards.

Air pollution problems are apparent to the average per-
son. Although small particle readings for Beijing air quality
during the NPC were less than a third of the highs hit in
January and February, they were still at health-endangering
level. One of the more reliable measures of Beijing air qual-
ity is provided by air monitoring equipment at the US em-
bassy, which tracks microscopic particles (the PM 2.5). The
current reading indicates that Beijing air quality is extremely
unhealthy. China’s air pollution also affects other countries
directly. Citizens of Kumamoto, Japan, which is located
about a thousand kilometres from the Chinese coast, have
been advised to avoid activity outdoors due to poor air qual-
ity caused by Chinese air pollution. China’s contribution to
global greenhouse gases increased sharply during the term
of the outgoing leadership.

China’s share of world CO, emissions
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Latest BOFIT forecast for Russia sees slightly lower
economic growth ahead. In the second half of 2012, Rus-
sia’s on-year economic growth slowed to below 3 %. The
latest BOFIT Forecast for Russia sees GDP rising 3.4 %
this year and next year, and then slowing to 3 % in 2015.
Our forecast sees Russia’s GDP growth restrained by de-
clining oil prices (down about 15 % over the forecast pe-
riod). On the other hand, growth will be supported by

a gradual recovery in the global economy and global trade
this year and next.

Import growth still revived in the autumn, but plateaued
in the final months of last year. In the coming years, import
volumes are expected to show moderate growth. Our fore-
cast projects growth of about 5 % this year and next, with
a slight acceleration in growth in 2015.

Growth in private consumption will slow a bit, but re-
main brisk. The rapid rise in public sector wages during
election season should slow, but should still outpace growth
in private sector wages. The private sector remains under
pressure to keep wage growth in line with productivity
gains. Soaring growth in household borrowing will slow.

Growth of fixed capital investment should revive gradu-
ally, given Russia’s need for new plant capacity and the
abating of uncertainty in the global economy.

The volume of exports will increase quite slowly. The
outlook for energy exports is weak; crude oil exports should
rise slightly and exports of petroleum products will decline.

Our forecast is subject to both upside and downside
risks. The price of oil could drop faster or stay higher than
assumed. The volume of Russian exports also depends on
trends in global trade. Private consumption could rise faster
if the large hikes granted to certain parts of the public sector
are extended to other public sector workers. Higher-than-
forecast import growth is also possible; Russians could turn
more strongly to imports to meet demand as domestic infla-
tion continuously exceeds the rise in import prices.

Russian GDP and imports; realised growth and BOFIT 2013-
2015 forecast (percentage change per year)
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Elvira Nabiullina tapped for CBR chairman post. On
Tuesday (March 12), president Vladimir Putin said that he
would be submitting to the Duma the nomination of his
economic policy adviser Elvira Nabiullina as the next
chairman of the Central Bank of Russia. The Duma is likely
to confirm the president’s selection. Nabiullina is known as
a strong, liberally inclined economist. She served as econ-
omy minister in Putin’s cabinet until 2012, when Putin was
elected to his third presidential term and she moved to be-
come a member of the presidential administration staff.
Current CBR chairman Sergei Ignatyev will retire in June
after serving the legal limit of three consecutive four-year
terms as CBR chairman.

The CBR has recently been receiving heavy criticism for
its unaccommodating monetary stance under Ignatyev. As
economy minister, Nabiullina talked up the advantages of
well-applied stimulus. The big question now is whether the
CBR will actually adjust its policy thrust. Most observers
argue that the CBR will stick to its guns and continue mov-
ing its monetary policy gradually towards inflation target-
ing in accordance with long-announced plans.

Among the biggest challenges facing the incoming CBR
chairman is implementation of the planned centralisation of
supervision and regulation of the entire financial sector
under the central bank. The CBR is currently creating a
“megaregulator” agency to regulate and oversee the mar-
kets for banking, securities and insurance. The central bank
earlier was only in charge of supervising the banking sec-
tor, while supervision of securities and insurance markets
was performed by the Federal Financial Markets Service.

Cross-border travel between Finland and Russia hit
record high in 2012. Preliminary Rosstat figures show that
Finland continues to be the top destination for Russian
travellers. Nearly a fifth of all Russians that travelled to
non-CIS countries vent to Finland. Finland benefits in par-
ticular from shopping tourism from Russian regions lying
close to the border. As in earlier years, Turkey, China and
Egypt were other popular destinations for Russian tourists.

Russians were clearly the largest group of travellers vis-
iting Finland during 2012. Over 700,000 Russian’s spent at
least one night in a Finnish hotel, which was about 16 %
more than in 2011. Russians accounted for a quarter of
hotel stays of foreigners. Russians also shopped more than
earlier. The value of tax-free purchases by Russian tourists
increased about 25 % to over €280 million. January 2013
purchases, which coincide with the later Russian Orthodox
Christmas holiday, increased 14 % y-0-y.

Finns formed the largest non-CIS group of travellers to
Russia last year, but the biggest reason was business. Finns
represented a fifth of all non-CIS business travellers visit-
ing Russia.

Figures released by the Finnish Border Guard show that
border crossings between Finland and Russia reached a
record level of nearly 12 million.
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BOFIT’s latest China forecast ties modest slowdown in
GDP growth in 2013-2015 to gradual progress in struc-
tural reforms. China’s on-year GDP growth slowed to

7.8 % in 2012. BOFIT’s Forecast for China still sees GDP
growth of around 8 % this year. However, the investment-
driven growth model, which is heavily dependent on re-
source inputs and generates massive pollution, appears to
have run its course. Future growth will likely be sustained
increasingly through domestic consumer demand. The struc-
tural change towards a model based on consumer demand
should slow GDP growth to around 7 % in 2014 and 2015.

Realised GDP growth, BOFIT forecast 2013-2015
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Following a weak first half, economic growth revived in
the second half of 2012 as expected. The first two months of
this year have given little indication of any substantial
change in the situation. In January-February, industrial out-
put continued to grow at around 10 % y-0-y, while retail
sales growth in real terms slowed by a couple percentage
points to 12 %. Growth in imports by value held steady at
5 % y-0-y.

On the expenditure side, growth was robust in capital in-
vestment and exports. Inflation accelerated in February to
over 3 % y-0-y. At the annual National People’s Congress
currently in progress, the announced GDP growth target for
this year was the same as last year’s (7.5 %), but the infla-
tion target for 2013 was slightly reduced to 3.5 %. Current
conditions call for no large changes in the near term in the
monetary or fiscal stance.

China’s acknowledged need to move away from an in-
vestment-focused growth model to one driven by domestic
consumer demand assumes continuation of reforms in all
sectors of the economy. The new political leadership is
expected to demonstrate their commitment to deep reforms
already this year. Certainly, the time is ripe for reform from
the labour market viewpoint. There are no alarming indica-
tions of a pick-up in unemployment and most dismissed
workers seem to be finding jobs in other fields.
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Despite the slowdown, China’s economic growth is still
strong and China’s imports are helping the global economy.
China’s current account surplus, once a major source of
imbalance in global trade, has shrunk to just 2.6 % of GDP
and growth in China’s foreign currency reserves has slowed.
The slower reserve growth partly reflects a huge increase in
foreign direct investment by Chinese firms. These invest-
ment outflows likely do more to bolster the global economy
than earlier central bank investments in treasuries and bonds
of other countries. Now that China is no longer running
massive imbalances, much of the immediate pressure for
yuan appreciation has abated. Given China’s high economic
growth, the yuan could still appreciate (at least in real terms)
during the forecast period. Yuan exchange rate swings could
also be larger.

Our generally positive forecast assumes that political
disputes remain on the back burner, particularly with respect
to domestic reform policies and issues with China’s main
trading partners. Our prognosis could be jeopardised by
another outbreak of problems in the real estate sector or
revelations that the levels of debt held by local administra-
tions are higher than earlier thought.

China continues to free capital movements. The China
Securities Regulatory Commission (CSRC) announced last
week that Hong Kong investors will have greater opportuni-
ties to invest in Mainland China financial markets. The
broadening applies to investors certified under the Renminbi
Qualified Foreign Institutional Investor (RQFII) programme
that allows large institutional investors to invest directly in
yuan-denominated securities. The reform means that a
greater number of actors in Hong Kong’s financial sector
can participate in RQFII, and investments can be made in
wider range of mainland Chinese securities.

The RQFII programme was inaugurated in December
2011, and is geared to increasing the selection of yuan in-
vestment possibilities available outside mainland China.
Such investment possibilities are still quite modest, and due
to the lack of them, Hong Kong investors have been forced
to hold yuan in low-interest deposit accounts. After an initial
burst of enthusiasm, RQFII investors have become quite
cautious. Of the allotted 270 billion yuan (€33 billion)
quota, only about 70 billion yuan has been used.

In recent years, China has implemented a wide range of
small measures to liberalise capital movements. However,
serious barriers and restrictions to capital movements remain
in place. Authorities have sought to manage the liberalisa-
tion process e.g. by setting quotas or requiring permits for
liberalised capital movements. Deregulation of capital
movements is difficult to oversee as e.g. Finnish and Swed-
ish authorities discovered in the 1980s. For the moment,
China’s cautious approach has served it well. Moreover, the
time seems convenient in many ways to continue liberalisa-
tion. Some officials have mentioned that China’s goal is to
achieve free capital movements by the end of 2015.
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Plans move ahead to make Moscow a global financial
hub. The cabinet last month approved the state program to
turn Moscow into an international financial centre and is
now preparing measures to lay the foundation for its crea-
tion. While the plan envisions Moscow as a major player in
Eurasian financial markets, many observers are sceptical as
the city does still not attract enough foreign investors.

To improve the situation, the government has given pri-
ority to creating an institutional base that would provide
sufficient investor protections and make investment more
attractive. This would be achieved through such measures
as effective market supervision through a “megaregulator”
and revision of the civil code.

A working group is currently investigating potential
sites for Moscow’s new financial centre. The City of Mos-
cow currently lacks the functional prerequisites that would
support operations of the financial centre. Mayor Sergei
Sobyanin remarked that, for starters, Moscow’s epic traffic
congestion needs to be dealt with.

One step towards an international financial centre is an
attempt to boost trading on the Moscow Exchange. The
boost effort is supported by president Putin’s initiative that
gave rise to a decision in principle that IPOs of state-owned
enterprises will take place on the Moscow Exchange (see
following item).

Privatisation sales of state-owned enterprises to take
place via the Moscow Exchange. President Putin insists
the state needs to restrict its holdings in companies to those
involved in defence and the energy sector as well as natural
monopolies. The program to divest state property approved
by the cabinet in February requires that all state-owned
firms be evaluated by 2015 and all state-owned firms
deemed not to require state ownership be put up for sale.
The program would thus involve a large number of pri-
vatisation deals in the coming years, including share offer-
ings. It would also mean that the state would reduce sub-
stantially its holdings in the banking sector. Similar privati-
sation plans in the past, however, have materialized weakly.
The Russian state plans this year to sell off stakes in
a number of firms, including VTB Bank, shipping company
Sovkomflot and diamond mining giant Alrosa.
The requirement that share sales take place on the Moscow
Exchange has received a mixed reception. Some experts
suspect that prices formed in Moscow would be lower than
those formed on a major international stock exchange. Al-
though the Moscow Exchange is continuously evolving, it
has yet to achieve internationally acceptable levels of regu-
lation or functionality that would make it more attractive to
foreign investors. The National Settlement Depository (cen-
tral securities depository) established last year has yet to
become operational, and procedures for clearing and set-
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tlement of stock market trades have yet to conform to inter-
national practice. Moreover, the pool of domestic investors
remains fairly small. There are few institutional investors
such as pension funds and few households have share sav-
ings plans.

Growth in Finnish exports overall slowed last year, but
exports to Russia provided a bright spot. Finnish goods
exports to Russia last year exceeded €5.7 billion, up 7 %
from a year earlier. While Finland’s total exports showed
no growth from 2011, Russia’s share of Finnish exports
increased slightly. Russia, which accounted for 10 % of all
Finnish exports last year, was Finland’s second largest
export market after Sweden.

Finland’s top export products to Russia are still machin-
ery and equipment (about a third) and chemical products
(about a quarter). Textiles and mineral products saw the
highest export growth. Exports of electrical equipment and
transport vehicles contracted, however, largely reflecting
the steady decline in re-exports of mobile phones and pas-
senger cars made in third countries.

Road freight transiting Finland to Russia fell 8 % in vol-
ume terms last year. The biggest drop was in transit ship-
ping of passenger cars, which was down about 25 % from
2011. On the other hand, significantly larger quantities of
e.g. pharmaceutical products were shipped. The value of
transit freight transported by road exceeded €20 billion.
Hence, in total about 10 % of Russia’s imports came from
Finland as exports or transit freight.

The value of Finnish goods imports from Russia last
year was €10.6 billion, a decrease of 7 % from a year ear-
lier. The falling value of imports largely reflected lower
import prices. The value of several key import commodities
fell (e.g. oil, wood and metals), while the value of certain
imported chemical products increased. Russia is still
Finland’s largest source of imports, accounting for 18 % of
Finland’s total imports. Russia is very important to Finland
as a source of oil, gas and other energy commaodities.
Finland’s energy imports from Russia roughly cover half of
its energy consumption.

Finnish exports of mobile phones, cars and other goods to
Russia, EUR million (12-month moving average)
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No big surprises in National People’s Congress. The
nearly two-week National People’s Congress adjourned last
Sunday (Mar. 17) after setting out national goals for 2013
(see BOFIT Weekly 10/2013) and approving the incoming
administration. As expected, Xi Jinping was chosen as
president and Li Kegiang for the premier’s post. After their
selections, the leadership pair reiterated their commitment to
staying the course on economic reforms. One of premier
Li’s first acts was to announce easing of permitting require-
ments to eliminate red tape. President Xi has a fully booked
state visit schedule in the coming months as leaders around
the world seek a meet-and-greet with China’s new president.
In his first days in office, Xi has managed to meet a number
of high-level international officials, including the new US
treasury secretary Jacob Lew. Finland’s president Sauli
Niinistd will meet with Xi at the beginning of April.

The new administration means shakeups at a number of
ministries, large state companies and provincial administra-
tions. The influential National Development and Reform
Commission (NDRC) will be headed by former minister of
land and natural resources Xu Shaoshi. The head of China
Investment Company (CIC), Lou Jiwei, will serve as finance
minister. The closest thing to a surprise was the decision to
extend the tenure of central bank governor Zhou Xiaochuan,
who has already served in the post for ten years. Guo Shu-
ging, who has run the China Securities Regulatory Commis-
sion (CSRC) for less than two years, will become governor
of Shandong province. He is replaced by Bank of China
CEO Xiao Gang. Jiang Jiemin, head of state-owned oil
company CNPC, was tapped to lead the State-owned Assets
Supervision and Administration Commission (SASAC).

The NPC approved major changes in administrative
structures to improve government efficiency. The number of
ministries will be cut from 27 to 25, and a number of small
agencies will be merged. For example, the Population and
Family Planning Commission will be merged with the
Health Ministry, while the coast guard, fisheries administra-
tion and anti-smuggling police will be under the State Oce-
anic Administration. After racking up billions of yuan in
debt during recent years, the NPC decided to divide China’s
rail ministry into two parts. Supervision and other official
duties were placed under the jurisdiction of the transport
ministry, while railway operations were spun off as a sepa-
rate business.

China to increase spending on health care and social
security. The National People’s Congress signed off on the
realised 2012 state budget and this year’s proposed budget.
State revenues increased last year by 13 % to 11.7 trillion
yuan (€1.44 trillion), while spending was up 15 % to

12.6 trillion yuan. Growth in revenues and expenditures was
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slightly higher than the budget forecast of spring 2012. As
planned, the public sector deficit was 800 billion yuan

(€100 billion). According to this year’s budget projection,
the public sector deficit will increase to 1.2 trillion yuan
(€150 billion) due to lower revenue growth from tax cuts
approved in recent years. Spending growth is expected to
slow only slightly. This year’s budget emphasises substan-
tial boosts in spending on health care, social security, energy
conservation and environmental protection.

It is challenging to evaluate what is actually happening in
public sector or identify emerging trends. Even defining the
public sector in China is a non-trivial task. Financial state-
ments only provide skimpy information on use of funds and
sources of income. There is also uncertainty over the true
size of government debt (see BOFIT Online 3/2013).

Public sector finances, % share of GDP
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Inflation accelerated to 3.2 % in February. Although
inflation is still running below the central bank’s target of
3.5 % for 2013, February figures have raised concerns
among experts and officials in charge of monetary policy.
The numbers show consumer prices are on a steep upward
trend that threatens monetary policy goals. Even more dis-
concerting, however, was evidence that the acceleration in
inflation is being driven by food prices, which reached 6 %
y-0-y in February, double the January figure. Central bank
governor Zhou Xiaochuan, just installed to a new term,
noted that the People’s Bank of China is on “full alert” for
inflation and prepared to rapidly tighten its monetary stance.

Consumer and producer price trends
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Russian economic growth slowed in the first two months
of the year. The economy ministry has estimated that sea-
sonal, work-day adjusted GDP contracted slightly on-month
in January and February, and that GDP was up only about

1 % over the past 12 months. Industrial output fell on-
month in the first two months of this year and was down
slightly from a year earlier. Most of the decline was due to
reduced production and exports of oil & gas. Manufacturing
output was unchanged from a year ago. However, industrial
firms are still quite optimistic about their outlook for the
coming months.

Growth in domestic demand was quite slow. Retail sales
grew 3 % y-0-y while consumer expectations cooled.
Growth in retail sales slowed mainly because household
borrowing is no longer growing. Fixed capital investments
were up slightly from a year ago. Imports continued to
grow moderately.

Forecasts expect weak growth in the first half of 2013
with a recovery in the second half as growth of the global
economy picks up. Most forecasts expect GDP to rise
3-3.5 % this year (GDP grew 3.4 % last year).

Small shift in investment structure last year. The volume
of fixed capital investments increased nearly 7 % overall
last year, although growth slowed sharply over the year.
Investments in the energy sector (production and pipeline
transport of oil, gas and oil products, as well as investments
in electricity generation and distribution), continued to
account for well over 30 % of all investments, even if that
share was slightly lower than in 2011. The reduction was
due to a drop in investments in pipelines as the pipeline
building boom of the past couple of years abated (7-8 % of
total investments). Investments in oil refining, in contrast,
continued their strong rise of several earlier years. Growth
of investments in oil and gas production picked up (12 % of
investments).
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Looking at other areas attracting major investments,
manufacturing (excluding oil products) again accounted for
nearly 11 % of total investments and was up again less than
10 % as in the previous year. Investments in the transport
sector not including pipeline transport (share about 20%)
continued to grow at an over 15 % pace. Investments in the
real estate branch (13 % share) saw a considerable uptick.
Housing construction activity continued to rise.

New government budget administration programmes
strive to maintain balance. This month the government
approved two budget programmes: one focused on the
federal budget and one on regional and municipal budgets.

The federal budget programme is aimed at securing
budget balance. The programme stresses the new budget
rule that ties federal spending to the average oil price in
previous years. The programme notes that by following the
budget rule the non-oil budget deficit (i.e. the difference
between budget revenues other than revenues from taxes on
production and exports of oil, gas and oil products and total
budget expenditures) would be reduced from over 10 % in
2012 to around 7.5 % by 2018 based on a roughly stable oil
price. This would keep the budget in balance. Federal gov-
ernment debt is not expected to grow larger than 15-20 %
of GDP in the period, even if domestic borrowing is
planned to continue in order to increase the state reserve
funds. The biggest risks noted include a decline in the oil
price and scheduling spending e.g. in economic develop-
ment programmes so that it outstrips budget revenues.

The background to the programmes includes projections
by the finance ministry, presented in last autumn’s budget
frame, of budget revenues from oil & gas which all go to
the federal budget (they stood for half of federal budget
revenues and 28 % of all government budget revenues in
2012). In the policy frame, the size of budget revenues from
oil & gas relative to GDP will shrink considerably as the
export price of oil is assumed to remain broadly unchanged
and meagre development is expected in oil and gas output
and exports (in line with the economy ministry forecast).

Other objectives of the federal budget programme are to
improve Russia’s international creditworthiness via budget
balance and sufficient reserve funds, develop budget ad-
ministration in various ways, e.g. by simplifying tax pay-
ments, and further raising Russia’s already rather good
ranking in international budget transparency comparisons.

The programme for regional and municipal budgets
seeks to increase tax revenues to regions and reduce de-
pendence on transfers from the federal budget. The trans-
fers represented about a fifth of all regional and municipal
budget revenues in 2012. Regional governments and the
finance ministry are set to sign agreements on enhancing
revenues in the regions and effective use of funds. The
programme notes it could lead to cuts in the public sector
workforce in such areas as education and health care. The
programme also seeks to improve the reduction of eco-
nomic disparities across regions.
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OECD recommends that China improve status of inter-
nal migrants and push ahead with market-based solu-
tions to environmental problems. The latest OECD Eco-
nomic Survey of China deals extensively with the economic
challenges facing China. The OECD asserts China can sus-
tain high economic growth in the future as its development
path in many respects seems to follow that of Japan and
Korea in earlier decades. China still has plenty of room to
grow. Adjusted for purchasing power, the Chinese economy
will surpass the US as the world’s largest economy around
2016. Even then, however, Chinese per capita GDP will
only be about a quarter of the US level.

China’s economy faces multiple challenges. Many stem
from a wave of loans, unproductive investments and other
imbalances that occurred after China’s massive stimulus
programme in 2009-2010. China also has to take on accel-
erating inflation. One solution to rising housing prices might
be to zone more land for residential purposes. The OECD
wants to see greater transparency for local borrowing and
other off-budget financial actions by local administrations
that became common during the stimulus. Financial market
reforms should be continued. Commercial banks should be
given greater latitude in setting interest rates, and more
foreign investment should be permitted in China’s financial
markets.

China has experienced one of the fastest and largest scale
urbanisation in human history, yet its administrative struc-
tures have failed to keep up with the development. In par-
ticular, China’s hukou household registration system must
be reformed in order to give internal migrants to cities ac-
cess to standard public services such as schooling and
healthcare. Due to the hukou system, such services are pres-
ently not available to migrant workers outside their home
district. Urban planners should also focus more on public
transport, which has failed to keep up with rapidly growing
cities.

China’s growth model has resulted in a vast increase in
energy consumption, which, in turn, has boosted emissions
of greenhouse gases and other pollutants and led to serious
environmental degradation. So far China has largely relied
on regulation to deal with its environmental messes. The
OECD suggests China employ market-based solutions. For
example, regulated pricing of coal and other fuels, as well as
electricity, could be abolished. Because regulated prices are
so low in China, they fail to provide consumers with a price
signal that would make them aware of actual production
costs and thus encourage them to save energy. The price of
water should also be raised to reduce waste. Emissions re-
ductions could also be achieved by raising various taxes and
fees on polluters.
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China matches Germany in international patent activity.
The World Intellectual Property Organization (WIPO) re-
ports that the number of patent applications submitted under
the international Patent Cooperation Treaty (PCT) exceeded
194,000 last year, an increase of nearly 7 % from 2011. The
most patent applications were filed by companies in the
United States and Japan, which together accounted for
nearly half of all applications. Although growth in patent
applications from Chinese firms slowed to 14 % last year,
applications from China reached around 19,000, putting it
on par with Germany in patent submissions. Germany and
China each accounted for about 10 % of total PCT applica-
tions. South Korea ranked fifth in PCT filings.

Asia’s strong emphasis on product development can be
seen in the 12-14 % increases in patent filings from Japan,
China and South Korea. However, in protecting designs and
trademarks, Asian firms still lagged well behind their Euro-
pean and North American counterparts.

The most PCT patent submissions were made by Chinese
telecom giant ZTE, followed by the Japanese Panasonic and
Sharp, and China’s other big telecom equipment maker
Huawei. ZTE and Huawei accounted for about a third of all
applications submitted by Chinese firms. Only a couple of
other Chinese institutes made it into the top 100 organisa-
tions applying for patents globally. However, there were
over 100 Chinese firms and research institutes that filed at
least ten applications, suggesting that Chinese patent activity
is wide-ranging. The overall quality of Chinese patent appli-
cations and patents is low compared to Western companies,
so simply counting the number of applications overstates the
abilities of Chinese firms to come up with true innovations.
Nevertheless, there is no reason to belittle Chinese firms as
they are increasingly displaying an ability to come up with
novel solutions and have shown that they can follow the
lead of Japan and South Korea in this area.

Measured in PCT patent applications, China is a far big-
ger player than India or Russia. India last year filed 1,200
patents and Russia less than 1,000. Finnish firms, in con-
trast, filed nearly 2,400 applications, putting Finland 13" in
patent-seeking activity. Nokia and Nokia-Siemens ac-
counted for over 40 % of Finnish patent applications.

Leading countries filing international patents (PCT)
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CBR’s latest rate cuts have marginal impact. The Cen-
tral Bank of Russia kicked off April by moving up its
monthly monetary policy meeting by about two weeks from
the typical mid-month scheduling. As the markets antici-
pated, the CBR lowered rates, but not all. The CBR’s most
important credit rate, the 1- to 7-day repo auction mini-
mum, remained at 5.50 %. The rate cuts were focused
mostly on longer-term credit rates that allow non-
marketable securities as collateral. The credit rates were
lowered by 25 basis points to 7-8 %.

The CBR based its decision on a projected slowdown in
inflation in the second half of this year (12-month inflation
was 7 % at the start of April) and the view that the chances
of a further economic slowdown have increased. The CBR
said the rate cuts would not significantly affect money mar-
ket rates, but instead move rates on the longer-term loans
closer to the rates of the CBR’s basic operations.

Demands from Duma deputies and government circles
for interest-rate reductions have increased as economic
growth has slowed. Companies complain that high interest
rates make it hard for them to operate (the average rate on
ruble loans up to one year hit 9.6 % in February). Some
experts note that, given the current state of the economy,
the CBR’s rate cuts will only affect bank lending rates
slightly. Russia’s high interest rates mainly reflect high
risks associated with lending. Thus, interest rate cuts are
likely to do little to promote capital investment as long as
companies are uncertain about future business prospects.

Russian regions posted rather uneven economic per-
formances last year. In the Central Federal District that
includes Moscow and in the eastern parts of Russia, growth
in retail sales slowed last year, but even so growth averaged
5-8 %. In Moscow and the Moscow region, growth slowed
sharply (below 2 % for Moscow). Nevertheless, the concen-
tration of consumer activity in these regions still accounted
for 23 % of all retail sales in Russia. In Northwest Russia,
retail sales growth picked up, especially in St. Petersburg
(up 8 %), as well as in the southern parts of Russia and all
the way to east of the Urals (7-8 %). In January and Febru-
ary this year, retail sales growth outside Moscow, the Mos-
cow region and St. Petersburg was still quite rapid.

Capital investment growth tended to stabilise in most
regions. In St. Petersburg, investments fell (as in 2011), as
did investments in the Far East Federal District as spending
around the APEC summit dried up. Investments in the City
of Moscow and the Moscow region picked up notably.

Growth in industrial output moderated in all eight Fed-
eral Districts. In the western parts of the country, output
was up 4-6 % with the exception of the Northwest Federal
District (up 2 %). In January-February, output growth
weakened except in the Southern Federal District.
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The economy ministry’s long-term growth scenario sees
highest growth in the next few years in the Southern and
Far East Districts. Growth in the Northwest and Central
Districts should also be slightly higher than farther east.

Shares of Federal Districts and largest regional concentrations
in the Russian economy in 2012, %
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Russia seeks to boost exports by easing border formali-
ties and increasing state subsidies. The cornerstone of the
government’s recently approved programme to promote
foreign trade involves strengthening Russia’s position in the
global economy through more exports, especially machin-
ery and equipment. Russia has tried for years to diversify
and increase the added-value component of its exports, but
to rather little avail. Oil, petroleum products and gas still
account for 70 % of all Russia’s goods exports, and the rest
is mainly other commaodities like metals and wood.

Now exports boost is to be achieved through improving
customs services and border crossings. These are seen as
major obstacles to exports. Indeed, nearly all of the over
400 billion rubles (€10 billion) allocated from the federal
budget for 2013-2018 will go to smoothing border traffic.
More efficient border traffic, in turn, is hoped to reduce
export costs and increase the competiveness of exports. No
specific measures to improve efficiency are mentioned.

The programme also includes state support such as ex-
port credits and guarantees, and assistance from state agen-
cies in marketing and information gathering. Despite fi-
nance ministry opposition, the programme allocates
20 billion rubles (€0.5 billion) in subsidies from the federal
budget. The finance ministry argues that no new money is
needed for export subsidies as only a fraction of currently
budgeted subsidies has been used.

CIS countries are a focus of international cooperation,
and specifically the formation of a Eurasian Union based on
the current customs union. The programme also states that
Russia needs to be more active in international organisa-
tions such as the WTO to strengthen its presence in global
trade policy-making and to secure its national interests.
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Banks show higher-than-expected profits for 2012. The
combined profits of China’s four largest commercial banks,
Industrial and Commercial Bank of China (ICBC), China
Construction Bank (CCB), Bank of China (BoC) and Agri-
cultural Bank of China (ABC) last year amounted to

720 billion yuan (€90 billion), an increase in profits of 15 %
from 2011. A large part of bank revenues were generated
from the margin spread, i.e. the difference in interest paid by
borrowers on loans and interest paid to depositors. Lifted by
strong profits, ICBC is acquiring a 20 % stake in the Tai-
wanese SinoPac Bank. Since the beginning of this month,
Taiwan has allowed investments from Mainland China in its
financial sector.

The continued robust growth in commercial bank profits
came as a mild surprise to many observers. The media report
that competition has increased among banks, since the Peo-
ple’s Bank of China last summer gave commercial banks
greater flexibility in rate-setting by allowing greater diver-
gence from reference rates. Another surprise has been that
the wave of non-performing loans from the 2009 and 2010
stimulus has failed to materialise or even have significant
impact on bank balance sheets. In fact, the non-performing-
loan ratios of the big banks fell again last year. At the mo-
ment, the ratio of non-performing loans to the total loan
stock of these big banks averages around 1 %.

President Xi’s Africa tour highlights the rapid expansion
of China-Africa relations. Trade between China and the
African continent, which increased nearly 20-fold during the
2000s, grew by about 20 % y-o0-y last year to $200 billion.
The rapid growth has made China Africa’s top trading part-
ner and Africa now accounts for 5 % of all of China’s for-
eign trade. China mainly imports raw materials from Africa
that it converts into a vast array of consumer and investment
goods. China overall runs a trade deficit with the African
continent. Relations are not limited to trade, as China has
become a major investor in large projects in Africa. Chinese
direct investments in African countries increased last year
by 50 % to over $3 billion.

South Africa is China’s largest African trading partner,
accounting last year for 18 % of China’s exports to Africa
and 39 % of imports from Africa. South Africa is an impor-
tant source of e.g. iron ore and precious metals for China.
Chinese companies are involved in a number of major in-
vestment projects in South Africa, including platinum mines
and cement plants. During the visit, China Railway Con-
struction Corporation announced it had signhed a memoran-
dum of understanding on construction of high-speed rail in
South Africa. President Xi also visited Tanzania and the
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Republic of Congo. In Tanzania, the Chinese committed to
financing and constructing a large port project. In the
Congo, discussions centred around conceptual plans for
developing bilateral trade further.

China’s role in Africa is not seen by all in an entirely
positive light. Some critics claim the Chinese have a coloni-
alist attitude, that they ignore environmental standards and
do not hesitate to make deals with corrupt officials. More-
over, competition from Chinese firms tends to put domestic
producers at a disadvantage. Critics aside, it is also clear the
Chinese have invigorated African economies that have long
been in the doldrums. The Chinese see economic opportu-
nity in places where European and North American inves-
tors see problems.

China’s leading African import sources, % share
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Chinese arms exports continued to rise last year. The
Stockholm International Peace Research Institute (SIPRI)
reports that China last year surpassed Germany and France
to become the world’s third-largest arms exporter. The
world’s two biggest arms sellers are still the United States
and Russia, which sell far more weapons than China. Most
of China’s customers are found in the developing world.
The biggest buyer by far is Pakistan, which has bought the
full range of Chinese arms, including tanks, jet fighters,
helicopters, ships, submarines, radar systems, missiles and
bombs.

Although China spends huge sums on development of
weapons systems, the country is still the world’s second
biggest arms buyer after India. Following the Tiananmen
Square protests of 1989, the United States and the European
Union imposed a ban on arms sales to China that is still in
force to this day. The embargo has forced China to turn to
Russia for most of its arms purchases. The countries have an
uncomfortable relationship in this respect. Russia claims
China has been reverse engineering its own versions of
Russian weapons systems and military aircraft. Despite
these claims, Chinese media report that the countries agreed
last month that Russia will supply China with four Amur-
class submarines and 24 Sukhoi SU-35 jet fighters.
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Russia’s current account surplus shrinks and capital
outflow declines. Preliminary first quarter data from the
Central Bank of Russia show a current account surplus of
$28 billion, a slightly lower amount than in first quarter of
the previous three years. The surplus for the four most re-
cent quarters exceeded 3 % of GDP, which was the smallest
surplus since the beginning of 1999.

Russia’s current account surplus began to contract about
a year ago as export revenue growth began to flag while fair
growth in spending on imports continued. In the first quar-
ter of this year, earnings on exports of goods and services
fell for the first time in over three years. The on-year de-
cline in goods exports was a few per cent, dragged down
both by exports of crude oil, petroleum products, natural
gas and other commodities. In contrast, services exports
continued to rise.

Spending on imports increased about 6 %. Imports of
services, including spending of Russian travellers abroad,
rose about 15 %. Import growth was down significantly.

Net private capital outflow from Russia in the first quar-
ter amounted to $26 billion, or slightly less than in 1Q2012.
Capital exports by the banking sector increased substan-
tially. The CBR noted that an increase in domestic forex
deposits forced banks to rebalance their forex positions.

The net capital outflow from the corporate sector fell to
its lowest level in several years. Direct investment inflows
and outflows of the corporate sector as well as borrowing
from abroad showed an exceptional increase, partly from
the big deal between Russia’s largest oil company Rosneft
and multinational BP.

Current account balance, four-quarter average, % of GDP
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Russia’s massive grey economy contributes significantly
to social sector underfunding. Social affairs minister and
first deputy prime minister Olga Golodets stated last week
at a conference at the Higher School of Economics in Mos-
cow that only about 45 % of Russia’s working age popula-
tion pays taxes, social contributions or pension payments.
Studies at several research institutes put the share of the
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workforce employed by the grey economy at 24-30 %. The
narrow tax base is a big factor driving the large deficit the
state pension fund runs. To make up for lost fund revenues,
social contributions and pension payments have been hiked
several times with varied success.

Russia’s decline in unemployment is essentially the flip
side of growth in grey sector employment. Even for de-
clared employees, companies now pay an increasing share
of wages under the table. This is partly a reaction to the
2011 hike in the mandatory social contribution of employ-
ers from 26 % to 34 % of the wage bill. Although the gov-
ernment backed off last year and lowered the contribution
to 30 %, companies have remained unwilling to declare the
full extent of their wage payments. The hike in the manda-
tory social contribution decreased income tax revenue and
imposed financial losses on the public sector overall. At the
beginning of this year, the pension contribution of sole
proprietors was doubled. Their representative organisations
complain this is forcing an increasing share of sole proprie-
tors into the grey sector.

Payment of wages under the table and companies that
operate off the books are typical for Russia, and they are
intertwined with other problems of the economy. There is
little incentive to pay taxes or register a business as the state
cannot guarantee that companies can operate securely or
will receive fair treatment from officials. Neither compa-
nies nor workers trust that their tax contributions will al-
ways be used for their stated purpose.

What constitutes middle class in Russia? The Moscow-
based Independent Institute for Social Policy (I1SP) reports
that nearly 20 % of Russian households qualify as “middle
class”. ISP researchers say the share of middle-class
households has increased about one percentage point annu-
ally since 2004, and that the structure of Russia’s middle
class has shifted since the late 2000s. The share of people
employed by companies in the private sector, entrepreneurs,
and professionals has been shrinking, while the share of
public sector experts, managers and representatives of
power organisations has been increasing (power organisa-
tions include e.g. those ministries that operate directly un-
der the president such as the interior ministry, justice minis-
try and defence ministry). These public-sector groups now
make up about 20 % of the Russian middle class.

ISP researchers use several criteria to define member-
ship in the middle class, including wealth, education level,
work quality, and the household’s own assessment of its
social status. On the basis of wealth alone, 28 % of house-
holds qualify for the middle class, up from 21 % in 2004.
Households’ own appraisals of their status has also risen
overall, even if there were pronounced differences across
groups. Entrepreneurs are more pessimistic about their
fortunes now than in 2004, while civil servants and repre-
sentatives of power organisations feel much more confident
about their status.
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Robust export growth in the first quarter. China customs
reports the value of exports rose to slightly over $500 bil-
lion, an increase of nearly 20 % y-o0-y. Exports were up
sharply to countries in Southeast Asia, as well as to Taiwan
and Hong Kong, which operates as intermediate port for
Chinese goods. Exports to the United States grew 7 %. Ex-
port growth to Europe remained stagnant and exports to
Japan contracted. A number of economists monitoring the
Chinese economy have expressed suspicions that some Chi-
nese companies may be fudging their export numbers. They
note that companies have incentives to exaggerate their
exports either to gain tax benefits or to repatriate capital
back to China to take advantage of the yuan’s strengthening
against the dollar in recent months. China customs is inves-
tigating the matter.

The value of China’s imports grew significantly slower
than exports in the first quarter, and was up by less than
10 % y-0-y. Imports from the US increased some 20 %, and
also imports from Taiwan rose rapidly. Imports from Europe
and Japan fell sharply. China has benefitted from the drop in
global commaodity prices, which has reduced the value of
imports from most of China’s trading partners that supply it
with raw materials.

The strong growth in exports and feeble growth in im-
ports generated a trade surplus of $44 billion in the first
three months of this year. If export growth remains strong
and import growth remains weak, the trade surplus for 2013
will be substantially larger than last year.

Chinese quarterly foreign trade, USD billion
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Chinese tourists off to see the world. The number of Chi-
nese tourists travelling abroad increased about 20 % last
year, nearly keeping pace with the record growth of 2011
and 2010. If the growth in tourism continues to rise at its
current rate, the number of Chinese tourists travelling

BOFIT Weekly
15« 12.4.2013

abroad should exceed 100 million this year. The Chinese
show a great willingness to spend money on travel. Accord-
ing to the UN’s World Tourism Organization (UNWTO),
spending by Chinese tourists exceeded $100 billion last
year, putting them at the forefront internationally as income
generators for tourism-dependent businesses.

More than two-thirds of all Chinese tourists headed to
Hong Kong or Macao, which official Chinese statistics treat
as foreign destinations. Japan, Korea and Taiwan were also
popular with Chinese tourists. Europe and the United States
each accounted for roughly 2 % shares of Chinese tourism.
About 60,000 Chinese travellers spent at least one night in a
Finnish hotel or hostel last year.

In contrast, the interest of foreign tourists in China shows
signs of waning. The number of foreign tourists visiting
China last year shrank about 2 %, and China’s National
Tourism Administration reports that the loss of tourists
continues this year. Several studies have shown that foreign
tourists visiting China are increasingly disappointed with the
experience. The most recent surveys of tourists reflect dis-
content with the degradation of China’s natural environment
and water quality. Recent international news coverage has
done little to promote China’s attractiveness to potential
tourists. This winter’s air pollution events and the outbreak
of H7N9 avian influenza may give many people who think
of a trip to China further cause to consider an alternative
tourist destination.

China’s competitiveness as a tourist destination has de-
clined slightly in the World Economic Forum’s survey. Of
the 140 countries surveyed, China still makes it into the top
third of tourist destinations with a ranking of 45" place. The
WEF study shows that China has a huge potential as a tour-
ism destination thanks to its natural and cultural attractions.
China does well in terms of air, rail and bus connections, as
well as price competitiveness and availability of competent
service staff. To attract more tourists, China needs an atti-
tude shift on how it treats tourists, better hotel accommoda-
tions and more focus on cleaning up the environment.

Tourist travel into and out of China, percentage change
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Russia

Russia’s economy ministry cuts its GDP growth forecast
significantly. The economy ministry’s latest forecast still
sees GDP growth picking up in the second half of this year,
but now expects overall growth for 2013 to come in at

2.4 %. In its previous forecast for 2013, the ministry ex-
pected growth to hit 3.6 %. The ministry cut its growth
forecast even as it boosted its average oil price assumption
for the year from $97 a barrel of Urals blend to $105.

The new forecast cuts growth projections across the
board. Even so, retail sales and fixed capital investments
are now expected to rise about 4.5 % this year. Wages are
expected to rise more than 10 % and thereby support con-
sumption growth — especially if inflation slows to around
5-6 % this year as projected. For the ministry’s projected
consumption scenario to materialise, however, deputy
economy minister Andrei Klepach noted that households
will have to refrain from rushing excessively to saving and
spend instead. With regards to investments, Klepach said it
was important that Gazprom and other state monopolies not
go through with planned investment cuts. Corporate bor-
rowing also needs to start growing again.

The export volume is expected to remain at last year’s
levels, because crude oil exports should decline slightly.
The volume of natural gas exports will only increase about
2 %, much lower growth than earlier forecast. Lower prices
for exports would reduce export earnings by 4-5 %.

The economy ministry estimates industrial output will
rise 2 % this year and that the volume of imports will in-
crease over 5 %.

Realised and forecast GDP growth (on-year change), %
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Economy minister Andrei Belousov noted that the econ-
omy could even slide into recession this autumn if no
stimulus measures are applied. His assertion made president
Putin’s GDP growth target of 5-6 % a year seem increas-
ingly remote.

Some observers interpret the economy ministry’s excep-
tionally pessimistic forecast as a marker in the ongoing
economic policy debate. The economy ministry favours
traditional expansionary policies to deal with low growth,
including higher public sector investment and increasing
corporate credit.

On the other side of the fiscal and monetary policy de-
bate are the finance ministry and the central bank. Both
assert that stimulus would just add to inflationary pressures
without increasing investment. Criticism of this has risen as
domestic and global growth have slowed. President Putin’s
adviser Elvira Nabiullina, who takes over in June as CBR
chairman, reiterated in her recent public comments that the
central bank’s biggest commitment is to fight inflation, i.e.
that the current fairly tight monetary stance will continue.
Nabiullina mentioned, however, that the CBR also needs to
consider economic growth in its policy-setting.

Russia’s WTO membership stumbles on lack of relevant
expertise. In its just-released audit, the Accounts Chamber
of Russia finds that Russian officials have been slow to
implement measures to bring Russia into compliance with
its WTO commitments.

Companies have failed to take full advantage of Russia’s
WTO membership as they have yet to use export and agri-
cultural subsidies that in theory are available to them. A big
obstacle here is the lack of public experts familiar with how
the WTO operates. Russia has yet to set up its permanent
mission to the WTO in Geneva, as well as organise and
finance the handling of the complex legal issues related to
WTO membership.

Major business organisations proclaim that domestic
producers will suffer if cheap imports flood the market.
Public discussions usually treat Russia’s WTO membership
as a negative factor for the economy.

Economy ministry department chief Maxim Medved-
kov, who led Russia’s WTO accession talks, notes that it is
easier for lobbies to ask the government to protect non-
competitive industries than to become fluent in WTO rules
or push for specific interests in official negotiations.

Russian pork production is widely seen as one victim of
WTO membership. The branch has seen the complete
elimination of duties on pork products within the import
quota, along with a reduction in import duties for pork
exceeding the quota. Wholesale prices of pork products in
Russia have fallen 30 % since the change, even though feed
prices have risen considerably due to last year’s poor grain
harvest. Many producers have seen their businesses crip-
pled financially, which has made the government increase
subsidies to producers.

Consumers, however, have hardly seen any decline in
pork prices at the retail level; sellers are keeping the benefit
of lower producer prices. Prime minister Dmitri Medvedev
said he would look into the possibility of changing in the
law to remedy the situation.
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First-quarter GDP growth fails to meet expectations in
China. The National Bureau of Statistics reports GDP grew
at 7.7 % y-0-y in the first quarter, a slight slowdown from
7.9 % posted in the fourth quarter of 2012. China’s low
GDP growth figure was disappointing to stock and com-
modity markets in Asia, Europe and North America. The
disappointment was also reflected in forecasts. Eager fore-
casters that had raised their forecasts for the year during
January and February have been forced to revising their
earlier projections downwards. BOFIT forecasts 8 % growth
for 2013.

China’s GDP growth
16 %-change y-0-y
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Much of the slowdown in growth was due to low growth
in demand for capital investment. There were signals, how-
ever, that several major investment projects were launched
in March, which are expected to revive investment growth
in the coming months.

Over half of GDP growth in the first quarter was gener-
ated by domestic consumer demand. Growth in disposable
household income slowed slightly, which might affect con-
sumer demand in the near term. The combination of low
investment activity and strong consumption growth has
caused the structure of the Chinese economy to become a bit
more consumption-driven. Reduction of China’s extremely
high investment ratio will take time, however. It will be
years before the ratio falls even close to usual international
levels.

In addition to domestic consumption, economic growth
has been supported somewhat surprisingly by rising global
demand. China’s export growth was robust in the first quar-
ter, and import growth was modest.

Despite lower economic growth, capital investment flows
have once again turned to China. Capital inflows, combined
with a large foreign trade surplus in the first quarter, have
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forced the People’s Bank of China to purchase considerable
amounts of foreign currency in its reserves to stave off ex-
cessive yuan appreciation. As a result of these actions,
China’s foreign currency and gold reserves increased by
over $100 billion in the first quarter, standing as of end-
March at $3.44 trillion, roughly 40 % of GDP. By any
measure, China’s foreign currency reserves are enormous.

China’s inflation slows sharply in March. Consumer
prices were up just 2.1 % y-o0-y in March, a percentage point
less than in February. The March inflation numbers came as
a relief to China’s monetary policymakers, who had worried
that February’s spike in inflation augured a rise in underly-
ing inflation pressures. The latest figures affirmed the view
that inflationary pressures in China remain modest, allowing
the policy focus to remain on supporting economic growth.

Much of the volatility in the inflation rate in the first
quarter reflected changes in food prices. Growth in food
prices slowed to 2.7 % y-0-y in March, about half of the
February on-year rate. The March drop seemed to indicate
that the February spike in food prices was transitory and
most likely reflected the Chinese New Year holidays rather
than longer-term supply issues related to pollution or avian
influenza. Prices of non-food items have developed more
steadily since the start of the year. Inflation in the prices of
industrial products slowed, while growth in prices for ser-
vices and housing picked up in the first quarter.

Growth accelerated in March for key financial indicators
associated with creation of inflationary pressure over the
long term. Growth in M2, the main broad measure of the
money supply, accelerated by more than a percentage point
to 15.7 % y-0-y. The stock of new loans issued in March
reached one billion yuan, well exceeding expectations.

A rise in the figure for social financing, a broader indicator
of financing availability than bank lending alone, suggests
that access to finance rose faster than anticipated.

Growth in consumer prices
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Russia’s economy revived in March; government con-
siders measures to boost recovery. After a bumpy start in
the first two months of this year, the economy ministry
estimates that workday-adjusted and seasonally adjusted
GDP grew in March and was up over 2 % y-0-y. Manufac-
turing output also rose nearly 3.5 %. Nevertheless, first-
quarter growth was only about 1 % y-o-y for GDP and
manufacturing. The slow growth in the mineral extraction
sector last year turned to decline in the first quarter. While
oil production volumes were unchanged, gas production fell
from a year earlier. Exports of oil, petroleum products and
natural gas were all down slightly.

Retail sales, which account for nearly 40 % of domestic
demand, rose nearly 4.5 % y-0-y in March. Rising con-
sumer demand has been sustained by still good gains in real
household incomes. Fixed capital investments, which got
into sharply slowing growth last year, were unchanged
y-0-y in the first quarter.

Despite increased retail sales activity and industrial out-
put, households and businesses have turned gloomier about
future prospects. The fitful economic performance in the
first quarter of this year has given more impetus to discus-
sion in Russia as to whether the economy is poised for
recession or whether there are signs of recovery. President
Putin this week arranged a discussion of possible stimulus
measures with the prime minister, the finance and economy
ministers, central bank chairman, chief economic advisers,
select Duma deputies and several economic experts (includ-
ing former finance minister Alexei Kudrin). The meeting
emphasised that fiscal balance would not be sacrificed.
Economy minister Andrei Belousov and finance minister
Anton Siluanov noted that there are grounds to reduce bank
lending rates which have risen further in recent months.
Putin charged the cabinet with preparing a proposal by May
15 on measures to secure economic growth.

Change in volume of industrial output, retail sales and fixed
investments from 12 months previous, %
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Russia’s heavy bureaucracy adds to costs of doing busi-
ness and constrains entrepreneurship. Surveys show that
burdensome bureaucracy persists year in and year out as
one of the most difficult aspects of Russia’s business envi-
ronment. A study from the Higher School of Economics
estimates that official inspections alone (e.g. fire inspec-
tions, health inspections and tax audits) cost roughly

800 billion rubles to the economy in 2011, an amount that
corresponded to nearly 1.5 % of GDP. Moreover, the HSE
researchers noted that, despite the inspection activity, firms
frequently violated regulations because the sanctions are
often arbitrary. According to Opora, an organisation that
represents the interests of small and medium-sized enter-
prises, many regulations are so outdated that compliance is
practically impossible. Oversized bureaucracy also incen-
tivises corruption. Many companies find it preferable to
bribe officials in order to avoid the time and costs associ-
ated with inspections and audits.

Bureaucracy also reduces the motivation of Russians to
start their own businesses. According to the latest GEM
entrepreneurship comparison, Russia ranked last among the
69 countries studied in terms of persons contemplating
starting a business. Only 2 % of Russian respondents said
they had considered starting their own business, when the
average for countries with similar income level was around
26 %. The share of entrepreneurs that had businesses ongo-
ing in Russia was also slightly lower than in most other
countries of the comparison. GEM researchers note that
heavy bureaucracy and lack of access to financing are
among the biggest obstacles growing a business in Russia.

Economy ministry has ambitious expectations on raising
Russia’s business friendliness. President Putin has laid out
as one of the major administrative goals to lift Russia’s
overall ranking into the top 20 countries in the World
Bank’s annual Doing Business survey over the next several
years. Doing Business 2013 ranks Russia (represented by
Moscow), 112" out of the 185 countries surveyed.

Doing Business rates business friendliness by a number
of criteria. Administration is now trying to push rapidly
improvements in these criteria through legislative and regu-
latory reform. A summary released by the economy minis-
try two weeks ago estimated that if all the legal and regula-
tory changes accepted so far and slated for this year are
actually realized, Russia’s Doing Business ranking would
rise. In the category of getting a building permit, for exam-
ple, Russia would jump 161 places to 17" position. For
getting an electrical hook-up to a warehouse, Russia would
rise 121 places to 63", and registering a business would
climb 31 places to 70™. Thus, Russia could theoretically
climb to 44" place in the overall rankings by 2014, assum-
ing business environments in other countries stay the same.
Realisation of this improvement naturally requires that the
new measures are actually implemented also in practice.
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Yuan appreciates, international use continues to rise.
The yuan’s exchange rate has appreciated 2 % against the
US dollar since the start of this year. On Thursday (Apr. 25)
one dollar bought 6.17 yuan. The yuan has also risen 3 %
against the euro this year. One euro bought 8.07 yuan. De-
spite the assertion of the People’s Bank of China that the
yuan’s external value is determined relative to a basket of
currencies of China’s main trading partners, the exchange
rate movements suggest that the yuan still basically tracks
the dollar’s exchange rate. The yuan-euro exchange rate has
followed the ups and downs of the dollar-euro rate.

The exchange rates of floating currencies are driven by
supply and demand. However, the yuan does not float freely
and it is affected by capital controls and exchange rate pol-
icy. The PBoC every morning sets an initial exchange rate
from which the value of the yuan can vary up to one percent
during the course of the day. If the yuan appreciates or de-
preciates more than 1 %, the PBoC will intervene by buying
or selling currency from its reserves until the yuan is
brought back within limits. This year’s interventions have
mostly involved buying currency on heavy demand for
yuan. At the moment, capital flows are heavily skewed to-
wards China and the country’s trade surplus continues to
grow.

The real effective exchange rate (REER), which takes
into consideration inflation differences and trade shares with
a country’s main trading partners, is generally considered
a better indicator of the price competitiveness than the
nominal exchange rate. Since the yuan’s nominal exchange
rate has appreciated and China’s inflation has been running
higher than in its main trading partners, the yuan’s REER
rose nearly 4 % in the first quarter of this year. Price com-
petitiveness of goods produced in China has been further
diminished by rising production costs such as higher wages.

Nominal yuan-dollar, yuan-euro and yuan real effective ex-
change rate (REER); rising trend indicates yuan strengthening
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China continues to take steps to promote international
use of the yuan. Since the beginning of April, it has been
possible to exchange yuan directly for Australian dollars,
eliminating the requirement of going through a third cur-
rency. Australia’s central bank announced this week it
would begin to hold 5 % of its currency reserves in yuan-
denominated bonds and treasuries.

Chinese companies rule the roost in latest Forbes Global
2000 list. Forbes magazine reports that the world’s biggest
company this year is Industrial and Commercial Bank of
China (ICBC), with the number-two spot going to China
Construction Bank. Also making it into the top ten were
Agricultural Bank of China (8" largest) and PetroChina
(9™). Joining the four Chinese companies in the top ten spots
were the American firms JPMorgan Chase, GE, Exxon Mo-
bil and Berkshire Hathaway, along with Royal Dutch Shell
(Netherlands) and HSBC Holdings (UK). Ranks were based
on sales, profits, assets and market value.

Looking at the 100 largest publicly traded firms, nearly
a fifth were from Asia (mainly China, Japan and South Ko-
rea). Eight mainland Chinese firms made it into the top 100.
As arule, the Chinese firms making the list were state
owned, and the state is a major owner in all of China’s big-
gest companies. The role of state-owned enterprises in the
Chinese economy had been gradually declining from the
launch of economic reforms in 1978 until the 2000s. Many
China observers point to a shift back towards state capital-
ism under the administration of former president Hu Jintao.

The size ranking of companies depends on which criteria
are taken into consideration. Companies in the financial
sector tend to dominate the Forbes Global 2000 list, which
takes into account total assets. In contrast, industrial firms
were more likely to make it in top of the Fortune Global
500 list, which uses revenues as the size metric. Chinese
companies ranking in the top 10 in the Fortune rankings
included oil and petrochemical refiner Sinopec (5", Petro-
China (6™ and electrical power company State Grid (7™).

Chinese firms included in top 100 of the Forbes Global 2000
rankings for 2013

Corporation Ranking
ICBC 1
China Construction Bank 2
Agricultural Bank of China 8
PetroChina 9
Bank of China 11
Sinopec 26
Bank of Communications 54
Ping An Insurance Group 83

Source: Forbes
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Russia

Moscow Exchange stocks have four rough months. As of
end-April, the Moscow Exchange’s MICEX stock index
had lost over 8 % since the start of the year, clearly under-
performing most world stock markets. The decline reflects
falling commodity prices as well as the uncertainty caused
by the crisis of Cyprus. By sector, the only MICEX gainer
has been the consumer & retail index whereas other sectors
saw declines.

The oil & gas sector accounts for nearly half of the MI-
CEX index. The sub-index has declined 10 % since the start
of the year on falling oil prices. In the oil sector, from addi-
tional uncertainty have suffered the minority shareholders
in TNK-BP Holding, the subsidiary of the TNK-BP venture
acquired recently by Rosneft. Minority shareholders fear
Rosneft will siphon off the assets of TNK-BP Holding and
other subsidiaries instead of paying out dividends.

The banking and financial sector sub-index also slid
10 % since the start of the year. It currently represents just
under a fifth of the MICEX index. The sector has been
affected directly by uncertainty caused by the Cyprus bank-
ing crisis. The share issue of VTB bank announced this
week, however, was relatively well received by the markets
and according to VTB e.g. the sovereign wealth funds of
Norway, Qatar and Azerbaijan have plans to participate.

The metals & mining sector now represents about 10 %
of the MICEX index. It has fallen over 20 % from the start
of the year. The decline reflects lower commodity prices
that reduced 2012 revenues of metal firms. The sector index
stands even well below its reading at the start of 2010.

The market capitalisation of Moscow Exchange-traded
companies is over $800 billion. However, the free-float is
less than 30 % which is clearly lower than in most major
exchanges. The Moscow Exchange nevertheless continues
to evolve, e.g. by launching its first exchange-traded fund
(ETF) this week.

Moscow Exchange MICEX stock index and sector sub-
indexes, 100 = January 11, 2010
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Foreign subsidiaries of Finnish firms have expanded
especially in Russia and China. Figures released last week
by Statistics Finland show that Sweden is still the most
important location for the foreign subsidiaries of Finnish
firms when measured in terms of personnel. However, the
latest figures from 2011 show that China and Russia have
moved into the number-two and three slots. In mainland
China, Finnish firms operated subsidiaries employing in
total over 70,000 people, while Finnish subsidiaries in Rus-
sia employed over 50,000. Chinese subsidiaries ranked
second in net sales (€21 billion), while Russian subsidiaries
ranked fourth (€11 billion). The numbers for personnel and
net sales of Finnish subsidiaries located in China and Rus-
sia are considerably larger than similar figures for person-
nel and net sales of Finnish subsidiaries in all of South
America or Africa.

China and Russia have increased in importance for Fin-
nish firms at the expense of e.g. Finland’s traditional Euro-
pean trading partners. Over the past decade, the net sales of
Finnish subsidiaries based in EU-15 countries have only
seen their net sales rise about 8 % and the overall share of
EU-15 subsidiaries measured in net sales has fallen from
nearly 60 % ten years ago to just over 40 % today.

In contrast, net sales of Finnish subsidiaries in Russia
have increased more than ten-fold over the past decade and
subsidiaries in mainland China have seen their net sales
climb nearly five-fold. The value of Finnish exports to
Russia and China over the past decade has also doubled.
Finnish firms appear to prefer establishing businesses on
the ground in China, while exporting is still relatively more
important in business operations with Russia.

Finnish subsidiaries in China are larger on average than
those located in Russia. Subsidiaries in China in 2011 had
average net sales of nearly €100 million and just over 300
employees whereas subsidiaries in Russia had net sales of
€30 million and 130 employees. Finnish companies have
just over 400 Russian subsidiaries and over 200 Chinese
subsidiaries.

Finnish exports and net sales of foreign subsidiaries in
Finland’s largest export countries in 2011, EUR billion
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Chinese eating more meat. The UN Food and Agriculture
Organization (FAO) reports the Chinese are now eating
nearly 50 kilograms of meat a year, or about 10 kg more per
capita than in 2000. Much of the increase in meat consump-
tion reflects the fact that Chinese are getting richer, which
tends to change dietary habits. Chinese meat consumption is
approaching the developed world average of 65 kg a year.
Much of the meat consumed in China is pork; China ac-
counts for about half of global pork consumption. In addi-
tion to pork, poultry consumption, mainly chicken, has in-
creased sharply. The developed world in contrast prefers to
stick with white meat, with consumers generally eating more
chicken than pork. Beef consumption is significantly higher
in the developed world than in China.

Domestic meat production has risen substantially in re-
cent years. National Bureau of Statistics figures show that
700 million swine were slaughtered last year, or 35 million
more than in 2011. Production has been hurt, however, by
serious epidemics such as the 2007 blue ear disease outbreak
that caused a sharp drop in pork production. Pigs dying en
masse from the disease are a big problem for producers.
Even if the state reimburses farmers 80 yuan (€10) per
swine for proper disposal, some seem to find it easier to toss
their dead animals in the river. Shanghai residents were
surprised in March when the bodies of over 16,000 dead
pigs showed up in the nearby waters of the Huangpu River.
In April, another hundred deceased pigs were found floating
in the Liuyang River in Hunan province. Some news reports
claim diseased swine have also been butchered and sold for
consumption.

Despite efforts to ramp up meat production in China, the
country has failed to keep up with meat demand. Meat im-
ports have risen sharply in recent years. In 2006, China
imported as much meat as it exported. In 2011, meat imports
were three times higher than meat exports.

Meat consumption in China, kg per person
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Bird flu concerns mainly affecting the Shanghai region.
Products containing commercially raised poultry have been
removed from hotel and school menus, and demand for
chicken in particular has dried up. The international fast
food chain KFC (Kentucky Fried Chicken) reports that fears
related to the H7N9 flu virus have caused a major loss of
business at its outlets. Share prices of many big Chinese
food producers have also dropped. Some Chinese firms have
asked their workers to avoid travel. Nevertheless, no panic
over an impending pandemic has occurred. Nearly all cases
so far have been limited to the Shanghai region.

The World Health Organization (WHO) reports 128
laboratory-confirmed cases of H7N9 and 26 deaths as of
Thursday (May 2). The single case outside China in Taiwan
involved a person who had recently travelled to China. The
number of infected individuals is still very small compared
to previous epidemics. For example, the SARS coronavirus
epidemic resulted in 5,328 cases in China with a total of 349
fatalities. The initial pandemic of the novel HLN1 flu virus
in 2009 that was first identified in Mexico, ultimately in-
fected about a hundred thousand Chinese in its first wave.
H1N1 cases are still reported in northern China. Official
figures in China likely underreport the incidence of flu; most
cases (even flu-related deaths) never make it into the official
statistics.

In the current novel H7N9 flu outbreak, Chinese public
health officials have been praised for their swift response
and transparency. Officials clearly learned lessons from the
SARS epidemic, which started with officials initially deny-
ing the outbreak altogether, thereby allowing infected indi-
viduals to travel internationally and making containment of
the epidemic extremely challenging. In the current instance,
international experts have been involved from the start.
WHO experts are on site trying to identify reservoirs and
vectors of the virus. The WHO posts infection updates on its
website.

Health officials believe transmission of H7N9 between
people is very rare. Although the origins of the virus are still
unclear, studies are currently focused on commercial poultry
operations and producers have been asked to operate with
due caution. Officials note that since poultry markets in
Shanghai have been shut down, the spread of the disease in
the region has slowed. With the virus apparently isolated,
the WHO is not calling for increased border inspections to
prevent the spread of H7N9. The situation could change if
the virus mutates. Human-to-human spread would increase
the risk of a global pandemic, as was the case when SARS
virus cases began to show up outside China.
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Gazprom’s eroding dominance in Russia’s domestic gas
market. Russian natural gas production dropped slightly
last year to a level of 655 billion m*. Gazprom’s share of
Russian gas production also continued to slip, falling to
around 74 %. Just a decade ago, Gazprom still accounted
for 88 % of Russian natural gas production. In recent years,
privately held gas producer Novatek and several oil compa-
nies in particular have increased their contribution to do-
mestic gas production. Gazprom’s biggest emerging com-
petitor on the domestic market appears to be the state-
owned oil giant Rosneft, which has announced plans to
more than double its current gas production by 2020. Ac-
cording to a Rosneft strategy paper, production growth is
largely limited at the moment by the lack of access to trunk
and distribution pipelines owned by Gazprom. Gazprom
only grants other producers the possibility to transmit their
gas via its pipelines on a limited basis.

There has recently been an active discussion on the
status of Gazprom in the Russian economy. Several gas
producers are seeking to challenge Gazprom’s export mo-
nopoly by constructing LNG export terminals in the Arctic
and on the Pacific coast. Gas producers (particularly Ros-
neft) are also demanding greater access to Gazprom’s pipe-
lines or a break-up of Gazprom’s production and transmis-
sion functions into separate corporations. The investigation
launched last autumn by the EU anti-trust authority into
whether Gazprom has abused its dominant market position
is also challenging Gazprom’s traditional operations model.

By production volume, Gazprom is the world’s biggest
exchange-traded gas producer. Because Gazprom plays a
major role in the Russian economy, plans to reform it are
difficult to implement. Forbes magazine ranks Gazprom as
the world’s 17" largest listed company. The next largest
Russian company in the Forbes rankings is Rosneft at 59"
place. Gazprom’s high ranking reflects its eye-popping
profits. The company’s declared profit for 2012 was $40
billion, the third highest of all international firms after
Exxon Mobil and Apple. Gazprom’s profits are also huge
relative to the size of Russia’s economy; Russia’s federal
budget revenues in 2012 totalled about $420 billion.

Gazprom’s 2012 profits, however, shrank nearly 10 %
from 2011. The financial result was mainly hurt by lower
sales volumes, which declined in 2012 by about 7 % to 482
billion m®. Over half of the gas volume supplied by Gaz-
prom went to Russia’s domestic market.

Gazprom reports that its average prices last year were
€71 per thousand cubic meters for Russian customers, €235
for customers in the CIS area, and €297 for customers
elsewhere in Europe. As there is no spot market pricing of
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gas supplied by pipeline, prices paid by European energy
companies to Gazprom vary considerably from country to
country. Media reports suggest that the ultimate price of gas
including transmission costs ranged from $313 to $564 per
1,000 m? in the first half of 2012 depending on the buyer.

Privatisation of Russia’s VTB Bank continues. Russia’s
second largest bank, VTB Bank, held a share emission on
the Moscow Exchange at the end of April. Post emission,
state ownership in the bank shrank from 75 % to 61 %.

The additional capital raised from investors should help
VTB continue the strong growth it has enjoyed during the
past few years. VTB has grown through acquisitions of
several banks in Russia and abroad. VTB Bank is part of
the VTB Group, which includes the VTB24 Bank that
serves households and small businesses. VTB24 has wit-
nessed explosive growth and now is Russia’s fifth largest
bank both in terms of total assets and lending.

The Russian government’s target for the VTB share of-
fering was to increase the bank’s capital base by at least
100 billion rubles (€2.5 billion), while retaining at least a
60 % stake in the bank. VTB said that the emission was
fully subscribed, with over half of the subscribed shares
going to just three investors: Qatar Holding, Norway’s
sovereign wealth fund manager Norges Bank Investment
Management and the State Oil Fund of Azerbaijan.

VTB Bank IPO on the London Stock Exchange in 2007
involved the sale of 15 % of the bank’s shares. Another
10 % of shares were sold on the London and Moscow stock
exchanges in 2011. Under the Russian government’s priva-
tisation programme, the state hopes to divest all of its VTB
holdings by 2016.

VTB holds the majority stake in Russian Commercial
Bank (RCB), which operates in Cyprus and mainly serves
Russian clients. Bank operations have been complicated by
the limits on capital exports imposed by Cypriot officials.
Russian finance minister Anton Siluanov announced last
month at the G20 meeting in Washington DC that Russia is
ready to renegotiate the terms of the €2.5 billion loan that
Russia granted to the Cyprus government in 2011, provided
that RCB’s assets in Cyprus are released. Siluanov reported
that talks on the matter continue.

RCB’s share emission and dividend policies have raised
eyebrows in some quarters. In 2009, RCB arranged a di-
rected emission for a company owned by VTB Group’s
upper management. The emission raised $39 million for a
40 % stake in RCB, which earlier had been fully owned by
VTB. Less than a year later, RCB distributed $130 million
in dividends to its shareholders. While the size of the 2010
RCB dividend was never released, RCB reportedly paid out
dividends of $100 million to shareholders last year. RCB
does not release precise information on the entities or per-
sons who own the 40 % share of the bank that was sold off.
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Full convertibility of Chinese yuan coming soon? On
Monday (May 6), the State Council announced plans to
release later this year a specific set of measures and timeta-
ble to increase yuan convertibility. Greater yuan convertibil-
ity basically means that controls on capital flows into and
out of China will be relaxed. Convertibility is essential in
promoting international use of the yuan. Although the an-
nouncement of specific measures and targets was signifi-
cant, it was hardly surprising. International use of the yuan
has gradually been liberalised during the past few years and
a number of administrative agencies have already signalled
that the government’s goal is to achieve full yuan converti-
bility by the end of 2015.

When restrictions on capital movements are eased step
by step, opportunities to circumvent remaining capital con-
trols increase. Indeed, this seems to be precisely what is
happening in China as capital inflows increased substan-
tially during the first four months of this year. The State
Administration of Foreign Exchange (SAFE), which oper-
ates under the auspices of the central bank, last week de-
clared it was imposing limits on bank lending in foreign
currencies. Commercial banks currently have lent about
double the amount in foreign currency as they hold in for-
eign currency deposits. Corporations have been enthusiasti-
cally piling on foreign currency debt as the yuan is expected
to appreciate further. Chinese officials have also stepped up
monitoring of firms engaged in foreign trade. By overstating
export prices, export firms are believed to be sneaking capi-
tal into China and evading capital controls.

Large forex inflows have forced the People’s Bank of
China to buy up foreign currency to dampen yuan apprecia-
tion pressures. As forex purchases increase the supply of
yuan circulating in the economy, the PBoC this week an-
nounced that, after an 18-month break, it would resume
issuing of bills to soak up liquidity and slow money supply
growth.

Solid consumer and investment demand in China driving
growth of the global economy. The IMF’s latest World
Economic Outlook 2013 suggests the outlook has deterio-
rated both in developed and emerging economies. However,
outlook looks brighter for next year as growth returns to the
euro zone and the US recovery finds stable footing.

The IMF outlook cuts its growth forecast for China and
now expects growth to hold at around 8 % this year and
next. Achieving sustainable, balanced growth requires in-
crease in the share of consumer demand. Chinese invest-
ment as a share of GDP is exceptionally high by interna-
tional standards.
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The IMF would like to see China focus more on risks
created by rapid credit growth and take measures to deal
with its overcapacity in certain industrial sectors. However,
it will not be easy to curb lending growth in the midst of a
major structural change of the financial system. About half
of all new lending in China now takes place outside more
tightly regulated traditional bank lending channels, and is
thus partly immune to regulatory measures.
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Trade between China and North Korea has soared in
recent years. China’s imports from North Korea increased
70 % a year during 2011-2012 in certain product categories
of metal, energy and transport vehicle production. At the
same time, China’s exports to North Korea grew annually
by nearly a third. Coal constitutes the bulk of China’s im-
ports from North Korea, while its exports are dominated by
petroleum products. China, by far, is North Korea’s largest
trading partner. Observers estimate that China accounted for
over two-thirds of North Korea’s foreign trade last year.

The rapid growth in trade between China and North Ko-
rea since 2010 has increased suspicions that North Korea is
circumventing international sanctions by routing trade
through China. The UN and several member countries have
imposed trade sanctions on North Korea over the past dec-
ade. Sanctions were significantly tightened in 2010 after
North Korea shelled a nearby South Korean island. Follow-
ing the incident, Japan and South Korea pulled back sharply
from foreign trade with North Korea. It appears that North
Korea has managed to make up part of the lost trade by
turning to China.

Recent events in North Korea have pushed China to tak-
ing a harder line towards North Korea. Under the guidelines
laid out by China’s transportation ministry, the new UN ban
on military material shipments will be enforced and it has
added several new North Korean firms to the sanctions list.
In addition, the Bank of China has closed the accounts of a
North Korean bank.
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Russia’s employment hits record high. The number of
people working in Russia has hit its highest level for two
decades. As of March, Russia’s employed included

71 million people, nearly a million more than a year earlier.
The number of unemployed persons was down by nearly
500,000 from a year ago and by 1 million from two years
ago. Using the methodology of the International Labour
Organization (ILO), the number of unemployed in Russia in
March was 4.3 million.

The share of unemployed people in the overall labour
force has declined in the past year to a record low of 5.7 %
as regards the season, down from 7 % two years ago. The
number of part-time and furloughed workers remains low.
Unemployment still falls more on the young. At the end of
last year, persons 20-24 years old accounted for over 20 %
of all unemployed. The unemployment rate for young peo-
ple was 13 %, a level unchanged from a year ago.

Russia’s rising employment has helped increase the size
of the labour force (employed and unemployed individuals
combined) by more than 500,000 persons since March
2012. Not only have the unemployed found jobs, but
a sizeable chunk of the population that have been outside
the labour force and are beyond the official retirement age
has been drawn into the labour force. The number of all
people outside the labour force who say they are willing to
work has stabilised.

Observers note that Russia’s labour force could become
a bottleneck that may stifle economic growth even at the
stage where demand begins to recover.

Russia’s labour force, employment, and unemployment (mil-
lions of persons, 12-month average)

76
74 Labour force

Employed persons

2 (2) Persons outside work force, willing to work

0
2000 01 02 03 04 05 06 07 08 09 10 11 12 13
Source: Rosstat

Wages in Russia still rising rapidly, but high inflation
erodes purchasing power. On-year growth in wages has
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largely remained in the range of 10-15 % since late 2009.
In March, the average Russian monthly wage as reported in
official statistics was just under 29,000 rubles (€720), an
increase of 11.5 % from a year earlier. Growth in real
wages (actual purchasing power) has slowed considerably
from last year due to rising inflation. Real wage growth in
March was slightly above 4 %, which has been reflected
also as a slowdown in consumption growth. According to
the latest survey published by the Central Bank of Russia,
however, income expectations of households brightened in
the first quarter, possibly a signal of stronger consumption
coming later this year.

Despite slowing Russian economic growth, inflation ac-
celerated in the first four months of this year. Consumer
prices in April were up 7.2 % y-0-y, and the CBR estimates
that inflation continued at the same pace in the first half of
May. At its monthly monetary policy meeting, the CBR
board decided to leave short-term interest rates unchanged,
while lowering slightly its key longer-term rates.

Housing prices seem to be stabilising in Russia. Rosstat
reports that the average price for residential apartments
(measured in square metres of living space) in the first
quarter of this year rose by slightly more than 1 % g-o0-q,
while prices of older apartments declined nearly 2 % g-0-q.
In Moscow prices continued to climb fairly briskly in the
first quarter, but analysts estimate that in past weeks Mos-
cow housing prices have witnessed a slight drop.

In recent years, housing prices in Russia have risen quite
rapidly and are close to record levels. Now pressure for
further price increases has begun to abate with many people
priced out of the market, increased consumer unwillingness
to commit to large purchases due to higher uncertainty and
rising interest rates on housing loans. In March, the annual
growth rate of new housing loans was still 20 % and the
average interest rate was 12.9 % p.a.

Housing prices vary considerably in Russia from region
to region. The highest prices are in Moscow and St. Peters-
burg. Rosstat reports that in January-March the average
price for residential apartments was just over 160,000 ru-
bles (€4,000) per square metre in Moscow and
90,000 rubles (€2,300) in St. Petersburg. If housing costs
are adjusted to wages, the most expensive regions to live in
are the City of Moscow and the surrounding oblasts, as well
as the City of St. Petersburg. In wage-adjusted terms, the
most affordable housing is found in resource-rich regions in
the north and Far East. A Muscovite’s average monthly
wage is sufficient to purchase 0.3 m” of apartment, while
the average monthly wage in Russia’s relatively most af-
fordable housing market, the Yamal-Nenets autonomous
region (the centre of Russian natural gas production in
western Siberia) buys 1.2 m? of apartment. In Finland, the
average monthly wage is sufficient to purchase about
1.5 m? of apartment (national average).
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China’s latest economic figures offer little indication that
growth is picking up. The National Bureau of Statistics
reports that retail sales, an indicator of domestic consumer
demand, rose at the same pace in April as in the previous
three months of this year. On the other hand, the April read-
ing of the service sector purchasing manager index (PMI)
suggests slowing economic growth. Growth in fixed capital
investment remained at the same pace as in previous months
and industrial output growth picked up slightly. However,
the short-term outlook does not seem particularly bright, as
the manufacturing PMI showed growth in domestic orders
had slowed and export orders had declined.

After three decades of high growth, China’s leaders seem
ready to live with lower growth rates. The state has refrained
from applying the usual stimulus measures, and this week
premier Li Kegiang said he wants to see growth supported
by market forces rather than state intervention.

Foreign trade data suggest evasion of capital controls.
China’s foreign trade figures show 12-month growth accel-
erated in April to 15 % and import growth rose to 17 %. In
the first four months of this year, the value of exports was
up 17 % y-o-y and the value of imports increased 11 %.
Rapid export growth was reflected in a ballooning trade
surplus of $62 billion in the first four months of 2013

($20 billion in the first four months of 2012).

Chinese exports to the EU, US and Japan continued to
decline in April, mirroring the ongoing struggles in the
global economy, particularly Europe. The loss of exports
was compensated for with booming growth in exports to
Hong Kong and Taiwan. Growth in imports from the US
was robust for the second month in a row. Moreover, April
imports also from Europe were finally up, alleviating wor-
ries over China’s slowing economic growth. Political dis-
putes continued to depress imports from Japan.

The biggest worry surrounding China’s recent trade sta-
tistics stems from inconsistencies between mainland Chi-
nese figures that show strong export growth to Hong Kong
and Hong Kong’s more modest assessment of import growth
from mainland China. Up to autumn 2011, when yuan use
as an instrument of payment in foreign trade was expanded
to cover all of China, the difference between China’s official
figures for monthly exports to Hong Kong were typically
less than $5 billion above Hong Kong’s official figures for
imports from the mainland. Over the past 18 months, how-
ever, the gap has widened dramatically, and reached
$28 billion in March. The growing disparity does not stem
from the increased turnover of trade between Hong Kong
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and mainland as the differences have grown also in relation
to trade flows.

The statistical disparity suggests that companies import
capital into China by exploiting foreign trade pricing. As
China’s capital markets have been gradually liberalised,
companies have learned to exploit loopholes and grey areas
in the law to get funding and seek out higher-yield invest-
ments. Chinese and Taiwanese trade figures also suggest
that foreign trade is being used as a means to channel capital
out of China.

The use of foreign trade as a way to move capital seems
largely restricted to Hong Kong and Taiwan at the moment,
but there are signs that the phenomenon could be spreading.
In many countries that earlier eased their capital controls,
similar patterns in capital movements have been seen. If the
widening gap in foreign trade figures reflects increased
capital movements and the situation persists, interpretation
of Chinese trade and current account figures could become
problematic. As a guesstimate, the figures for 2013 suggest
that perhaps over a third of China’s trade surplus consists of
capital imports.

Rising food prices drive CPI, even as inflation pressures
are otherwise modest. April consumer prices rose 2.4 %
y-0-y, up slightly from March. An on-year increase of 4 %
in food prices was the biggest reason for the pick-up in in-
flation. There have been sharp fluctuations in food prices in
recent months. Prices of vegetables spiked in April. Food
makes up about a third of China’s consumer price index.
Prices of non-food goods continued to rise modestly.

Slowing economic growth, falling global commodity
prices and an accompanying fall in producer prices have
generally helped to relieve inflationary pressure. The current
situation potentially offers political decision-makers an
opportunity to reduce some of the price regulation of do-
mestic markets. On the other hand, the PBoC reported that
growth in the broad measure of the money supply (M2)
accelerated in April to 16.1 % y-0-y, well above the official
13 % target for this year. Higher than targeted money supply
growth might add inflationary pressure in the future.

Inflation and money supply (M2)
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Russian municipalities get most of their funding from
federal and regional budgets. A recent brief from the
finance ministry notes that about 60 % of revenues to mu-
nicipalities last year were provided in the form of transfers
and subsidies from federal and regional-level budgets. The
rest was raised through taxes, fees and other forms of reve-
nue. Tax revenues as a share of total revenues varied tre-
mendously from municipality to municipality, however.
The aggregate budget of local administrations was slightly
in the red last year.

The most important source of tax revenue for munici-
palities was Russia’s 13 % personal income tax. The tax,
which has a flat rate set by the federal government, last year
accounted for 70 % of municipal tax revenues. Revenues
from personal income tax initially go to regional budgets,
after which at least 20 % must be transferred by the region
to its municipalities.

The most significant municipal taxes are the land tax
and the tax on personal property. These two taxes last year
accounted for about 15 % of the tax take of municipalities
on average.

Municipalities are responsible for providing basic ser-
vices such as primary schools and heath care, as well as
certain social services. The largest expenditure category for
local governments is education, which last year accounted
for 41 % of total spending. Other major spending areas
included housing (15 %), administration (9 %), social pol-
icy (9 %), health care (5 %) and culture (5 %).

Gazprom refunds $3.3 billion to European customers
after readjusting its pricing scheme. Gazprom’s revenues
from gas sales to its non-CIS customers amounted last year
to $47.3 billion after export duties. The refunds on gas
supplied in 2010 and 2011 are part of negotiated price set-
tlements for long-term supply contracts between European
gas buyers and Gazprom.

The German E.ON and the Italian Eni reached deals
with Gazprom on reducing their gas prices last spring and
summer. Gazprom also agreed to lower prices by about
10 % for its French, Slovak and Austrian customers. Some
other gas importers such as the Czech RWE preferred to
haul Gazprom into arbitration court to ask for modifications
to what they see as unconscionable contract terms that re-
quire them to pay for a specified amount of gas for a given
supply period even if they do not need the full amount
stated in the contract. The RWE-Gazprom case is pending.

Gazprom had to refund less than it had initially expected
because some of its customers had swapped lower prices
for more flexible payment terms or smaller supply volumes.
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Analysts expect Gazprom this year will again be on the
hook for a similar amount of refunds.

Russia accounted for about 2 % of global FDI flows last
year. The latest OECD figures on investment flows show
that just over $30 billion in foreign direct investment
flowed into Russia last year, a slight decline from 2011.
Russia’s share of global FDI inflows has declined in recent
years by about half from its 4 % pre-crisis peak in 2008.

The biggest destination of global FDI flows last year
was again China, which surpassed the US in 2011. Nearly a
fifth of all global FDI flows went to China last year. Direct
investment inflows to Brazil in 2012 were about double that
of those going to Russia, while FDI to India was slightly
less than the amount going to Russia.

The OECD also noted that Russia’s FDI outflows
amounted to just over $30 billion, a substantial decline
from 2011. Russia’s share in global outward FDI has de-
clined slightly in recent years and was about 2 % last year.
Outward FDI flows from China rose to represent around
4 % of global investment. The United States remained the
world’s top source country of FDI, accounting for about a
quarter of all global FDI outflows.

Unlike most mid-income countries, FDI outflows from
Russia have exceeded FDI inflows to Russia in recent
years.

BRIC shares of global FDI flows in 2012 (%0)
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Central Bank of Russia figures show that the biggest net
FDI inflows to Russia last year came from Luxembourg,
the Netherlands and Ireland. Investment inflows from Cy-
prus, earlier Russia’s top provider of FDI, contracted
sharply.

The biggest destination for Russia’s FDI outflows in the
first nine months of 2012 was still Cyprus. Turkey’s status
as a Russian FDI destination rose to second place for the
first time.
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Structure of corporate borrowing shows signs of im-
provement in China. The slowdown in the growth in short-
term corporate borrowing that began in 2012 has continued
this year. Growth in long-term borrowing, in contrast, has
accelerated slightly in recent months. Over half of corporate
borrowing is in the form of long-term loans. The loan stock
structure is changing, as the volume of short-term loans still
continues to grow faster than long-term loans but that
growth is slowing.

The persistently increasing dependence on short-term
borrowing has raised questions about the sustainability of
corporate finances in China. Reliance on short-term debt to
fund long-term projects is risky for firms if their access to
funding suddenly dries up. Thus, most observers see the
current slowdown in growth in short-term corporate borrow-
ing as a positive trend that enhances stability of the financial
system and contributes to sustained economic growth. Ac-
celeration in growth in long-term lending may also indicate
a larger appetite for new corporate investment.

Growth in the loan stock remained around 15 % in April.
The stock of yuan-denominated loans is how around 66.5
trillion yuan (€8.4 trillion), or 130 % of GDP. Growth of the
loan stock has outpaced GDP growth in recent years. Corpo-
rate loans account for about 70 % of total lending in China.

Trends in Chinese bank lending
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Despite a challenging operating environment, most US
companies in China are turning a profit. According to the
2013 White Paper of the American Chamber of Commerce
in China (AmCham China), which is based on a survey at
the end of 2012, most of its 325 member companies operat-
ing in China see demand for their products and services
continuing to rise. Over 70 % of respondents said China’s
domestic markets were their main reason for being in Ching;
only about 20 % said they produce products for export.
American firms said they planned to keep investing in
China, but said slowing economic growth and barriers to
market access had reduced their willingness to invest. Firms
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also perceived themselves to be in a weaker competitive
position than local firms. State-owned enterprises, for ex-
ample, receive financial subsidies and local Chinese firms
have an easier time getting the required licences to operate
their business.

The rising cost of labour was the main reason that over
10 % of respondents cited for their decision to move their
production operations out of China in 2012. In addition, US
firms complained that it is getting harder to find qualified
employees in the Chinese labour market. Corporate profit
margins have narrowed as competition has increased, but the
profit margins in China of over 40 % of the multinational
respondents were still above their global average. Produc-
tion in China is still profitable and nearly 80 % of respon-
dents report that their operations are profitable.

China’s goal is to create an operating environment con-
ducive to corporate innovation that promotes productivity
gains. China’s new laws to protect intellectual property
rights and proprietary technologies went into force last year,
but over 70 % of the responding US firms felt that the laws
were still ineffective (the share arose from about 60 % in
2011). Uncertainty over legislative amendments and theft of
intellectual property were seen as growing threats.

Shanghai shares flat for the year. After rising in Decem-
ber and January, Chinese share prices began to drop in Feb-
ruary. The Shanghai A-share index has lately clawed its way
back to near the level it started the year. Shares remain de-
pressed by lower growth forecasts for China, as well as
ongoing fiscal struggles in Europe and the United States.

China’s other big stock exchange, the Shenzhen stock
exchange, has tracked a similar trend as the Shanghai ex-
change. The main indices for both rose in recent weeks but
the rebound on the Shanghai exchange was more muted.
Some observers see share prices in China buoyed recently
by statements from the new leadership on structural reforms
designed to support economic growth. The trends on
China’s stock exchanges this year have tended to follow
stock markets in other emerging economies.

Shanghai A, Moscow RTS and Morgan Stanley Emerging
Markets indices
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Russia gradually takes into account the impact of lower
growth on government finances. The finance ministry
recently noted that federal budget revenues this year would
be slightly above their earlier forecast made last autumn as
long as the oil price assumption used to calculate the budget
matched the increased oil price 2013 average projected by
the economy ministry this spring (Urals-grade crude
$105/bbl). Finance minister Anton Siluanov says revenue
projections may have to be revisited, given the substantial
cut e.g. in the GDP growth forecast. Both the finance minis-
try and the accounts chamber (which audits the budget)
note that this year’s budget amendments taken to the Duma
(including allocating a share of spending while keeping the
overall expenditures unchanged from the original budget)
are based on revenue projections that do not incorporate the
lowered forecast.

The finance ministry is preparing a new budget estimate
for the medium-term based on the spring economic fore-
cast. The ministry preliminarily sees federal budget reve-
nues declining as a share of GDP to 18 % in 2015 from
a current level of 20 %. The relative decline in revenues
mostly comes from low growth in income from production
taxes and export duties generated by the oil & gas sector.
Siluanov notes that this lower revenue growth and compli-
ance with the budget rule adopted at the start of this year
means that spending in the contingent category must be
trimmed to levels that bring nominal federal spending
growth to 6-7 % a year in 2014-2015. That would keep the
budget deficit at 0.6-0.7 % of GDP. Siluanov added that
a similar deficit in 2016 makes it very difficult for the gov-
ernment to meet all its spending commitments. The finance
ministry’s annual medium-term forecast for total consoli-
dated government finances (including regional and munici-
pal budgets and state social funds) is expected this summer.

Government budget revenues, % of GDP (12-month average)

40 - 40
35 - 35
Consolidated revenues
30 - - 30
25 - 25
Federal
20 - 20
Regional and municipal
15 - 15
10 - 10
5 State social funds -5
0 0

2002 03 04 05 06 O0O7 08 09 10 11 12 13

Source: Ministry of Finance

BOFIT Weekly
22 «31.5.2013

In January-March, consolidated government revenues
increased 6 % y-0-y (11 % in 2012). Revenues also rose at
approximately the same pace for federal budget and state
social funds. The situation appeared toughest for regional
and municipal budgets, which saw revenues failing to grow
due to reduced transfers from the federal budget.

Draft of 2014-2016 customs policy programme pre-
sented to the cabinet. The programme envisages import
duties to be gradually reduced over an average transition
period of three years to levels that meet Russia’s WTO
commitments. At the end of 2012, after Russia gained
WTO membership, the average tariff on imports from non-
CIS countries fell from 9.9 % to 8.6 %. The average duty is
slated to fall further to 6.4 % by the end of 2016. Russia last
year collected 730 billion rubles (€18 billion) in import
duties, which accounted for nearly 6 % of federal budget
revenues.

The programme emphasises the need for import protec-
tion for cars and agricultural products in the future, but with
measures compatible with WTO rules. Imports of certain
listed goods (e.g. agricultural and paper products, as well as
vehicles) will continue to get heightened scrutiny. Protec-
tion measures would be invoked if the growth of imports of
these products increases so swiftly that it damages domestic
producers.

While Russia plans to gradually reduce most export du-
ties, the export duties on e.g. oil, natural gas and raw timber
are planned to be kept unchanged for now. These duties
could eventually be lowered as Russia’s WTO agreement
only stipulates the maximum-allowed duty rates. Exports of
oil and petroleum products for domestic use in CIS coun-
tries are planned to be exempted from duties if those coun-
tries commit in writing e.g. to not reselling to third coun-
tries.

The customs programme also includes goals for improv-
ing the function of customs administration. For example,
the time for customs inspections and number of required
documents would be reduced under the government’s ear-
lier approved “roadmap” and the use of electronic docu-
mentation increased.

The programme tackles operational development of the
Russia-Belarus-Kazakhstan customs union. Particular atten-
tion is given to speeding up decisions on anti-dumping and
other special protection measures. These measures are cur-
rently entirely in the hands of the customs union and typi-
cally take 5 to 9 months for a decision to be reached. The
programme mentions that Russia should actively monitor
its interests during Kazakhstan’s ongoing WTO negotia-
tions. The rates for about half of the duty categories Ka-
zakhstan has committed to at this point are lower than those
in Russia’s WTO agreement. Over longer term, Russia
hopes to expand the customs union. Preparations for Kyr-
gyzstan’s accession are under way and Tajikistan has ex-
pressed interest in joining.
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Trade policy disputes strain China-EU relations. Chinese
premier Li Kegiang warned the EU about its recent deci-
sions to impose punitive duties on solar panels and tele-
communications equipment. Mr. Li said that such duties
violate not only the interests of Chinese manufacturers but
also European consumers. The trade dispute became a main
theme of the Chinese premier’s visit to Germany this week.
Since last autumn, the EU has been actively preparing to
impose punitive duties in response to what it sees as Chinese
price dumping of goods at the expense of European manu-
facturers. The EU is expected to soon reach a decision on
whether to move ahead with sanctions. The US has already
imposed protective duties on Chinese solar panels.

China’s solar panel manufacturers invested heavily in re-
cent years only to be crippled with serious overcapacity
problems exacerbated by diminished export prospects in
Europe, where demand has been hurt by the financial crisis
and austerity policies. Chinese solar panel producers have
attempted to reduce their inventories by stepping up domes-
tic sales and discounting solar panel prices in Europe. Chi-
nese officials consider smoothing the situation by providing
additional measures to boost domestic sales such as lower-
ing the costs of hooking up a solar panel collection field to
the electrical power grid and paying direct subsidies to com-
panies that produce solar-generated electricity.

While the solar panel dispute seems likely to continue,
the fight over telecommunications equipment seems likely
to be resolved. The EU has yet to move ahead with prepar-
ing anti-dumping sanctions, and EU leaders have faced
substantial blow-back from EU telecommunications equip-
ment manufacturers. Both the Swedish Ericsson and the
Finnish-German Nokia-Siemens have opposed protective
duties. China plans to invest heavily in its own networks in
the coming years, and large European telecom equipment
manufacturers fear that a trade dispute would hurt access of
European firms to China’s growing telecom equipment
market.

FDI inflows to China up slightly in the first four months
of the year. The flow of foreign direct investment into
China in January-April rose 1.2 % y-0-y. The Ministry of
Commerce reports that FDI inflows in the first four months
of this year totalled $38 billion. FDI growth was in line with
the government’s target for the year. FDI inflows contracted
by nearly 4 % in 2012, but China has encouraged FDI re-
cently by reducing red tape facing foreign investors. This
month, China’s State Administration of Foreign Exchange
(SAFE) simplified FDI rules to make it easier for foreign
firms to open bank accounts and transfer funds to China.
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The reform is part of China’s ongoing deregulation of capi-
tal movements. SAFE’s previous round of rule-easing for
FDI took place in December 2012.

The industries targeted by FDI inflows to China have
been shifting, with an increasing share of investment this
year going to the service sector. Although the real estate
sector’s share of FDI inflows has bounced around in recent
years, it held fairly steady at around 21 % in the first four
months of the year. Businesses involved in wholesale and
retail sales received nearly 10 % of FDI inflows. About
43 % of total FDI inflows went to manufacturing sector, and
especially the share of investment channelled to the textile
and electronics industries has been falling for several years
and is now down to 7 % altogether. This year’s figures re-
flect that rising production costs in China are driving in-
vestment in these sectors to lower cost countries.

Particularly high growth in FDI inflows was registered
for Japan, the United States and EU countries. Hong Kong
accounted for nearly 60 % of total FDI inflows to China, but
it should be noted that investments from mainland Chinese
and some foreign firms are channelled through Hong Kong
to China. Investment flows from Singapore, South Korea
and Taiwan contracted at the start of the year, but still repre-
sented about 10 % of FDI inflows.

The Ministry of Commerce reports that direct investment
abroad by Chinese firms increased over 27 % y-0-y in the
first four months of the year to nearly $30 billion. Growth
this year has been running well ahead of the government’s
target of 15 % growth for 2013. Chinese firms import
a large share of raw materials and basic commodities from
abroad, and the bulk of FDI outflows go to exploitation of
natural resources. While the largest share of outward-bound
FDI went to Asia, the Chinese are also investing heavily in
extraction of natural resources in Latin America.

Direct investment flows to and from China (US$ billion)
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Russian inflation accelerated to 7.4 % in May. The slight
acceleration in 12-month consumer price inflation came as
a surprise to many; the central bank and the economy min-
istry had expected inflation to fall after April.

The pick-up in inflation was largely driven by higher
food prices and higher costs related to housing services and
utility rates. Food prices were up over 9 % y-0-y, while
housing-related costs increased 10 %. Prices of baked
goods rose 17 % y-o0-y, fruits and vegetables 19 %, natural
gas rates for residential housing 14 %, water 12 % and
heating 11 %.

Russian 12-month inflation, % change, Jan. 2011 — May 2013

12

10

8 \
6 ™~
\ \

2

0
15.1.2011

15.7.2011 15.1.2012 15.7.2012 15.1.2013

Source: Rosstat

The economy ministry is considering various measures
to cut inflation, including the possibility of reducing the
size of planned hikes in regulated wholesale prices for gas
over the next few years. In recent years, the wholesale gas
price has been hiked 15 % a year, but now the economy
ministry is considering raising the gas price much less, one
of the options being a hike of only 5 % a year.

The economy ministry also says that restraining the rise
in gas rates could promote economic growth. The govern-
ment is currently looking into president Putin’s request to
find ways to stimulate growth. Some analysts note that the
impact of smaller gas rate hikes could, however, reduce
investment in the gas sector (mainly by Gazprom), which
represents a significant share of all public investment.

The economy ministry will present its final proposal on
gas rates to the cabinet next autumn.

President Vladimir Putin calls for faster progress in
eliminating cross-subsidies in the electrical power sec-
tor. Under Russia’s current electricity pricing arrangement,
households pay rates that are below production costs for
power generation. The cheap electricity of households is
offset by charging higher rates to companies. Cross-
subsidisation under the current “last mile” model has even
increased in recent years. Last year the government paid out
cross-subsidies of 220 billion rubles (€5.5 billion). Energy
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minister Alexander Novak said his ministry has prepared a
proposal on a mechanism to reduce cross-subsidies to just
50 billion rubles by 2022. All cross-subsidies could be
eliminated by 2030.

The Russian president noted that present arrangement
mainly harms small and medium-sized enterprises, which,
unlike big firms, have no possibility of buying power di-
rectly from the national grid, building their own power
plants or shifting production to regions with cheaper power.

Putin emphasised that reducing cross-subsidies should
not lead to unreasonably high costs in electricity for SMEs
or households. The social impacts of the final solution will
be studied for regions around the country. Measures to
reward energy efficiency will also be added.

Ukraine reaches cooperation deal with Russia-Belarus-
Kazakhstan customs union. On May 31 in Minsk,
Ukraine signed a preliminary agreement with the highest
body of the Russia-Belarus-Kazakhstan customs union, the
Eurasian Economic Commission, under which Ukraine will
have observer status when the Eurasian Economic Union
launches in 2015. The EEU is a more developed form of the
existing customs union, and initially has Russia, Belarus
and Kazakhstan as its members.

Ukraine has long sought a cooperation arrangement with
the customs union, but Russia has refused to grant it on the
grounds that the customs union charter does not mention
observer members. Under a compromise deal, Ukraine can
sit in as an unofficial observer member before the EEU
launch.

Observer status will let Ukraine participate in all cus-
toms union activities, including meetings of the Commis-
sion and working groups, access to the same information as
customs union members and present proposals to customs
union bodies.

Russia has maintained a long-standing invitation to
Ukraine to join the customs union, including promising
Ukraine the same large discounts of natural gas that other
members enjoy. In recent years, Ukraine and Russia have
had ongoing gas pricing and supply disputes. Ukraine
roughly pays about the same price for gas as customers in
Western Europe. Ukraine would like to get gas at the same
low prices as enjoyed by Belarus, which pays about the
same price as Russian domestic prices plus transmission
costs.

Ukraine has pushed the idea of joining the EU for years,
while at the same time pursuing the benefits of the Russia-
Belarus-Kazakhstan customs union. The EU and Ukraine
have agreed in principle to formation of a free-trade area,
but there are obstacles to clear before any final agreement is
reached. The EU claims that Ukraine cannot simultaneously
participate in the EU free-trade area and the Russia-
Belarus-Kazakhstan customs union. Ukraine could only
join the EU free-trade area after all customs union members
agree to free trade with the EU.
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EU imposes anti-dumping tariffs on Chinese solar pan-
els; China investigates countermeasures. The anti-
dumping tariffs imposed by the EU this week are set to
remain in force for six months, unless China and the EU
resolve the dispute earlier. A levy of 11.8 % of the solar
panel’s price will be charged during the first two months of
the sanctions. Thereafter it will rise to 47.6 %. The United
States already imposed anti-dumping tariffs on Chinese
solar panels last year.

The problem emerged after the Chinese government sub-
sidised its solar panel sector to the extent that the industry
now suffers from massive overcapacity. Chinese solar panel
makers have attempted to reduce their inventories by selling
panels at discount prices abroad, which is seen as a threat by
non-Chinese solar panel manufacturers. Some observers
report that Chinese firms are moving their plants to Malay-
sia to get around the anti-dumping tariffs. Immediately after
the EU announcement punitive tariffs on Chinese solar pan-
els, China announced it was looking into imposing anti-
dumping tariffs on wine produced in Europe.

Latest PMI reading gives no clear sign about near-term
prospects for Chinese manufacturing. China’s latest offi-
cial manufacturing purchasing manager index suggests that
manufacturers have a largely neutral view of their near term
prospects with the PMI ticking upward slightly from 50.6 in
April to 50.7 in May. An index value above 50 indicates that
purchasing managers expect improving conditions relative
to the previous month.

In contrast, the PMI published by the HSBC Bank, which
is based on a smaller number of respondents, saw its outlook
for manufacturers weakening in May. The HSBC PMI read-
ing for manufacturing fell from 50.4 in April to 49.2 in May.
The reading was the lowest in seven months, which caused
concern in the markets that China’s economic growth next
year may underperform current forecasts.

Both PMI readings saw new export orders falling in May
on weaker foreign demand. The main reason for the differ-
ence between indices arises from the development of do-
mestic orders. The HSBC PMI showed domestic orders
began decrease in May, while the official index showed the
volume of domestic orders continuing to grow. The size of
companies surveyed may explain the differences in the in-
dex readings; large companies might have benefitted more
than small companies from China’s recent credit expansion.
The official index has emphasis on large firms, while the
HSBC index is weighted more to small and medium-sized
firms.
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The May situation in the service sector was largely un-
changed from the previous month. The HSBC PMI for the
service sector had a slightly positive reading of 51.2 (51.1 in
April), indicating modest growth expectations. The volume
of new orders increased slightly from the previous month.

HSBC’s combined manufacturing and services sector in-
dex showed that total employment fell slightly for the sec-
ond month in a row in May. Increased labour demand in the
service sector made up only partly for weak labour demand
in the manufacturing sector.

China emerges as a major trading partner for many
Latin American countries. President Xi Jinping spent this
week on a tour of Latin America. He began with a visit to
Trinidad and Tobago to talk about cooperation in the energy
sector. Trinidad and Tobago has large natural gas deposits
and would like to find new export markets for its liquefied
natural gas (LNG) since the shale gas boom is reducing the
US gas imports. China, which is interested in developing
natural gas fields in the Caribbean region, promised to build
a children’s hospital in the capital city of Port of Spain. In
Costa Rica, China agreed to provide almost two billion
dollars in financing for modernisation of an oil refinery,
highway improvements and a public transport project. Mr.
Xi is currently in Mexico, after which he travels to the US.

Foreign trade between China and Latin America has ex-
ploded in recent years. Latin America overall accounts for
about 7 % of China’s imports and exports, but many Latin
American countries have substantially larger trade relation-
ship with China. For example, 15-25 % of goods exports
from Brazil, Chile, Cuba, Peru and Uruguay go to China.

Nearly all countries in the region import significant
amounts of goods from China, with China’s average share
of imports approaching 10 %. The large emphasis on im-
ports means China has a trade surplus with most Latin
American countries besides Brazil, Chile, Costa Rica, Peru
and Venezuela.

Chinese trade with Latin America, US$ billion
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CBR leaves key rates unchanged. At the monthly board
meeting of the Central Bank of Russia held Monday (June
10), the board decided to leave unchanged at 5.5 % the
minimum rates on one- and seven-day repo auction credit.
The CBR again lowered its longer-term credit rates (over
180 days) by 25 basis points for the third time in a row.
Long-term credit rates now range between 7.25-7.5 %
depending on the quality of the loan guarantee.

Although the central bank has faced strong pressure to
lower rates to boost economic growth since late last year, it
has so far not budged on its most important steering rates.
CBR chairman Sergei Ignatyev has noted on repeated occa-
sions that the current economic conditions present a macro-
economic quandary. On one hand, Russia’s healthy em-
ployment situation and high inflation would justify strin-
gent monetary policy. On the other hand, however, both the
slowing economic growth and an impending decline in
inflation would call for a looser monetary stance.

The CBR has over the recent months slightly eased
monetary policy by lowering long-term credit rates. There
is little actual demand for such credit, however, and the
CBR explains the main reason for the rate cuts is to bring
the longer-term rates closer to rates of its short-term in-
struments. The incremental rate realignment is part of CBR
efforts to increase the impact of its rate-setting policies in
the market.

The CBR board noted that its decision to keep key rates
unchanged was based on evidence that inflation has been
accelerating. Reading from both May and early June indi-
cated that 12-month inflation was running above this year’s
inflation target. At the end of May, inflation was 7.4 %.
CBR analysts expect inflation to slow in the second half of
this year to a level within the bank’s 5-6 % target range for
2013. Given that the CBR’s key steering rates already have
negative yields in real terms, the CBR rates will only be
lowered once inflation actually begins to subside.

Much of the credit for the CBR’s prudent and independ-
ent monetary policy goes to departing chairman Sergei
Ignatyev, who steps down on June 23 as he completes his
third (legal maximum) term as CBR head. President Putin
has tapped Elvira Nabiullina, his current economic adviser
and former economy minister, to take over as CBR chair-
man. Ignatyev has agreed to continue as a senior adviser at
the central bank at Putin’s request.

No big tax changes ahead: Russian unveils tax policy
framework for 2014-2016. The cabinet last week took up
its annual tax policy framework discussion by reaffirming
several measures it adopted last year. No major changes in
tax policy are likely over the next few years. The manda-
tory social contribution of employers will remain at 30 % of
the worker’s wage. Russia will keep its flat 13 % income
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tax rate in the coming years rather than adopt a more pro-
gressive income tax scheme.

Changes, however, are planned for a number of taxes
and fees in the oil & gas sector. The government reaffirmed
its earlier decision to raise natural gas production fees by
over 10 % a year, which has generated a boisterous debate.
Starting in 2016, the fee would be based on both the domes-
tic wholesale price for natural gas and export prices of oil
and gas. The government wants to reduce the difference in
the production fee rates levied on Gazprom and other gas
producers. The size of the reduction depends on the extent
to which other producers will be allowed to export their
gas.

The guidelines are quite general as regards taxation of
oil production and oil exports, one possibility being that
export duties on crude oil could be gradually lowered while
production fees could be increased. The fees, taxes and
duties generated by the oil & gas sector constitute a signifi-
cant share of public sector revenues.

Hikes in excise taxes will continue. The planned in-
creases in excise taxes on various motor fuels are based on
the fuel type and grade. As part of Russia’s anti-smoking
efforts, the government plans to raise the excise tax on
tobacco products about 30 % a year through 2016. Annual
increases of 20-25 % in the excise tax on alcohol are also
scheduled for 2013-2015, but the hike in 2016 would be
much more modest. The Russia-Belarus-Kazakhstan cus-
toms union limits hikes as it aims at harmonising excise
taxes to discourage smuggling.

Further postponing of production at Shtokman gas
field. Gazprom deputy board chairman Andrei Kruglov
stated at the end of May that development of the Shtokman
gas field located 650 kilometres north of Murmansk in the
Barents Sea will be postponed due the current upheaval in
the world gas market. The gas produced from the Shtokman
field was originally planned for export, particularly to the
US market. However, US is currently experiencing a boom
in production of shale gas and other unconventional gas.
Production under the harsh conditions of the Shtokman
field would not be profitable at present.

Gazprom CEO Alexei Miller says Gazprom’s main
markets for LNG are located in Asia and the Pacific Rim,
so the company is currently planning an expansion of its
LNG terminal on Sakhalin Island, as well as a new LNG
facility to be built in Vladivostok. Both facilities would be
supplied with gas from currently producing Sakhalin fields
and the new Sakhalin 3 fields under development. The
exact timing of when Sakhalin 3 production will be inaugu-
rated is still not set.

According to press reports, Gazprom is planning a
smaller LNG facility on the Gulf of Finland. The gas would
be supplied via the Nord Stream pipeline, and the liquefied
gas would be sold to customers in Europe. Gazprom would
use the LNG sales to offset lower domestic demand.
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No signs that Chinese economic growth accelerated in
May. Just-released May figures from the National Bureau of
Statistics show economic growth trending unchanged from
previous months. Growth in industrial output held at a mod-
est pace of 9 % y-0-y. Looking at demand-side indicators,
growth in fixed capital investment slowed slightly, while
growth in retail sales remained basically unchanged from
earlier months. Various corporate surveys suggest that
growth will continue to be rather slow also in the near fu-
ture.

China’s on-year growth in goods exports slowed in May.
However, the interpretation of the foreign trade data is diffi-
cult, as some firms apparently have exaggerated their export
numbers to circumvent capital controls and move capital
back into China. Officials have reacted to the problem and
there is evidence that firms have reduced their efforts to
evade capital controls for the time being. Chinese goods
imports fell in May, while the foreign trade surplus re-
mained at around $20 billion for the month.

May inflation slowed to 2.1 %, due largely to a slower
rise in food prices. The rise in prices of non-food items has
remained below 2 % for already about 18 months. Although
inflation remains well below the official inflation target of
the People’s Bank of China, the central bank has been warn-
ing all spring that inflation could accelerate later this year.

Given the relatively weak economic figures, a number of
institutions over the past two months have lowered their
forecasts for Chinese GDP growth this year and next. For
example, the IMF and OECD last month dropped their fore-
casts for 2013 to below 8 %. Most forecasts currently fall
into the range of 7.5-8.0 % GDP growth for 2013 and 7.0-
8.5 % for 2014. Despite China’s relatively low growth by
recent historical standards, its leaders do not seem particu-
larly concerned about the situation.

Chinese goods exports to US, Japan, EU, ASEAN countries
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Obama and Xi commit to improving bilateral relations
through increased cooperation. China’s new president Xi
Jinping and US president Barack Obama met in their official
capacities for the first time last weekend at a retreat hosted
by Obama near Palm Springs, California. The visit of presi-
dent Xi affirmed the perception that China’s new leader is
less conservative in his approach to international relations
than predecessor Hu Jintao. Much of official décor was
replaced with a more laid-back approach. Obama and Xi
held free-ranging talks over the two-day visit, discussing
mutual challenges facing their nations.

The two leaders agreed to increase military cooperation
by establishing regular meetings between their armed forces.
China Daily reports that China will participate next year for
the first time in a US-led joint military exercise. Communi-
cation and joint cooperation between the armed forces of
both countries are important to maintaining balance in the
Asia-Pacific region. China wants to increase its presence in
the Pacific in areas where the US has traditionally enjoyed a
dominant presence. At the moment, the US military is in-
volved in a shift to the Pacific region, and US arms exports
to Taiwan and military commitments with Japan have
caused friction between China and the US. President Xi,
however, said during his visit that there is room for two
great powers in the Pacific.

US-China relations have been frayed in recent months by
cybersecurity breaches, particularly hacking focused on
stealing sensitive data or disrupting operations of corpora-
tions and government agencies. US observers claim that
Chinese cyberattacks geared to theft of American technol-
ogy and proprietary research damage US international com-
petitiveness and national security. Xi gave assurances that
China is committed to strong cybersecurity.

The US and China also want to work together on slowing
climate change and preventing North Korea from further
expanding its nuclear weapons programme. The commit-
ment to reduce carbon dioxide emissions was timely. Ac-
cording to an IEA report released Monday (June 10), China
has the highest growth in carbon emissions globally, even if
the rate of growth is slowing as Chinese energy efficiency
improves. Carbon emissions in the United States have been
falling with the shift away from coal to shale gas that is
changing the structure of US energy markets.

The meeting was also important as it helped establish
personal relationships between statesmen and promote dia-
logue between countries that will exert profound political
and economic influence globally in coming decades.

US-China trade has enjoyed robust growth, with the US
now rivalling the EU as China’s top export market. In the
first quarter, Chinese imports from the US grew slightly
faster y-0-y than exports to the US. The situation slightly
reduced the US trade deficit with China, but the unbalance is
still high ($220 billion in 2012).
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Russian foreign trade surplus shrinks in first four
months of the year. During January-April, the value of
goods exports fell 4 % y-o0-y, due in particular to weak
energy and metal prices. The value of goods imports, in
contrast, rose 5 % y-o0-y. Import growth has slowed sharply
in past months, however, as demand has evaporated.

There has been relatively little change in the product
structure of Russian foreign trade; over 70 % of exports still
consist of oil and natural gas. Metals and chemical products
also remain important export categories. The largest import
product categories are machinery & equipment, chemical
products and foodstuffs.

Russian monthly goods exports, goods imports and trade
balance, USD billion (seasonally adjusted)
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China and Germany remain by far Russia’s biggest im-
port suppliers, but notably the US moved into third place in
January-April. Growth of Russian imports from the US and
China has also clearly outpaced import growth overall this
year. Imports from CIS countries, in contrast, have declined
in recent months. The value of imports from Ukraine and
Belarus was down nearly 20 % from a year ago. Imports
from Kazakhstan, however, were up nearly a fifth.

Customs union creates new opportunities to sneak capi-
tal out of Russia. A report from the Central Bank of Russia
finds that Russian firms have found a new way to skirt
official scrutiny by paying invoices for fictitious imports.
The scam involves Russian firms paying fake bills for im-
ports from Belarus or Kazakhstan to a third-country bank
account.

The evasion became considerably easier with the estab-
lishment of the Russia-Belarus-Kazakhstan customs union
in 2010. The elimination of customs inspections at common
borders has meant that banks are no longer verifying the
deals from customs documents. The exporting of capital
using the new ruse has largely replaced other informal capi-
tal export channels, which have gradually been shut down
through stepped up monitoring by Russian officials.
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The CBR estimates that the amount of capital exported
last year using forged invoices for nonexistent imports from
Belarus resulted in $15 billion whereas the total private
sector net capital outflow from Russia was $ 54 billion.
There are no similar estimates for Kazakhstan.

Ruble exchange rate down since the start of the year.
From the beginning of the year to mid-June, the ruble slid
some 4.5 % against the euro and 3.7 % against the dollar.
The exchange rate has during the past few days averaged
around 42.7 rubles for the euro and 32 rubles for the dollar.
The last time the ruble was this low against the euro was in
October 2011. Against the dollar the ruble was this low in
September 2012.

The ruble’s exchange rate has been influenced by the
drop in world oil prices in the early spring. Urals-grade
crude peaked in February at over $115 a barrel and then hit
a low of $95 in April. Since May, the price has fluctuated
between $100 and $105. Pressure on the ruble has also
come from Russia’s economic slowdown and uncertainty
on global markets, which has reduced investor appetite for
risk.

While the central bank continues to steer the ruble’s ex-
ternal value, it shows much greater restraint than in the
past. The CBR refrained from interventions in the market
between autumn 2012 and March this year. In April the
CBR started to prop up the falling ruble by currency sales.
The sales were marginal, however, with the bank selling
about $900 million and €60 million during April and May.

The ruble’s value relative to the CBR’s dollar-euro cur-
rency basket is now about 37 rubles. The central bank steers
the ruble’s value within the limits of a fluctuation band. The
lower limit for the fluctuation band today is 31.65 rubles
and the upper limit 38.65 rubles. The CBR moves the fluc-
tuation band upwards or downwards whenever its interven-
tions exceed a certain limit in order to accommodate to
changes in economic fundamentals. The CBR last adjusted
the fluctuation band in spring 2012 in the face of apprecia-
tion pressure on the ruble. In summer 2012, the CBR ex-
tended the width of the band to the current 7 rubles.

Ruble-dollar, ruble-euro and ruble-currency-basket rates
(rising trend indicates ruble depreciation)
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True size of public sector budget deficit and debt likely
much larger than official estimates. This month the Na-
tional Audit Office (NAOQ) issued a warning that indebted-
ness of local administrations continues to rise and that debt
continues to take on ever murkier forms. About 46 % of
debt acquired by local administrations is now held under
off-budget financial entities known as “local government
financial vehicles” or LGFVs. As central government offi-
cials have tried to make it more difficult for regular banks to
lend to LGFVs, local governments and their financial enti-
ties have turned to borrowing also from China’s unregulated
grey markets. This has made it even more difficult to esti-
mate the true extent of local government borrowing. The
NAO notes, however, that the situation varies tremendously
from province to province. In the case of heavily indebted
local administrations and LGFVs, debt-servicing costs have
already become a major burden.

In the final statement of IMF’s Article IV consultations
at the end of May, the IMF stressed the importance of taking
control over the indebtedness of local administrations. IMF
analysts estimate that China’s public sector debt ratio is now
nearly 50 % of GDP if the debts of LGFVs are included.
This implies also that China’s overall public sector budget
deficit in 2012 was around 10 % of GDP. China officially
reported its budget deficit was around 2 % of GDP.

Housing prices on the rise throughout China. The in-
crease in housing prices that began in the second half of
2012 has continued into this year, even accelerating in re-
cent months. The National Bureau of Statistics reports that
prices of newly built apartments in May were up an average
of 5 % y-0-y in the 70 largest cities in China. In megalopo-
lises such as Beijing, Shanghai and Guangzhou, prices were
up 10-15 %. The sole decline in new housing prices was
registered in the city of Wenzhou.

The average price for a square metre of apartment last
year was 16,500 yuan (€2,000) in Beijing and 14,000 yuan
(€1,700) in Shanghai. If average incomes are compared to
apartment prices, housing in China’s big cities is much more
expensive in relative terms than in e.g. Helsinki. Officials
have long worried about soaring housing prices. State-
supported housing production has been stepped up and a
variety of measures to stem rising housing prices have been
implemented. Officials are expected to introduce further
measures to cool the housing market soon.

Evaluating the situation in the housing sector is challeng-
ing as market is so fragmented and reliable statistical data
are unavailable. As a result, there is no consensus among
analysts on the outlook for the sector. Some analysts see no
major problems in the market; apartments are selling well
and buyers are making large down-payments. At the other
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end of the spectrum, Vanke, one of China’s largest real
estate developers, has expressed concerns about a bubble in
the market and the massive amounts of debt being carried by
developers.

China eager to be part of cooperation in the Arctic and
assessing the region’s economic potential. China was last
month granted permanent observer status on the Arctic
Council along with Japan, Singapore, India, South Korea
and Italy. The new observer countries extend participation in
the Arctic Council to countries outside the Arctic region.
The purpose of the council is to strengthen governmental
cooperation in the Arctic region, protect natural endow-
ments and habitat, as well as the interests of native peoples
of the North. The council acts as a forum for discussion,
makes policy recommendations and coordinates projects in
the Arctic region. Observer status gives China the right to
participate in council meetings and make proposals, but
confer no vote and thus no direct involvement in the deci-
sion-making process. Finland is one of eight permanent
members on the council with voting rights.

The central reason for China’s growing interest in the
Arctic region is its unexploited hydrocarbon and mineral
endowments. The loss of permanent ice makes natural re-
sources in the Arctic Sea more accessible. The Chinese are
also interested in harvesting northern fish stocks. China
Daily reports that China is establishing a China-Nordic
Arctic Research Centre in Shanghai. Chinese research fo-
cuses on evaluating the region’s economic potential, re-
source reserves and changes caused by the loss of glaciers
and sea ice.

With the loss of perennial ice, it has recently become
possible to navigate the Northeast Passage (a.k.a. North Sea
Route) between the Atlantic and the Pacific in the summer
months. Access to the route would be a boon for China as
the overwhelming share of the sea traffic moving between
Asia and Europe currently passes through the Strait of Ma-
lacca near Singapore and the Suez Canal. The distance from
Shanghai to Rotterdam via the North Sea Route is about
two-thirds of the southern alternative. Shipping via the Arc-
tic would also help China to diminish the political leverage
of other countries on China because it would reduce the
need to transport through multiple territorial waters using
the southern route.

China’s new Arctic policy was recently evident in Ice-
land, with whom China signed a free-trade agreement in
April. According to The Economist, it is likely that China
sees the deal as a stepping stone to increasing its influence
in the Arctic and the development of Arctic sea lanes. Early
this month, CNOOC, one of China’s largest oil companies,
penned a joint venture deal with an Icelandic energy firm on
exploration for Arctic hydrocarbon reserves. Chinese firms
have also shown an interest in investing in mining projects
in Greenland.
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New CBR chairman Elvira Nabiullina commits to keep-
ing monetary policy on its current course. Nabiullina’s
first comments after assuming her new post on Monday
(June 24) concerned the importance for the CBR of keeping
up the fight against inflation. In countering recent calls
from some political corners for the CBR to get behind
measures to stimulate growth such as lowering interest rates
and devaluing the ruble, Nabiullina observed that the best
way for the CBR to promote economic growth is to stabi-
lise the macro-environment for business. Nabiullina also
stated that she considers improving the investment climate
an important contributor to economic growth through e.g.
encouraging good corporate governance and transparency.
Such changes would reduce creditor risk and ultimately
lead to lower interest rates.

Chairman Nabiullina dismissed the economy ministry’s
proposal to give commercial banks recommendations on
maximum lending rates, noting such ceilings would most
likely lower banks’ enthusiasm for lending.

Nabiullina also mentioned the possibility of cutting
commercial banks’ operating costs by easing requirements
established by the CBR on e.g. document handling and
information provision.

CBR first deputy chairman Alexei Ulyukayev tapped as
new economy minister. Other appointments announced
Monday (June 24) included rotation of former economy
minister Andrei Belousov into the post of economic adviser
to the president previously held by current CBR chairman
Elvira Nabiullina.

During his stint as economy minister, Belousov stressed
the role of public investment and state management in
stimulating economic growth. Many observers think that
the transfer of Alexei Ulyukayev, who has a reputation as a
liberal economist and staunch defender of central bank
independence, to the top post in the economy ministry
could shift the economy ministry’s policy focus towards
structural reforms and encouraging private-sector invest-
ment.

The CBR and economy ministry have traditionally split
over economic policy, but the gap could be closing with the
economy ministry joining the CBR and finance ministry in
promoting growth based on economic stability and struc-
tural reforms.

President Putin announces stimulus measures at this
year’s St. Petersburg International Economic Forum.
The measures announced June 21 largely reflected propos-
als on ways to stimulate investment prepared this spring by
the economy ministry at Putin’s behest. The proposals have
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been met with criticism, especially from the finance minis-
try and the central bank, so the president’s final proposal
included views from both sides.

Putin announced three major infrastructure investments:
a high-speed rail line between Moscow and Kazan, con-
struction of an outer ring road around Moscow and upgrad-
ing Trans-Siberian rail lines between Moscow and Vladi-
vostok. Putin suggested that the potential economic payoffs
of the construction projects could be attractive to private
investors, whose participation would assure the profitability
of the projects. The president invited foreign investors par-
ticipating in the forum to join in these projects.

Putin’s announcement that the projects would be partly
funded from the National Welfare Fund (mostly funded
with oil & gas revenues) represents a clear shift from earlier
policy. Fund assets to this point have largely been invested
in high-quality, low-risk bonds and treasuries with a view
to financing the pension system in coming years.

Putin said that the government plans to invest 450 bil-
lion rubles from the National Welfare Fund in the three
projects, and other projects may be coming. Over the next
few years, more than half of the National Welfare Fund
resources would be invested in various infrastructure pro-
jects. As of end-May, the fund stood at about 2.7 trillion
rubles (€64 billion). State Pension Fund assets might later
also be made available for infrastructure projects. Observ-
ers put the price tag of the Moscow-Kazan high-speed rail
project, for example, at over 900 billion rubles.

Russia witnessed an active debate this spring over the
wisdom of investing sovereign wealth in domestic infra-
structure. The finance ministry and the CBR have been
wary of the initiative, which has largely come out of the
economy ministry, expressing concern about the choice of
projects and their economic feasibility. Some observers
note that massive public works are prone to corruption,
citing the building projects for the APEC summit in Vladi-
vostok last year and the on-going Sochi Winter Olympics
village construction. Moreover, one-off projects often have
only a transitory economic impact and do little to accelerate
economic growth over the long run. This was precisely the
case in Vladivostok, which anticipated strong regional
economic growth following the APEC summit held in au-
tumn 2012. Despite massive public investment in buildings
and infrastructure, such growth has yet to materialise.

Putin also announced measures to limit the rising cost of
doing business in Russia. Russia’s high inflation is driven
by the rapidly increasing costs of public utilities produced
by “natural monopolies” in e.g. energy, water, heating and
rail transport. All have seen rates rising faster than inflation
for several years now. Starting next year, rate hikes would
be limited to the previous year’s inflation rate, and the ceil-
ing on rate hikes would remain in force through 2018. Putin
encouraged natural monopolies to improve efficiency and
cut costs now that further rate hikes are off the table.

Bank of Finland ¢ Institute for Economies in Transition, BOFIT
P.O. Box 160, FI-00101 Helsinki
Phone: +358 10 831 2268 « Web: www.bof.fi/bofit

Editor-in-Chief Seija Lainela « Email: Seija.Lainela@bof.fi
The information is compiled and edited from a variety of sources.
The Bank of Finland assumes no responsibility for the completeness or accuracy of
the information, and opinions expressed do not necessarily reflect the views of the
Bank of Finland.



EUROJARJESTELMA
EUROSYSTEMET

China

Interest rate spike in China frightened. A sudden liquidity
drought in interbank market caused overnight lending rates
to soar last week, even exceeding 13 % last Thursday (June
20). Banks’ demand of liquidity rose because of the three-
day Dragon Boat Festival holiday, tax deadlines and banks’
need to meet deposit reserve requirements. Ultimately, how-
ever, the spike was caused by the People’s Bank of China,
which unlike earlier, refrained from providing liquidity to
banks and allowed market rates to climb before intervening.
The sudden rise in interest rates on China’s already jittery
financial markets was especially disconcerting for many as
the PBoC was slow to explain its policy shift.

Liquidity shortage drove interest rates to record levels
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In fact, only this week did the central bank announce that
there was no actual liquidity shortage, merely a situation
where supply and demand did not meet. According to the
central bank, it let interest rates rise to send a message to
banks and companies on the risks of excessive indebtedness
and the maturity mismatch of debt and payments. Officials
are particularly concerned about the rapid growth of unregu-
lated borrowing on the grey market. For example state en-
terprises, despite production overcapacity, still enjoy access
to cheap loans, which they can then lend to other companies
at higher interest rates.

Stock markets reacted to the liquidity shortage with a
sharp decline in share prices. Many companies have post-
poned scheduled bond issues over interest-rate uncertainty.
Although the central bank declared it possesses the tools to
keep the financial market stable, last week’s market disrup-
tion highlighted the vulnerability of the Chinese financial
system. These factors in combination have depressed the
short-term economic outlook.

Perhaps the silver lining from the experience has been its
success in showing that China’s new leadership is ready to
go ahead with measures to address long-term problems at
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the expense of short-term growth. Last week’s events also
drove home the importance and feasibility of interest-rate
policy that could encourage China to move forward with
liberalisation of rate-setting and money market reforms.

Chinese companies invest in a wide range of sectors.
China’s Ministry of Commerce reports foreign direct in-
vestment outflows from China amounted to about $35 bil-
lion in the first five months of this year, an increase of ap-
proximately 20 % from last year. This figure does not in-
clude later-to-be-released financial sector’s investment.
Most FDI outflows went to Asia, but other continents have
increased in importance in recent years.

Chinese firms actively invested in foreign food produc-
tion, which is becoming an important investment area along
with natural resources and the energy sector. According to
Bloomberg, Chinese FDI going to agriculture and food
processing this year already amounts to $7.8 billion, with
much of the spending directed to the United States, Austra-
lia and Brazil.

US pork producer Smithfield Foods approved an acquisi-
tion offer in May from Chinese meat producer Shuanghui.
Shuanghui sees the deal as a way to gain access to the US
market and acquire food processing technology and related
skills. Rising labour costs have put pressure on China to
raise the efficiency of its food production and distribution
systems. Greater technological capabilities would give
Shuanghui a competitive edge in the domestic market that
has been suffering from food scandals.

Smithfield, with an estimated sale price of $4.7 billion,
has returned China-US trade relations to the spotlight. If the
Committee on Foreign Investment in the United States
(CFIUS) gives the green light, it would be the largest ever
Chinese acquisition of an American company. Bilateral
relations in the food industry have suffered e.g. from
China’s import a bans on food produced in the US. The US,
in turn, earlier blocked some Chinese investment in e.g. its
energy sector.

Chinese firms see acquisitions as a way to expand in in-
ternational markets and develop opportunities in China’s
growing domestic market. This month, Dalian Wanda an-
nounced it was acquiring a majority stake in British yacht-
builder Sunseeker, as well as investing in a number of for-
eign hotel projects. Wanda has been on a shopping spree;
last year it bought the US-based AMC cinema chain for $2.6
billion.

This month, Sinopec paid $1.5 billion for the US-based
Marathon Qil’s rights to Angolan oil tracts, further cement-
ing the Chinese presence in Africa. Another Chinese oil
giant, CNPC, recently acquired a 20 % stake in the Yamal
project to develop new Siberian oil fields. The project is
spearheaded by Russian gas giant Gazprom.
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Russia moves to hold federal deficit in check. Federal
budget revenues this year are forecast to remain at the same
level as last year due to significant reductions in income
from taxes and fees on production and exports of oil and
gas.

The latest finance ministry calculations further suggest a
tighter medium-term outlook. Next year’s budget revenues
are estimated to rise just 5 % in nominal terms, reflecting
the downward revision of the GDP forecast. During 2015-
2016, the growth in budget revenues is expected to acceler-
ate only slightly with the return to higher economic growth.
Also, the fairly large hikes on excise taxes on for e.g. gaso-
line, alcohol and tobacco products will begin to bite.

Regional budget outlooks have also tightened. Revenue
from corporate tax, which last year accounted for about a
quarter of all regional budget revenues, is down signifi-
cantly this year. Finance ministry reports that corporate tax
revenue in the medium term will also likely come in well
below earlier forecasts due to reduced profitability in the
corporate sector. As a result, finance minister Anton
Siluanov questioned the wisdom of economic stimulus
measures started this year that grant generous capital depre-
ciation to firms and allow firms classed as small companies
access to a lighter tax burden. Companies with as many as
200 workers can currently take advantage of the lower tax.

Despite the flat numbers on the revenue side, the re-
cently approved rather tight budget rule will be imple-
mented. The rule calls for limiting the federal budget deficit
during 2014-2016 to about 0.5 % of GDP. This requires
that nominal growth in budget spending remains under
3.5 % next year (nearly 4 % this year).

Siluanov mentioned three ways to limit growth in
budget spending. It has been agreed with the defence minis-
try to postpone parts of the massive arms programme until
after 2016. Also other government procurement plans will
be curtailed. The growing deficit of the Pension Fund,
which is covered by federal budget, is proposed to be lim-
ited by adjusting the mandatory social security contribution
of employers. If Russia does manage to reform its pension
system, something it has struggled with for years, it would
improve the situation of the Pension Fund as well.

On the other hand, Siluanov noted the need to fund new
public megaprojects, which include development of the Far
East and Baikal regions, construction of the Moscow-Kazan
high-speed rail line, as well as preparations for the 2018
FIFA World Cup soccer championship.

Duma approves law on pardons for people convicted of
financial crimes. At the recent St. Petersburg international
economic forum, president Vladimir Putin voiced surpris-
ing support for an economic crimes pardon bill under
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preparation. On Tuesday (July 2), the Duma approved the
bill in an accelerated procedure.

The scope of the pardon extends to specified economic
crimes and is subject to certain conditions. The listed
crimes include copyright and patent infringement, unau-
thorised business activities, tax evasion, money laundering,
and corporate fraud. The pardon includes the provisions
that the pardoned individual must not have been convicted
of a financial crime earlier and that he or she pays full
compensation for damages during the six months the par-
don act is in force. The law covers those convicted of
crimes, persons officially charged with economic crimes
and those currently under investigation.

Boris Titov, Russia’s first ombudsman for corporate
rights, began pushing for the pardon act as soon as he
stepped into his office last summer. The current legislation
is much more limited than the draft proposal prepared by
Titov’s working group in May. Observers estimate the
pardon act affects several thousand individuals.

A cornerstone of the act is the liberalisation of the
criminal code in recent years, which has led to a situation
where many persons now serving sentences could not be
convicted under the current criminal code. There are also
many cases of business people convicted on the basis of
false charges laid by competitors or corrupt officials in
order to prevent competition or fraudulently acquire their
business.

Critics of the act include those who refuse to accept the
pardons and those that think the pardon scheme is too lim-
ited. The requirement that pardoned people pay compensa-
tion within a six-month period could be difficult for indi-
viduals in prison. Payment of compensation and a pardon
are technically admissions of guilt, something innocent
persons convicted at trial may find hard to swallow.

Titov admits that the impacts of the compromised legis-
lation will be marginal. In his view, however, the pardon
act is at least a step in promoting a healthier business cli-
mate as it indicates that the state is ready to admit its earlier
mistakes in its relations with businesses. However, property
rights and the rule of law need to improve significantly if
entrepreneurship in Russia is to become more attractive. It
is important to change officials’ attitudes that still reflect
Soviet-era prejudices about economic crime, resulting in
taking sides against the charged individual and court proc-
esses that assume guilt, placing the burden of proving inno-
cence on the accused. The most important thing to do now,
Titov said, is to make sure that public officials and courts
comply with the pardon act.

The reform of the criminal code was started during
Dmitri Medvedev’s presidential term in order to reduce
arbitrariness in dealing with financial crimes. The code
revisions e.g. reduced the classes of financial crimes and
the prosecutor’s ability to hold individuals suspected of
financial crimes during an investigation.
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China plans reforms to the household registration sys-
tem to promote urbanisation. The influential National
Development and Reform Commission (NDRC) last week
released a report on urbanisation issues that introduces steps
how the hukou household registration system will be re-
laxed. The report says a first step will be the lifting of re-
strictions on migration to China’s smaller cities. The reform
will then be extended to larger cities through gradual relaxa-
tion of restrictions. The NDRC has yet to publish a timetable
for the reform, but China has already been experimenting
for some time with ways to phase out the hukou system.
China’s new leadership has repeatedly stressed the impor-
tance of urbanisation as part of its economic growth strat-
egy.

The hukou system excludes migrant workers from access
to social services such as education and health care in cities,
because the social benefits of the worker in their official
rural domicile cannot be transferred to the city where they
work. Hukou has been treated as a tool for controlling inter-
nal migration and preventing urban public services from
being overwhelmed. Unfortunately, it does so by restricting
the free movement of labour and impedes the pace of ur-
banisation. Further pressure to reform comes from the ever-
widening wage gap between cities and the countryside and a
shrinking workforce due to China’s aging population.

The hope of higher earnings, nevertheless, motivates ru-
ral residents to seek work in the city, creating tensions be-
tween unregistered migrants and officially registered urban-
ites. The National Bureau of Statistics reports that there
were over 260 million migrant workers in cities at the end of
2012. The South China Morning Post reports that only 25
million rural people managed to register as official city
residents during 2010-2012.

The hukou system reinforces the disparities between mi-
grant workers and the rest of the population through grow-
ing discrimination, poverty and aggravation of social prob-
lems, so hukou reform is also important for reducing social
inequality. The reforms call for large investments in public
services and infrastructure that should sustain public in-
vestment at high levels well into the future.

The report also emphasises that rural residents need
greater protection to the right to own land. At the moment, a
rural resident who moves his or her domicile to the city
surrenders their rural land rights, which reduces the incen-
tive to move to the city.

China increases international use of the yuan through
currency swap agreements. At the end of June, The Peo-
ple’s Bank of China and the Bank of England entered into a
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swap arrangement under which the Bank of England can
swap pounds for yuan up to 200 billion yuan (€25 billion).
The three-year agreement is intended to guarantee firms in
the UK have ready access to yuan. In practical terms, it
means that yuan denominated trading in London’s market
can expand significantly. Moreover, companies can pay
imports from China in yuan.

Since the financial crisis, China has signed swap agree-
ments with about 20 central banks around the world. The
motives for choosing partner countries typically include
country size, proximity to China, the scale of foreign trade
and whether the country has a free-trade agreement with
China (see BOFIT Discussion Paper 12/2013). The size of
the swap deals range from 0.7 billion yuan for Uzbekistan to
400 billion yuan for Hong Kong. China sees the agreements
as a way to promote international use of the yuan. Because
the yuan is not freely convertible, yuan use outside China is
problematic in the absence of the swap agreements.

Volume of Chinese goods imports to Finland drops sig-
nificantly. Finnish Customs reports that goods imports from
China dropped by about a third in January-April compared
to the same period in 2012. The biggest declines were regis-
tered in imports of telephones and related parts. At the same
time, Finnish exports to China remained fairly stable, caus-
ing a dramatic contraction in Finland’s foreign trade deficit
this year.

Although China is the most important export destination
for Finnish firms, operating in China is even more important
for Finnish firms. Finnish goods exports to China amounted
to less than €3 billion in 2011, while the turnover of subsidi-
aries of Finnish firms operating in China well exceeded €20
billion.

According to a survey completed this March by the Fin-
nish Business Council Shanghai, most Finnish companies
operating in China see a bright future. The majority of Fin-
nish companies operating there expect their profits to keep
rising and plan to invest more in China. Finnish firms say
the biggest challenge they face is finding competent work-
ers.

Finland’s foreign trade with China, 12-month moving total
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Russia’s new privatisation programme more cautious
than its predecessor. The government approved the list of
state companies slated for divestment during 2014-2016.
The previous plan accepted in 2010 covered the years
2011-2013. The new round affects about 1,200 corpora-
tions. Just over 400 firms on the new list are debuting,
while nearly 800 are holdovers. Towering over the privati-
sation of many smaller and medium-sized enterprises, how-
ever, are the sales of several major state companies.

Russia’s privatisation plans have consistently failed to
meet their targets. Part of the blame can be attributed to
domestic and global economic conditions in recent years
that did not favour sales. The situation was hurt generally
by reduced investor appetite for risk and lower profitability
projections that convinced officials that it was a less-than-
opportune time to sell off state property.

Prime minister Dmitri Medvedev said at the end of June,
when the proposed new programme came before his cabi-
net, that it had been tough earlier to go ahead with the sales
given the weak economic conditions and powerful lobbying
efforts from certain state organisations and specific officials
against privatisation. Medvedev said the main purpose of
selling state property was not simply to boost budget reve-
nues but also to send a signal to the market about the direc-
tion of development of the Russian economy. Thus, it is
critical that the programme is implemented in full.

The amount of shares offered was cut or sale deadlines
postponed for several large enterprises under the current
programme. Economy minister Alexei Ulyukayev blamed
unfavourable market conditions. For example, the Rosneft
oil company, the RusHydro power company, the Sovkom-
flot shipping company, VTB Bank, diamond producer Al-
rosa and state airline Aeroflot, which were all on track for
complete divestment by 2016, will now remain partially in
state ownership at least until 2016. The privatisation of
Sbherbank is not even mentioned in the programme.

However, the new programme brings forward the sale of
state telecom Rostelekom to 2016, when it is hoped that the
firm can be sold off in its entirety to private investors.

The government estimates that sales of companies or
company stakes could raise over 1.7 trillion rubles (€40
billion) over the next three years. Observers see the price
hopes as extremely optimistic and the likelihood all stakes
and companies would be sold as very small.

Russia announces new subsidies to stimulate car sales;
EU files complaint with WTO protesting old subsidies.
Sales of new passenger cars and vans in Russia have been
on the decline in recent months. In the first six months of
this year, car sales were down 6 % from the same period in
2012. Car production fell 2 % and imports declined 8 %
during January-April.
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To boost the car market, the government hopes to intro-
duce an interest subsidy programme for car buyers this
month similar to the one that ran from 2009 to 2011. The
plan calls for an interest subsidy on car loans of about 5.5
percentage points. The maximum price of a car eligible for
the programme is 700,000 rubles (€17,500).

To avoid breaking WTO rules, Russia would this time
make the subsidy available also for imported cars. Russia’s
industry ministry predicts that the interest subsidies would
be used in the sales of 200,000-250,000 cars by the end of
the year. Interest subsidies were granted on the purchases of
nearly a half million cars during the previous programme.

Russia subsidises car assembly plants through reduced
tariffs on imported components. Under Russia’s WTO
commitments, the reductions, which are seen as giving
domestic car assembly operations an unfair competitive
advantage, must be revoked by 2018 when the negotiated
transition period ends. As the Duma wound up its spring
session on July 5, it approved a law whereby the hike in
component import duties will be compensated for the as-
sembly industry during 2018-2020, in fact cancelling out
the effect of the duty rise.

Russia still subsidises its domestic car industry with re-
cycling fees that amount to at least 20,000 rubles (€500) on
every imported car. Cars manufactured in Russia are not
subject to the fee. The recycling fee went into force when
Russia joined the WTO last autumn, and has ever since
been criticised as a violation of WTO rules. The EU has
often brought up the issue with Russia, and Russia has
routinely promised to do something about it. Fed up with
Russian intransigence, however, the EU filed a request for
an official WTO investigation into the recycling fee on
Tuesday (July 9).

In mid-June, the Russia-Belarus-Kazakhstan customs
union imposed anti-dumping tariffs on vans built in Ger-
many, Italy and Turkey. Russia’s own car exports have
been hurt by Ukraine’s import duty hike this spring. Russia
says the hikes violate both WTO rules and the CIS free-
trade agreement. Many other WTO members also oppose
Ukraine’s duty hike.

Monthly seasonally adjusted numbers for Russian car sales,
production and imports (in thousands)
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Chinese imports and exports contracted in June. There
was a drop in exports and imports of machinery and equip-
ment, but commodity imports continued to rise. For exam-
ple, the imported volumes of wood pulp, iron ore and crude
oil have continued to grow at similar pace as in previous
years.

A number of company surveys have found export orders
dwindling in recent months, a situation that foreshadows
lower export growth ahead in coming months as well. Chi-
na’s foreign trade trend has raised concerns that growth of
the global economy will be worse than earlier forecasts and
that China’s domestic economic growth could face more
serious slowdown than expected. China releases its GDP
growth figures for the second quarter on Monday (July 15).

The contraction in foreign trade could also signal success
through intensified efforts by state officials in recent months
to identify false reporting of foreign trade transactions. Chi-
nese companies may have exaggerated their export and
import figures to move money in and out of China and cir-
cumvent restrictions on capital movements.

China’s foreign trade trends
200 USS$ billion, seasonally adjusted

180 EmTrade balance ==Exports Imports
160 AN A
140 A\/ N
120 A\ A'/
p "\ :
100 ird
80 ] | M
60 7.&'/’ ‘
40
20
0
-20 ]
-40
2005 2007 2009 2011 2013

Sources: China Customs and BOFIT

Inflation pressures in China remain modest. June con-
sumer prices were up 2.7 % y-0-y, which is six-tenths of a
percentage point higher than in May. Inflation, however, is
still well below the 3.5 % ceiling on the government’s target
range for this year. The biggest driver of inflation at the
moment is the nearly 5 % increase in food prices. This
year’s rise in housing prices has also driven up housing
costs, which were up about 3 % y-0-y.

There were large hikes in pork prices in June. Prices of
fruits and vegetables were down, even if they were clearly
more expensive than last summer. Food has a large weight-
ing in China’s consumer price index, so changes in food
prices heavily impact inflation. Hikes in non-food prices
have held below 2 % y-o0-y for several months now.
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Producer prices fell 2.7 % y-o-y in June. Producer price
deflation has continued now for 16 months in a row. Pro-
ducer prices in the mining industry, for example, fell 8.5 %
as the slide in world commodity prices continued. Lacklus-
tre demand and overcapacity issues in many industries have
intensified price competition, which should keep producer
prices in check in the months ahead.

Higher degrees increasingly common in China. Chinese
colleges graduated over 6 million students last year. This
year that number is approaching 7 million. Due to China’s
concerted efforts during the 2000s to improve access to
education, the number of students graduating with college
degrees has been rising at around 17 % a year. China’s am-
bitious national goal is for a fifth of the working-age popula-
tion to have received higher education by 2020. Many inter-
national institutions, including the OECD, have advised the
Chinese to put greater effort into improving the quality of
education. The number of competent educators has not kept
up with the rising numbers of students.

In May, McKinsey released a white paper that claimed
employers see numerous problems with recent graduates.
Among other things, employers said the new wave of gradu-
ates lacks the flair for innovation and critical thinking, have
challenges with teamwork, inadequate English language
skills and a lack of technical skills. It appears that the job
market for graduates suffers from a structural problem, ie.
employer hiring criteria and the areas students take their
degrees don’t match up despite ever-growing need for
skilled workers. The expectations of recent graduates do not
necessarily reflect the realities of the labour market, which
is a common reason job-seekers turn down job offers.

While there are no exact figures on the number of unem-
ployed persons with academic degrees, the China Household
Finance Survey released late last year found that 16 % of
21-25-year-olds who graduated in 2011 were still without
work.

China wants an educated population capable of produc-
ing its own innovations in ways that sustain economic
growth as the current model based on adopting foreign tech-
nology and methods will not be generating the high growth
it used to. As working-age population begins to shrink, pro-
ductivity gains become ever more critical in sustaining the
rise in living standards. Students, however, do not prefer as
their top choice to work in private companies, especially
start-ups where innovation is vital. According to the Wall
Street Journal, two-thirds of recent graduates would prefer a
secured public sector post to a private sector job, and just
4 % say they would specifically prefer to work in a privately
held firm. It appears that the job market is skewed in favour
of state-owned enterprises, which is not optimal for creating
much-needed innovations.
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Russia sees export earnings and current account surplus
shrink in the first half of this year. Preliminary balance-
of-payments figures show Russia’s export earnings fell in
both the first and second quarters by 2-3 % y-0-y. Apart
from a surge in exports of services, export earnings in the
biggest export categories were flat or down. Revenues from
exports of gas remained unchanged, while earnings from
exports of oil, petroleum products and other goods de-
clined. The reason was that both export volumes and prices
declined.

Growth in Russian spending on imports continued to
slow in the second quarter, even if growth was still running
at 5-6 % a year. The value of goods imports increased only
about 2 %. Spending by Russian travellers abroad as well as
other services imports rose nearly 20 % in the first half.
Services imports accounted for over 25 % of all spending
on imports.

Due largely to the weak trend in export earnings, the
goods trade surplus has been contracting but still exceeded
8 % of GDP in the previous four quarters. Due to on-going
deficits in services trade and other current account catego-
ries, the current account surplus fell below 2.5 % of GDP
(4-6 % during 2010-2012). In the second quarter, the cur-
rent account surplus reached its lowest level since the end
of the 1990s.

The flow of private capital abroad continued in the sec-
ond quarter and was slightly larger in net terms than in
previous years. Looking at the last four quarters, however,
the net outflow of capital has fallen clearly from last year
and was 2.5 % of GDP. Outflows created by means of ficti-
tious business transactions and unrecorded capital outflows
together remained around 2.5 % of GDP.

Russian imports of goods and services (percentage change
from four quarters previous)
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Amendments to law give the CBR supervision of the
entire financial sector. Following its passage in the Duma
on July 5, the Federation Council on July 10 approved ma-
jor changes to Russia’s Central Bank Law. The amend-
ments call for integrating the functions of the Federal Fi-
nancial Markets Service (FFMS) with the CBR. The CBR
will now regulate all parts of the financial market, not just
traditional credit institutions. New areas to be supervised
include securities and insurance markets, pension funds,
credit cooperatives, firms involved in microcredit and credit
ratings agencies. The CBR will also supervise share and
other securities offerings of corporations to assure they
follow regulations, including e.g. shareholder protection.
The amended law enters into force on September 1. Super-
vision of certain mandatory insurance such as medical in-
surance will not be performed by the CBR.

The need to enhance financial market regulation and su-
pervision has long been under consideration, as well as the
notion of creating a single super-regulator as in the case of
the UK’s Financial Services Authority. The idea started to
gain support last summer, when FFMS head Dmitri Pankin
noted that his agency needs substantially more resources to
oversee increasingly complex markets. An integrated or-
ganisation is expected to be able to more efficiently super-
vise financial markets than the current separation of organi-
sations, e.g. in overseeing consolidated corporate groups
that cover various blocks of the financial sector.

Other amendments to the central bank act include the
emphasis on stability of the ruble and prices as the funda-
mental monetary policy goal in creating conditions to eco-
nomic growth. Arrival at this notion was preceded by dis-
cussions on the emphasis between price stability and eco-
nomic growth. The CBR will also have the right to offer
loans of over one year to banks. The terms of the CBR
chairman and other board members will be extended from
four to five years and the number of board members in-
creased from 13 to 15.

CBR: Basel Il requirements in place at the start of
2014. The CBR recently proposed slightly delaying the
scheduled launch of Basel 111 capital adequacy require-
ments from October 1 to January 1, 2014 to coordinate the
launch with the EU and the US.

The CBR is proposing partly less onerous capital ade-
quacy requirements than the relatively tight requirements
envisioned earlier. Even the new proposals are in line with
Basel 111 capital requirements recommended by the Bank
for International Settlements (BIS). The BIS guidance calls
for an overall capital ratio of 8 % (Tier | + Tier II), while
the CBR wants to maintain its current overall capital ratio
requirement of 10 %. The large international credit ratings
agencies recently noted that under the stricter requirements
proposed earlier some of Russia’s 20 largest banks would
have needed more, in a case or two considerably more,
paid-in capital or other Tier | assets in coming years.
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China’s economic growth continued to slow in the sec-
ond quarter. The National Bureau of Statistics reports a
further slowdown in Chinese GDP growth. GDP growth
decelerated from 7.7 % y-0-y in the first quarter to 7.5 % in
the second quarter. The overall rate of growth was met with
little surprise as observers have been adjusting their expecta-
tions in recent months. Just last winter, most observers still
expected growth this year to exceed 8 %, but as the spring
wore on forecasts were repeatedly revised downward. For
example, the IMF last month dropped its forecast to 7.8 %,
and most of the other forecasts are also around China’s
official growth target of 7.5 %. Forecasts for Chinese
growth next year have also been cut, with the consensus
range for GDP growth now at 7-8 %.

Domestic demand drove second-quarter growth. Nearly
half of economic growth came from consumer demand sus-
tained by an incessant rise in wages. Just over half of eco-
nomic growth came from investment growth, which some-
what surprisingly picked up in the second quarter. Invest-
ment growth was largely driven by public procurement.
Growth in industrial investment, in contrast, continued to
slow as a number of sectors struggle with overcapacity is-
sues. Although exports remain critical to the Chinese econ-
omy, the contribution of net exports to economic growth has
been fairly modest for several years now. The impacts of
exports are mainly manifested indirectly through effects on
domestic consumption and investment demand.

The government has refrained from major stimulus
measures despite the recent downturn. It appears that the
current pace of growth is sufficient in the eyes of China’s
new leadership as it focuses on restructuring of the econ-
omy. Finance minister Lou Jiwei remarked in July that even
a lower growth rate than the current one would still be suffi-
cient to keep unemployment at bay.

China’s GDP growth
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China announces new round of measures to deregulate
capital movements. The People’s Bank of China an-
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nounced last week that firms operating in China can now
grant yuan-denominated loans to their foreign affiliates. In
addition, yuan-denominated foreign trade settlement proce-
dures were relaxed. The reforms allow for companies to
aggregate yuan payments arriving on different days.

The China Securities Regulatory Commission (CSRC)
announced in July that it was extending its Renminbi Quali-
fied Foreign Institutional Investor (RQFII) programme to
Singapore and London. The RQFII programme was
launched in 2011 in Hong Kong and extended earlier this
year to Taiwan. China’s financial markets are strictly regu-
lated for foreign investors, but RQFII firms can invest in
certain yuan-denominated securities in mainland China. At
the same time, the CSRC announced it was raising the over-
all quota for its foreign investor programmes to $150 billion.
The change is not expected to have immediate impact on
capital inflows as only slightly more than half of the previ-
ously allotted $80 billion quota has been used.

Yuan exchange rate stable since May. Although the yuan
has overall gained about 1.5 % against the dollar this year,
its value has been essentially stable since late May at 6.13
yuan to the dollar. In the first half of the year, capital poured
into China, causing the yuan to appreciate. On any given
day, the PBoC allows the daily yuan-dollar exchange rate to
fluctuate no more than 1 % from the midpoint rate it sets
every morning. If there is pressure for yuan to appreciate or
depreciate more than the limit allows, the PBoC intervenes.
The PBoC has usually prevented yuan appreciation by pur-
chasing currency from the market in its currency reserves.

An examination of the PBoC’s currency reserves pur-
chased in the second quarter shows its currency purchases
were rather small and there appears to have been a slight net
outflow of capital from China. Under these circumstances,
the trend in the yuan exchange rate suggests only modest
appreciation pressure on the yuan. Forward contracts indi-
cate a weakening of the yuan ahead based on interest rate
differentials, but a Reuters survey this month found that
most banks expected the yuan to appreciate during the com-
ing 12 months.

Nominal dollar-yuan and euro-yuan exchange rates
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As Russian economic growth falters, government moves
ahead with stimulus measures. Russia’s economic growth
slowed rather abruptly in the first half of the year. While
GDP growth for all of 2012 was near 3.5 %, growth this
year fell to just 1.6 % y-0-y in the first quarter and, accord-
ing to the economy ministry’s preliminary figure, about

2 % in the second quarter.

The industrial situation has weakened significantly, with
industrial output essentially showing no growth from a year
earlier. Growth in manufacturing has evaporated, even if
part of the drop can be attributed to short workweeks. The
sharpest drop was registered in machinery & equipment
production, even if defence industry production has risen
substantially. Resource extraction industries did slightly
better in the second quarter, mainly due to higher produc-
tion of crude oil.

Consumer demand is increasingly the main demand
driver of the Russian economy, even if growth in consumer
demand has also slowed slightly. Retail sales volumes were
up 3.5 % y-0-y in the second quarter. Food sales volume
continued to show a modest increase (2 %), while sales of
non-foods were up over 4.5 %. Anaemic first-quarter in-
vestment declined further in the second quarter with fixed
capital investment slightly below the 2Q2012 level. Devel-
opment of exports has also been weak.
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Lower economic growth has revived the stimulus dis-
cussion led especially by president Putin. Over the summer,
the debate has resulted to decisions that include e.g. bor-
rowing assets from the National Welfare Fund and pension
funds to pay for transportation projects. Other stimulus
measures include the Central Bank of Russia’s recent deci-
sion to auction12-month loans secured by non-marketable
assets from end of this month. The finance ministry has
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increased its bank deposits and deputy finance minister
Moiseyev says that more is coming in early autumn. Putin
recently issued a written instruction limiting administra-
tively set rate hikes (on e.g. gas and electricity) over the
next five years to no more than the inflation rate, a far
lower level of rate hikes than originally planned.

Nearly 10 % of Russians plan to travel abroad in their
summer vacation. Despite the slowdown in the Russian
economy, Russian holiday plans seem to be similar to last
year. The share of Russians wanting to travel abroad for a
vacation (especially a beach vacation) is actually three
times larger than those planning to travel, but in most cases
the price of such trips is prohibitive. Hence, according to
recent surveys by the VTsIOM, Levada and FOM institutes,
most Russians plan to spend their summer vacation at home
or at their dacha.

Most Russian travellers save up for their holiday. Only a
few per cent of those surveyed planned to borrow money to
fund their trip. Russians plan to spend slightly more money
on their trip abroad this year than last year. The average
planned is just under 28,000 rubles (€700) per family mem-
ber. The average monthly wage nationally in June was
31,200 rubles. A fifth of Moscow residents, about 2 million
Muscovites, plans to travel abroad during their summer
holidays this year, and plan to spend about €1,000 per fam-
ily member.

The surveys show that Russians have begun to plan
ahead more for their summer holidays than earlier. Russians
continue to prefer to arrange their travel and activities
themselves; less than a fifth of tourists reported that they
had purchased package vacation deals for their most recent
vacation abroad.

During the 2012 summer vacation season (July-
September), Turkey was by far the top tourist destination
among the non-CIS countries, accounting for 10 % of all
Russian leisure travel. In terms of numbers of journeys,
Russia’s number-2 summer vacation destination was
Finland with a 3.5 % share.

Russian trips abroad, Finland and other destinations, millions
of journeys (four-quarter moving total)
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China ends regulation of lending rates allowing banks
less restrictive loan pricing. The People’s Bank of China
announced last Friday (July 19) interest-rate policy reforms
designed to further liberalise China’s heavily regulated fi-
nancial markets. The main reform eliminates the minimum
lending rate for commercial banks. The rate floor was previ-
ously set at 70 % of the PBoC benchmark lending rate. The
reform allows banks to compete by offering lower loan
rates. This is considered a step towards market-based inter-
est-rate setting.

An important exception to the reform concerns interest
rates on mortgages. They remain regulated as officials seek
to prevent overheating of the housing market due to exces-
sively low rates. Housing prices have increased sharply this
year.

The immediate impact of eliminating the interest-rate
floor should be minor. PBoC figures show that only about
11 % of housing loans are priced below the 6 % benchmark
rate. If financial market conditions change, however, and
competition among banks intensifies, companies with low
credit risk could gain access to cheaper loans. In this re-
spect, the reform could hurt bank profits by narrowing the
margin between credit and deposit rates.

The PBoC reports that China is not yet ready to deregu-
late deposit rates and will continue to place a ceiling on
them. Banks can now offer 12-month deposit rates up to
3.3 %. A maximum deposit rate reduces competition and
provides banks access to cheap money, which is aimed to
assure bank profitability and banking sector stability.

IMF encourages China to address growing financial
market risks. In its annual Article IV consultation released
last week, the IMF said it generally expects Chinese eco-
nomic growth to remain relatively strong, while being con-
cerned over risks facing its financial markets. Hence the
IMF called for China to rein in rapid credit growth and in-
crease regulatory presence in informal banking activity. This
year’s report continues to stress the importance of financial
market reforms for the development of Chinese economy.
Financial market liberalisation combined with better regula-
tory oversight would reduce further build up of risk and help
channel investment to more profitable projects.

The IMF is also pushing for a faster transition from in-
vestment-driven to consumption-driven growth. Potential
fiscal stimulus should support this goal, but stimulus meas-
ures should only be considered if economic growth would
fall well below the current official target. More important
for achieving balanced economic growth, however, are
structural reforms such as reducing income inequality and
overhauling the tax system.
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The IMF still expects Chinese GDP growth to approach
8 % this year as the economy is expected to pick up slightly
in the second half of this year. There are no signs, however,
of a pick-up in the economy at the moment. For example,
the preliminary number for the July HSBC purchasing man-
ager index released this week fell to its lowest level in
eleven months on weak numbers for manufacturing output
and new orders.

Rich OECD countries lead in innovation, but China
outranks many EU countries. The UN’s World Intellectual
Property Organization (WIPQ) this month released its
Global Innovation Index 2013, which provides a snapshot of
innovation activity in 142 countries. The index uses 84
measures of innovation both from input and output side.
Innovation inputs include education spending, quality of top
universities, graduate student populations, national justice
systems, infrastructure, and spending on research and prod-
uct development. Innovation output is measured by e.g.
patents awarded, scientific publications, the share of royal-
ties and licensing fees in services exports, and web presence.

As expected, rich OECD countries rank high in the sur-
vey, but also many emerging economies make relatively
impressive showings. The Top Ten is dominated by small
OECD countries traditionally active in e.g. ICT technology
and pharmaceuticals. Somewhat surprisingly, neither Ger-
many nor Japan made it into the Top Ten. Their rankings
were dampened by e.g. their points on educational systems
and internet use.

The highest-ranked non-OECD country outside the EU
was Malaysia at 32" place. China ranked 35". A number of
EU countries ranked lower than China, with Greece taking
the cellar at 55" place. China’s ranking was boosted espe-
cially by its high activity in patent applications but also
R&D spending. Both China and Russia have significantly
increased spending on innovation activity from 2012.

Selected countries on WIPQO’s 2013 Global innovation index

Ranking Country Innovation Innovation
2013 inputs outputs
(2012)

1(2) Switzerland 7 (4) 1(2)
2(2) Sweden 5(@3) 3(2)
3(5 UK 4 (5) 4 (6)
4 (6) Netherlands 10 (15) 23)
5 (10) us 3(9) 12 (16)
6 (4) Finland 6 (6) 8 (5)
35 (34) China 46 (55) 25 (19)
62 (51) Russia 52 (60) 72 (49)
64 (58) Brazil 67 (69) 68 (52)
66 (64) India 87 (96) 42 (40)
Source: WIPO
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Ruble continues to slide; Moscow stock exchange down
for the year. The ruble this year has lost nearly 8 % of its
value against the dollar and 9 % against the euro as of end-
July. One dollar was worth 33.1 rubles and a euro bought
43.8 rubles. The ruble slid throughout much of the first half
of this year with the contraction in Russia’s export earnings
and capital outflows. The Central Bank of Russia sold sub-
stantially larger amounts of dollars from its foreign cur-
rency reserves in June and July than in previous months to
support the ruble’s exchange rate. Dollar sales in July alone
exceeded $4 billion, a level of intervention not seen since
autumn 2012.

Although the price of Urals-grade crude oil has hovered
above $100 a barrel in recent months, continued uncertainty
on international financial markets has depressed stock
prices in Russia as in many other emerging markets. On
Wednesday (July 31), the Moscow Exchange’s MICEX
index was down 9 % from the start of the year.

Price of Urals crude ($/bbl) and dollar-ruble exchange rate
(rising trend indicates ruble weakening)
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Credit expansion in Russia tapering off. The loan stock
of banks increased 18 % y-0-y in the first half of this year.
Total corporate and household borrowing rose at slower
pace than earlier, reflecting general trends in the economy.
The growth in corporate borrowing as of end-June was just
under 12 % or half the growth rate registered last year.

The stock of household loans increased 34 %, down
from 44 % last year. Even this lower growth is still a head-
ache for the CBR, which considers household credit growth
of around 20 % a year sustainable. Nearly two-thirds of
household borrowing consists of unsecured consumer loans.
The average interest rate on household loans with maturi-
ties of less than 12 months was 25 % for households and
10 % for corporate loans in June.

The stock of non-performing household loans has risen
rapidly and the trend is expected to continue. New esti-
mates find that about a third of the income of indebted
households now goes to servicing debt. The CBR is plan-
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ning measures to rein in the growth of unsecured consumer
credit through such measures as restricting actual interest
rate costs and limiting the share of income that can be de-
voted to debt servicing.

Household deposits grew by 22 % y-0-y in the first six
months of the year, about the same pace of growth as in
1H2012. The share of foreign currency deposits remained at
just under a fifth. Corporate deposits rose at 23 % y-0-y,
slightly faster than last year. The ratio of loans to deposits
for the banking sector overall slightly exceeds 90 %.

Total assets of the banking sector at the end of June
stood at just under 53 trillion rubles (€1.24 trillion), an
increase of about 20 % from last year. Total banking sector
assets equalled about 79 % of GDP at the beginning of this
year, which is still fairly modest compared to advanced
economies and many emerging economies as well.

Russia had 1,091 credit institutions operating at the end
of June which is eleven fewer than in June 2012. Russia’s
banking sector is highly concentrated as the five largest
banks control about 51 % of total banking sector assets. All
of these banks are majority-owned by the state. Some 248
banks have foreign investors, and foreign investors hold
majority stakes in about half of them. Foreign banks, how-
ever, control less than 20 % of total banking sector assets.
Of these, Rosbank and Unicredit rank among Russia’s ten
largest banks in terms of total assets.

Russian customs intends to change the treatment of TIR
road transport. Russian customs announced that, as of
mid-August, TIR (Transports Internationaux Routiers or
International Road Transport) freight will be treated the
same as other transit freight in terms of e.g. mandatory
payments into escrow to cover customs duties and taxes.
The TIR convention was created under the auspices of the
UN and it includes Russia. Shipments under the treaty en-
joy expedited treatment at border crossings. Under the TIR
systems, national organisations act as guarantors of pay-
ment of customs duties and taxes, so separate escrow ac-
counts or other collateral to secure payment is unnecessary.
Russian customs claims the local TIR representative,
Russia’s Association of International Road Transport Carri-
ers (ASMAP) owes a substantial amount in unpaid customs
duties and taxes. ASMAP denies the claim and states that
the planned measures of Russian customs violate Russia’s
international commitments. Russian importers fear that the
planned change would increase the duration and cost of
transport. It would also hamper the government’s objective
to simplify customs procedures as manifested in the Road
Maps aiming to enhance the Russian business environment.
A large share of road transit freight moving from
Finland to Russia falls under the TIR system. Finnish Cus-
toms reports that the total value of transit goods shipped to
Russia via Finland last year amounted to €20 billion or
about 10 % of Russia’s total imports. In the first six months
of this year, the value of transit freight and shipment vol-
umes have, however, fallen visibly from a year earlier.
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Official and unofficial PMI readings for July give mixed
picture of Chinese economy; decision-makers still con-
vinced China will hit its growth targets. The July reading
for China’s official purchasing manager index (PMI) rose
slightly to 50.3 points, up from 50.1 in June. The PMI from
HSBC that also came out this week dropped a half point to
47.7, its lowest reading in nearly a year. Readings below 50
points indicate deteriorating business conditions.

The difference between the two CPI readings may be ex-
plained by the fact that the official index is more heavily
weighted with large firms serving China’s domestic market
than in the HSBC index, which reflects more the outlooks of
smaller firms and the predicament of export-oriented firms.
The sub-indexes of the official main PMI also put the situa-
tion for small and medium-sized firms below the critical 50-
point mark, while the sub-index for larger firms rose to 50.8.
Both indexes found that unemployment rose and export
orders still fell in July.

The Chinese government decided at the end of July to
support growth through such measures as tax breaks for
small firms, construction of low-income housing and accel-
eration of spending on railway investment. Additional
measures are possible in the second half of this year. On the
other hand, the modest level of stimulus measures indicates
that China’s leaders still believe that the country will hit its
7.5 % GDP growth target this year without the need for
large stimulus and the risks that come with it. Short-term
growth prospects are not the sole concern of China’s leader-
ship as they must deal with risks in the financial markets and
move ahead with economic reforms. This was clear from the
press reports on this week’s politburo meeting.

China attempts to figure out true scale of local govern-
ment indebtedness. The National Audit Office (NAO)
announced last week it will conduct an audit on public sec-
tor debt including both central and local administrations.
The State Council initiated the audit in response to concerns
over public sector indebtedness. Especially the true debt
levels of local governments remain unclear as a large share
of debts has been left off the balance sheet through the use
of financial companies owned by local administrations.

It appears that China’s leadership is using the audit to get
a better picture of the sustainability of local government
finances ahead of the possible launch of a new round of
stimulus spending and measures to deregulate the financial
markets. The OECD and IMF have long encouraged China
to adopt greater transparency of local administration fi-
nances to provide a better basis for fiscal and monetary
policy decisions. The IMF says that the room for stimulus is
clearly less than China’s official figures suggest.
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The last national audit conducted in 2011 found that the
debts of local administration equalled about 27 % of GDP at
the end of 2010. The National Audit Office performed a
more limited audit of 36 local administrations in June this
year. The audit found that the debts and debt servicing costs
continued to grow after 2010, despite less official stimulus
spending in the wake of the global financial crisis. In its
latest country report, the IMF estimates that public sector
debt currently stands at about 45 % of GDP, but many in-
vestment banks and research institutions put the public sec-
tor debt somewhere between 50 % and 70 % of GDP.
China’s debt ratio is not particularly high compared to many
developed economies, but the levels of debt have soared in
recent years.

The audit is apparently being used also as a means to mo-
tivate local administrations to get better control of their
finances. Furthermore, China’s leaders have begun to focus
on public sector investments. Last week, for example, China
imposed a restriction on public sector construction of office
space over the next five years. The limits are intended to
rein in unproductive investment of public funds.

EU and China resolve dispute over solar panel duties.
The EU-China dispute over solar panels reached a resolution
last week as the countries agreed to implement new rules on
import duties of solar panels. The deal is to be in effect until
the end of 2015. The EU imposed an 11.8 % import duty on
Chinese solar panels in June of this year that was set to rise
to 47.6 % in August (see BOFIT Weekly 23). The agree-
ment allows Chinese firms to avoid the hikes in import du-
ties.

Under the terms of the deal, panels cannot be sold in the
EU area below a minimum price. According to Reuters, the
minimum price is close to the average sale price of solar
panels in July. In addition, solar panels imported from China
will be under a quota. If Chinese producers exceed the
quota, the 47.6 % import duty will be imposed. The Finan-
cial Times estimates the quota represents about 60 % of the
EU area’s solar panel market this year. Chinese firms con-
trol about 80 % of the market at the moment, so the deal
should provide a bit more room for other solar panel manu-
facturers to compete.

Many European solar panel manufacturers are unhappy
with the ruling as they feel the minimum price is still too
low. Differences among EU member states on the matter
could undermine the EU Commission’s bargaining position,
however. Germany and the UK, for example, have opposed
the import duties.

Trade policy disputes are expected to dominate China-
EU trade talks. EU trade commissioner Karel De Gucht said
China is willing to engage in discussions on China’s planned
tariff on wines imported from Europe.
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Economic stimulus policy gaining ground in Russia. The
stimulus measures planned so far do not appear to have
increased the federal budget deficit, which is limited to

0.5 % of GDP this year. However, part of the savings in the
National Welfare Fund garnered from fees and taxes on oil
and gas production and exports have been designated for
investing in domestic projects, which is a clear deviation
from earlier policy.

Economy minister Alexei Ulyukayev, known as a pro-
ponent of strict monetary policy when he acted as Central
Bank of Russia deputy chairman until late June, argued for
stimulus at the cabinet meeting on July 25. He noted that
the long-term growth outlook for the Russian economy has
been eroded by weakness in the global economy and
changes in international trade patterns. He added that the
episode of record growth of the Russian economy a few
years ago was largely driven by a huge increase in export
earnings that is unlikely to be repeated. The government
this year forecasts GDP growth of 2.4 %.

Ulyukayev justified stimulus measures by noting that
Russian economic growth has recently fallen below its
potential level. Unemployment has begun to rise, even if, at
5.4 % in June, it is still low by international standards.
Moreover, the utilisation of industrial production capacity
has begun to decline (again, from relatively high levels).
Ulyukayev said that application of fiscal and monetary
stimulus measures to boost output would not accelerate
inflation under current conditions.

The need to improve business conditions in Russia has
been brought up as one of the measures to boost economic
growth. At its July 25 meeting, the government approved
Ulyukayev’s proposal for a programme addressing these
issues.

The first goal of the programme is to simplify operations
for small and medium-sized enterprises (SMES), particu-
larly access to finance. For this purpose, the government
will create e.g. an organisation to guarantee loans to SMEs.
The organisation would be in part funded out of the Na-
tional Welfare Fund.

To revive capital investment, money from e.g. the Na-
tional Welfare Fund and the State Pension Fund would be
made available for large public projects that are being pre-
pared as part of the stimulus. The programme calls for re-
payment of the investment and requires that clear criteria
will be formed for project selection and effective oversight
systems are in place during project implementation.

The CBR would extend credit to banks and thus busi-
nesses by allowing loans to SMEs to be used as collateral.

Public procurement by the federal government and mu-
nicipal governments would in certain cases be limited to
contractors within the Russia-Belarus-Kazakhstan eco-
nomic area.
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Russia strives to increase waste recycling. Sergei Don-
skoi, minister of natural resources and environment, wants
to see Russia raise the utilisation and neutralisation level of
waste from 11 % to 80 % by 2020. Municipal waste han-
dling and recycling in particular are to be improved, which
practically means a need to create a whole new industrial
branch. The IFC, a World Bank agency, estimates that
Russia presently exploits or recycles only a few per cent of
its municipal waste. The EU average is about 60 %.

Massive investment is required to make significant im-
provements waste handling and recycling in Russia. The
IFC estimates that reaching a municipal waste recovery rate
of 40-45 % by 2025, calls for investing €40 billion.

Despite tremendous potential, it may be hard for Russia
to attract investment to the waste management business,
due, according to operators in the field, to inadequate regu-
lation and legislation. For example, a law on recycling fees
has been under preparation for three years. With the current
schedule, the law should be finalised by next spring. The
bill requires manufacturers of products made of e.g. glass,
plastic and certain metals to assume recycling responsibility
for their products. Manufacturers would have the option of
recycling their products themselves or paying a recycling
fee to the state to cover recycling costs. The recycling fees
are estimated to come into force in 2016 at the earliest.

State-owned conglomerate Rostech has already shown
interest in getting into the waste management business.
CEO Sergei Chemezov says his company wants to be one
of Europe’s biggest waste handling and recycling compa-
nies. Rostech puts the current value of Russia’s waste mar-
ket at 50 billion rubles (€12 billion) a year and has already
begun to acquire domestic waste handling facilities.

Russian consumers show a gradual increase in their in-
terest in recycling. Research company VTsIOM reports that
the majority of Russians see sorting of their trash and use of
recyclable materials in consumer products as important or
very important. On the other hand, only a third of respon-
dents said they were ready to spend their own money on
environmental protection or to pay environmental taxes.

Municipal waste handling in five countries in 2011, kg/person

700

Otherrecycling Materialreuse M Energy capture M Disposal

600

500

400 -

300 |
200 -
0 .

Germany

Sources: Eurostat, OECD, IFC

Finland Italy CzechRep. Russia

Bank of Finland e Institute for Economies in Transition, BOFIT
P.O. Box 160, FI-00101 Helsinki
Phone: +358 10 831 2268 « Web: www.bof.fi/bofit

Editor-in-Chief Seija Lainela « Email: Seija.Lainela@bof.fi
The information is compiled and edited from a variety of sources.
The Bank of Finland assumes no responsibility for the completeness or accuracy of
the information, and opinions expressed do not necessarily reflect the views of the
Bank of Finland.



EUROJARJESTELMA

EUROSYSTEMET

China

Chinese exports and imports picked up in July. After a
lacklustre May and June, China’s goods exports measured
by value grew 5 % y-o-y in July. After showing weakness
during spring and early summer, exports to Europe and the
United States showed signs of strengthening in July, sug-
gesting balancing within the global economy. Thanks to a
strong first half, the value of China’s total imports in the
first seven months of the year was up about 10 % from the
same period a year earlier.

After showing virtually no growth in May and June,
China’s imports in value terms were up 11 % y-0-y in July.
US imports experienced robust growth for the second month
in a row and imports from the EU showed signs of im-
provement. China’s increased commodity imports may also
signal improving conditions in the Chinese economy follow-
ing fairly tepid growth in the first half of this year. The
value of China’s total imports increased 7 % y-o-y in the
January-July period.

Japan-China trade continued to dwindle, both in terms of
China’s exports to Japan and imports from Japan. The dete-
rioration of bilateral political relations is taking a long-term
toll on both economies.

Growth of China’s trade surplus slowed in July to $18
billion for the month. The trade surplus for January-July
amounted to $127 billion, over $30 billion more than in the
same period in 2012. Price trends partly accounted for the
increase in the trade surplus. Chinese statistics show import
prices fell over 2 % in the first half, while export prices were
unchanged from the first half of 2012.
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China’s health care sector dogged by problems even as
state spending on public health care continues to rise.
The Ministry of Finance’s budget estimate shows China
spent 380 billion yuan on public health care in the first half
of the year, an increase of 22 % from 1H2012. Health care
services now account for over 6 % of public sector spend-
ing, but the figure is still quite low by international stan-
dards.
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OECD figures (OECD Health Data) released this sum-
mer show total health care spending (public and private) in
China amounted to about 5 % of GDP in 2011. In compari-
son, health care spending as a share of GDP is about one
percentage point higher in both Russia and Mexico. The
average share of health spending to GPD in the OECD’s 34
member states, most of which have long-established market
economies, is around 9 %. Per capita spending in absolute
terms varies much more widely, however. Per capita health
care spending in 2011 was around €300 in China, €1,000 in
Russia and €2,500 in Finland. The ratio of doctors and
nurses to the general population in China is also far below
the OECD average.

The prices for health care services in China have long
been rising faster than wages. The South China Morning
Post reports China’s leadership is attempting to respond to
the situation this year by cutting the cost of medical bills. At
the moment, many Chinese have to turn to private providers
for health care services, which means that about 44 % of
health care spending in China is shouldered by private indi-
viduals (OECD average 28 %). Publicly funded health care
has been on the rise in recent years as services covered un-
der national health insurance have been expanded. More-
over, planned reforms to China’s hukou household registra-
tion system would extend health care access to migrant
populations currently outside the system (see BOFIT
Weekly 27/2013).

China’s extensive use of coal and its long-term impacts
on health constitute a huge burden on the Chinese health
care system. A study released in June found that the policy
of providing free coal for home heating from the 1950s to
the 1980s in Northern China decreased the average lifespan
of residents by about 5.5 years relative to their neighbours in
surrounding regions where free coal was not distributed. The
OECD says the average Chinese lifespan has been rising
steadily since the 1960s and currently stands at about 73
years (OECD average 80 years). A number of studies sug-
gest that air pollution is a big factor restraining further life-
span gains. The China Daily reports that China plans to
spend nearly €380 billion in coming years to prevent further
contamination of air and water, as well as take measures to
correct environmental damage that has already occurred.

China’s health care system is plagued by corruption. One
of the biggest reasons contributing to this problem is that
most hospitals lack an adequate financial base. Hospitals
also engage in side businesses such as pharmacies, which, in
turn, may motivate doctors to over-prescribe medicines.
Media reports also indicate it is common practice for pa-
tients to offer money to doctors to assure they get adequate
quality treatment. The pervasive corruption in the pharma-
ceutical industry was highlighted in late June when China
started investigating UK-based GlaxoSmithKline for bribing
hospital administrators and doctors to raise retail prices on
certain medicines and boost sales.
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Russian GDP up just 1.2 % y-o0-y in second quarter.
Rosstat’s first estimate of second-quarter GDP growth came
in well below earlier projections and consensus expecta-
tions. The poor growth performance may reflect weak capi-
tal investment and, according to some reports, a reduction
in inventories.

Economic growth projections had already been adjusted
downwards after the slow growth in the first quarter. For
example, Russia’s economy ministry and the IMF this
spring and summer lowered their GDP growth forecasts for
all of 2013 to around 2.5 %. The Central Bank of Russia’s
latest assessment, which was prepared at the beginning of
this month and published this week, sees GDP growth for
this year at around 2 %.

Russian GDP, volume of imports and demand, % change from
four quarters previous
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Russian inflation slowed slightly in July; CBR board
decides to keep interest rates unchanged. July consumer
price inflation was 6.5 % y-0-y, a slight slowing from the
6.9 % posted in June. The fall in the inflation rate bolsters
CBR expectation of hitting its 5-6 % inflation target range
by the end of the year.

At its monthly meeting on August 9, the CBR board
concluded that the risk of a further slowdown in economic
activity remains significant for both the short and medium
term. The board decided it would leave rates unchanged for
the time being, even if the market expects the CBR to cut
rates sometime in the autumn. The CBR last lowered rates
in June, but the cut concerned only the longest, 1-year
credit rates.

In mid-July, the central bank introduced a new financing
format — a 1-year adjustable-rate credit. Banks can secure
their borrowing on this instrument with non-marketable
securities such as corporate debt paper. The interest rate of
the new kind of loan is tied to the CBR’s main financial
instrument, the 1-week repo credit rate. Whenever the cen-
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tral bank adjusts the repo credit rate, the rate on an adjust-
able-rate credit is adjusted to the same extent. The repo
credit rate is currently 5.50 % and the rate charged to banks
for an adjustable-rate credit is 5.75 %.

The CBR hopes the new instrument will improve the
transmission of interest-rate policy to the money market.
The reason for accepting non-marketable collateral is that it
leaves banks with market-worthy collateral to be used in
securing credit from the interbank market.

Thus far the new adjustable-rate credit has failed to gen-
erate much interest. At the end-July auction, banks picked
up only slightly over 300 billion rubles of the 500 billion
rubles in credit offered.

CBR revises its organisational and operational model.
Russia’s Federal Financial Markets Service will be abol-
ished and become part of the central bank as of September
1, when the CBR takes over regulation and supervision of
the entire financial sector. The incorporated Financial Mar-
kets Service will continue to operate as a separate agency
initially, but should be fully integrated into the CBR or-
ganisation within a couple years. The central bank’s earlier
mission was limited to supervision of the banking sector.

The CBR wants to improve the effectiveness of its bank-
ing sector supervision by creating a separate department
that will focus exclusively on Russia’s 20 largest banks.
Taken together, these banks hold over 70 % of total bank-
ing sector assets and are critical for the overall function of
Russia’s banking sector.

The CBR currently carries out enhanced supervision of
200 banks, which include the large national banks as well
as the main regional banks. The consolidation of supervi-
sion of large banks should improve the use of CBR re-
sources and allow specialised supervision of the most im-
portant banks. The new department launches operations on
October 1.

The CBR also decided to streamline its extensive re-
gional organisation. It currently operates 79 regional of-
fices, or nearly one for each of Russia’s 83 administrative
regions. The regional offices, in turn, have their own sepa-
rate centres for payment, clearing and settlement opera-
tions. The reform calls for the creation of eight regional
administrations on the basis of the biggest regional offices,
one for each of Russian eight federal districts with other
regional offices becoming their departments. Regional
payment, clearing and settlement centres would be closed
and their operations consolidated at regional departments.

The intensive development of in the financial sector in
recent years and advances in computer technology are the
main drivers behind the reorganisation of the CBR’s re-
gional structures. The CBR says the changes will allow it to
achieve cost savings that make it possible for the central
bank to continue to have representation in nearly all Rus-
sian regions. The changes would be implemented during
2014.

Bank of Finland e Institute for Economies in Transition, BOFIT
P.O. Box 160, FI-00101 Helsinki
Phone: +358 10 831 2268 « Web: www.bof.fi/bofit

Editor-in-Chief Seija Lainela « Email: Seija.Lainela@bof.fi
The information is compiled and edited from a variety of sources.
The Bank of Finland assumes no responsibility for the completeness or accuracy of
the information, and opinions expressed do not necessarily reflect the views of the
Bank of Finland.



EUROJARJESTELMA
EUROSYSTEMET

China

China industrial output grew faster than expected in
July. The posted growth for last month was 9.7 % y-o0-y,
which was nearly a percentage point higher than in June.
Highest growth was seen in production of computers and
cars, which experienced over 15 % y-o-y growth in both
categories. The combined pick-up in industrial output
growth and last week’s news of reviving foreign trade have
brightened the outlook for the Chinese economy after a
sluggish first-half performance. First-half growth in indus-
trial output disappointed most forecasters.

The optimism for an improving Chinese economy is not,
however, backed up by recent figures for retail sales or fixed
capital investment. July growth in both categories slowed
from June. Retail sales climbed 13.2 % y-0-y. Precious
metals sales grew fastest, increasing by nearly a third, and
sales of furniture and building materials were brisk. Private
investment rose by nearly a quarter, and growth in energy
investment was especially strong. Construction-related in-
vestment, however, declined nearly 3 % y-o0-y.
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China’s inflation remained modest in July. Consumer
price inflation in July was 2.7 % y-o0-y, the same level as in
June. The decline in producer prices slowed to 2.3 %. Food
prices were the fastest-growing category of consumer goods,
averaging around 5 % y-o-y. Prices of transport vehicles and
telecommunications equipment dropped slightly.

The mild inflationary environment has provided the gov-
ernment a window of opportunity to employ expansive eco-
nomic policies. Modest rises in export prices and domestic
demand further suggest a modest inflation outlook. Mone-
tary aggregates give a mixed picture of inflation trends over
the longer term. Growth slowed for the most liquid and
narrowest money supply aggregate, MO, while growth of the
broad money supply aggregate, M2, accelerated. M2 is gen-
erally considered the more important money supply meas-
ure.
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China sovereign wealth fund’s international investments
turned profitable. The 2012 annual report of sovereign
wealth fund CIC (China Investment Corporation) shows the
company’s international investments were profitable last
year. The 2012 result was a stark contrast to the losses CIC
suffered in 2011. CIC was established in 2007 to manage a
share of China’s massive foreign currency reserves in ways
that would yield a better return on investment and diversify
types of investment. CIC had earlier been criticised for poor
investment returns. The 2012 report showed that CIC’s
assets had risen in value to around $579 billion at year’s
end. CIC accounts for a substantial amount of Chinese in-
vestments internationally.

About a third of assets are invested in long-term projects
in such sectors as real estate, infrastructure, energy and
mining. CIC acquisitions last year included a 10 % stake in
London’s Heathrow Airport Holdings Limited for about
$690 million. Moreover, CIC invested directly in US-based
EP Energy Corporation and Polyus Gold, Russia’s largest
gold producer.

Another third of assets are invested in exchange-traded
shares. In geographic terms, investment in US shares rose to
nearly half of equity investments. The remainder was spread
evenly between other developed economies and emerging
economies. Most equity investments are made in financial
stocks, the weight of which in the stock portfolio rose from
19 % to 22 % last year. CIC, for instance, is a major owner
in US-based investment bank Morgan Stanley. In contrast,
the weighting of companies involved in energy and com-
modities shrank, while other sectors remained largely un-
changed.

CIC’s remaining assets are invested in fixed income se-
curities, most of which are sovereign bonds of advanced
industrialised countries or investment-grade corporate
bonds. CIC has broadened its investment activities in recent
years to include riskier asset classes to reach higher returns
on its capital. These assets are invested in e.g. high-risk
hedge funds and derivatives.

Under CIC’s official investment strategy, all investment
decisions are market-based and thereby free of political
motives. However, the members of the company’s manage-
ment team usually have heavy political backgrounds. For
example, former CIC head Lou Jiwei took over the finance
minister position this March. Ding Xuedong, his successor,
has earlier held numerous posts in the finance ministry and
party administration. The CIC also has close ties with
China’s banking sector as it earlier participated in the re-
capitalisation of China’s big state-owned banks via its sub-
sidiary Central Huijin Investments. As a result, CIC today
owns significant shares in all of China’s large state banks.

China’s foreign currency reserves are mostly managed by
the State Administration of Foreign Exchange (SAFE), an
agency of the central bank. SAFE does not release informa-
tion on how assets under its management are invested.
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Russia’s foreign trade weak in the first half. The value of
goods exports fell in the first six months of 2013 by 4 % y-

0-y and amounted to just over $250 billion. The contraction
in exports reflected lower commaodity prices; the volume of
exports increased nearly 3 %.

The volume of Russia’s top export, crude oil, declined
slightly, while volumes of refined petroleum product ex-
ports were up sharply. The share of exports in crude oil
production continued to fall, whereas a greater share of
refined petroleum products went to export. The volume of
gasoline exports rose 40 % y-0-y, which was also reflected
in increasing domestic gasoline prices.

The trend for metal sector exports was also weak with
substantial declines in both export prices and export vol-
umes. Export volume of copper was down over 30 % y-0-y
and nickel exports over 20 %. Arms exporter Rosoboron-
export reported first-half exports of $6.5 billion, putting it
on track to match last year’s total exports of $13 billion.
The company handles the vast majority of Russian exports
of arms and military supplies.

The value of goods imports in January-June was
$160 billion, which helped Russia sustain a large trade
surplus. The value of imports was up 4 % y-0-y. The vol-
ume of imports was practically unchanged from a year
earlier, while prices of imported goods from non-CIS coun-
tries rose, due in part to a weaker ruble.

Growth in imports was held back especially by a flat-
lining in on-year growth in imports of machinery, equip-
ment and transport vehicles (categories that account for
about half of Russia’s total imports). The volume of im-
ported passenger cars, one of the biggest import product
groups, fell 12 %. Food imports, especially from CIS coun-
tries, were up sharply, while non-food imports from outside
the CIS, e.g. clothing and plastic products, grew rapidly.

Russia’s top export destinations were again the Nether-
lands and Germany. The biggest import suppliers were
China and Germany. Of the CIS countries, Russia’s trade
with Kazakhstan continued to grow briskly in the first half,
while trade with Belarus and Ukraine continued to shrink.
The value of Russian exports to both countries contracted
by about 25 % y-0-y.

Highlights from Russia’s first year as a WTO member.
Russia was admitted to the World Trade Organization on
August 22, 2012. Only a few impacts of the membership on
Russian imports are yet discernable, notably product groups
such as pork. The impacts, however, should become gradu-
ally evident as Russia lowers import duties incrementally
over the next few years.

The WTO and its member countries consider the possi-
bility of getting Russia to adopt generally accepted interna-
tional trade practices a major benefit of Russia’s accession.
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Russia is not yet in compliance with a number of WTO
principles, however. A recent example is the July an-
nouncement of Russian customs that it was halting interna-
tional shipments under the TIR system in mid-August (see
BOFIT Weekly 31). Faced with a strong international reac-
tion, Russian customs have backed off and are postponing
the proposed measures for at least a month.

Maxim Medvedkov, the economy ministry department
head who led Russia’s WTQ accession negotiations, says
Russia’s biggest challenges in adjusting to the WTO have
been psychological. Russia must overcome its traditionally
defensive stance and start implementing its commitments.

WTO membership has been widely discussed in Russia,
where the general attitude is still quite wary of the ar-
rangement. Elimination of barriers to trade is seen as a
threat as rising imports weaken the position of domestic
producers. In contrast, the positive impacts for consumers
such as access to higher quality goods at lower prices are
rarely mentioned.

Russia’s Civic Chamber, an organisation created in 2005
to oversee the public’s interest in actions of official legisla-
tive and executive bodies, released in August its own study
on the impacts of WTO membership on food prices. The
study determined that, even though wholesale prices for
agricultural products have fallen during the past year, there
was no evidence of a decline in prices at the retail level.
Observers attribute much of the phenomenon to the lack of
competition in Russia’s retail trade, especially outside large
cities.

Ukraine-Russia exports tumble. On August 14, Russian
customs introduced a policy of inspecting every goods
shipment from Ukraine, backing up border traffic and seri-
ously disrupting Ukrainian exports to Russia. Russia gave
no forewarning of its plans to change its customs practices
as required e.g. under WTO principles. The policy change
drew swift international criticism, including a statement
from the EU condemning the Russian measures. On Tues-
day (Aug. 20), Russia announced it was reinstating its ear-
lier customs inspection procedures at the Ukraine border.

Presidential advisor Sergei Glazyev explained Russia
was trying out the measures in preparation for adoption of
the new customs procedures needed if Ukraine signs an
association and free-trade agreement with the EU. Glazyev
said Russia was concerned that the adoption of the EU-
Ukraine agreement could allow goods imported duty-free to
Ukraine to end up on the Russian market.

Ukraine and the EU are expected to sign the association
agreement in November at the EU Eastern Partnership
summit to be held in Vilnius, Lithuania.

Russia would like Ukraine to join the Russia-Belarus-
Kazakhstan customs union, and the Russia’s measures are
seen as a way to pressure Ukraine to join. At the end of
July, Russian health officials banned imports from
Ukraine’s largest candy factory.
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China continues to struggle with statistical reporting
issues. Christopher Balding, of the Peking University HSBC
School of Business published an article in August claiming
official Chinese statistical data seriously underestimate the
actual rise in housing prices and its impact on general price
level. Balding estimates that Chinese annual output has been
about 10 % lower than officially claimed for the last ten
years and he claims openly that China’s figures have been
manipulated for political reasons.

China’s difficulties in collecting reliable statistical data
are no secret and the assertion that officials deliberately
fudge their numbers is not new even if there is no consensus
among academic researchers about the impacts of possible
manipulation on GDP growth figures. The poor quality of
housing market price data and the weighting of housing in
the consumer price index as well as price trends in the over-
all economy are among the main problems concerning Chi-
nese statistics. Moreover, nobody takes seriously China’s
official unemployment figure which as been stuck at 4 % for
a decade. The true condition of the public sector economy is
even a question mark for the Chinese leadership, which
recently created its own taskforce to determine the extent of
local administration indebtedness.

Ballooning local administration debt exemplifies how
gradual changes in the system create a need for new kinds of
statistical data. The development of financial markets and
emergence of grey markets have forced the adoption of hew
concepts and methodologies, even as data collection has
failed to keep pace with changing conditions. With part of
the market already liberalised and some still subject to
heavy regulation, interpretation of even fairly standard sta-
tistical reporting is a challenge. For example, there was a
huge disparity in the figures released this spring by
mainland China for its exports to Hong Kong and Hong
Kong’s own figures for imports from mainland China. Chi-
nese firms are suspected of falsifying their export figures
upwards as a way to circumvent currency controls when
importing capital into the country.

For anyone hoping to make use of statistical data for the
Chinese economy, it is important to compare available in-
formation from several perspectives in order to minimize
problems related to any single data. Getting a reasonable
assessment of the actual size of China’s economic output,
for example, has long vexed researchers. The Balding study
mentioned above notes that underestimation of price infla-
tion in certain areas such as housing leads to overestimation
of the real GDP figure. On the other hand, many experts
think that deficiencies in Chinese collection of output fig-
ures could mean that GDP is actually larger than the re-
ported figure as the contribution of the service sector is
understated. Indeed, the last major statistical revision, which
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occurred in 2005, revised Chinese GDP upwards by 17 %
due to understatement of the service sector’s contribution to
economic output. It is a separate issue as to how these dis-
tortions in levels of GDP impact the overall figure for eco-
nomic growth.

China’s National Bureau of Statistics last year began to
calculate GDP with data collected directly from firms to
avoid provincial-level manipulation of reported data. The
NBS has made a serious effort to improve its methodolo-
gies, but there is still unnecessary secrecy and lack of trans-
parency around data collection and publication. Ongoing
developments in Chinese society, markets and media all add
to pressures to produce and release accurate statistical data.
The need for change in this respect was highlighted last
December when the Southwestern University of Finance and
Economics in Chengdu published its own household survey
that found disconcerting differences with official figures for
income inequality and unemployment.

China turns to online shopping. The value of online retail
sales in China rose over 40 % y-0-y in the first half to
around $120 billion. The share of online sales in retail sales
overall rose to nearly 7 %, up from 3 % in 2010. In compari-
son, online retail in the US currently represents about 5 % of
retail sales. Many observers expect China to surpass the US
as the world’s largest online market this year.

China’s most recent five-year plan refers to online retail
as an important area for development. It supports the goal of
shifting the emphasis of economic growth away from in-
vestment to domestic consumption. A report from
McKinsey Global Institute claims that shopping on the web
not only replaces traditional consumption, but encourages
people to consume more increasing the overall consumption.
This is due to such factors as the greater selection of prod-
ucts and services available to shoppers also in rural areas.

The Chinese firm Alibaba dominates domestic online
sales. Its subsidiary Taobao, for example, controls about
90 % of all online consumer auction transactions. Western
Internet entrepreneurs have failed to take market share from
Alibaba and other Chinese companies. Bloomberg reports
that US-based e-commerce giant Amazon’s market share in
China is slightly below 1 %. Furthermore, the aggressive
expansion campaigns of many Western Internet companies
such as eBay and Yahoo! have failed.

Although online sales have skyrocketed, there is plenty
of room for growth in China. At the end of June, China had
about 590 million Internet users, or 44 % of the population.
As recently as five years ago, the share of Internet users was
just 19 %. China had 25,000 online retailers at the end of
last year and competition for customers remains stiff.

Most online trade in China still takes place between
companies at the wholesale level, but the share of retail sales
on the Web has increased rapidly in recent years to. About a
sixth of all online transactions involved retail sales at the
end of 2012.
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Russian economy ministry sees growth picking up in the
second half of the year. Due to weakness in Russian eco-
nomic activity in the first half, the economy ministry this
week reduced its overall GDP growth forecast for 2013
from 2.4 % to 1.8 %. Growth, however, is expected to pick
up in the second half. The earlier estimate of industrial
output for the current year was revised down to around

0.5 %, while the estimate for investment growth was low-
ered to 2 %. Growth in retail sales should continue to rise
this year at a pace above 4 %.

GDP growth in 2014 is currently forecast to reach about
3 %. Retail sales growth will continue at about 4 %, while
investment growth is expected to climb to 4-5 %.

The forecast assumes an average price for Ural-grade
crude of $106 a barrel this year and around $100 in subse-
quent years. Russian export earnings are expected to de-
cline slightly this year and then plateau in 2014.

The economy ministry also lowered its forecast for im-
ports. The value of goods imports is expected to increase
about 2 % this year and 3-4 % next year. The ruble should
weaken slightly against the dollar this year and a few per
cent next year.

Russian GDP, percentage change from four quarters previous
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Better-than-average Russian grain harvest ahead. Rus-
sian officials predict that this year’s grain harvest will reach
around 90 million metric tons, which is about 25 % higher
than last year’s poor harvest. Russian grain harvests aver-
aged 82 million tons from 2000 to 2012. Wheat accounts
for over half of Russia’s total grain output.

Russia’s grain exports this year are expected to increase
to about 19 million tons. Grain exports in 2012 were 16
million tons, while in 2011 they were as much as 27 million
tons. That year Russia was world’s fourth largest grain
exporter after the United States, Argentina and Australia.
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New law bans Russian officials and representatives from
keeping their money outside the country. Under a law
passed in April, people with jobs that involve setting policy
affecting Russia’s sovereignty or national security are for-
bidden from keeping their wealth abroad in foreign banks
or holding foreign securities. The ban extends to e.g. mem-
bers of representative bodies at all levels of government
from parliament to local administrations, government offi-
cials, prosecutors, judges, members of the central bank
board of directors, as well as all employees of state-owned
corporations. The ban further applies to the spouses and
minor children of the above-listed individuals.

The law gave those under the ban three months to repa-
triate their offshored wealth or resign their posts by August
17. Only a few members of Russia’s upper-house Federa-
tion Council and a single deputy minister resigned their
posts. Such notables as first deputy prime minister Igor
Shuvalov and the chairman of technology fund Rosnano
Anatoli Chubais said that they had repatriated their offshore
holdings.

The state-owned bank VTB 24, which mainly serves
private individuals, reports that its deposits rose 20 % in the
first half of the year, or about the same amount as for all of
2012. Much of the growth is due to large one-time deposits.
The bank’s “VIP” client base increased about 25 % in the
first half.

While the law does not forbid ownership of real property
abroad, it requires the owner to declare annually his or her
foreign real estate holdings and the sources of finance for
their acquisition.

The purpose of the law is to “assure national security,
improve transparency of lobbying activity, increase domes-
tic investment and make anti-corruption measures more
effective.” Observers note it is rather easy to circumvent the
ban, however. An affected person could e.g. hold their
accounts under the names of third parties and keep shares in
a managed securities register. Furthermore, it is rather diffi-
cult for officials to determine the existence of offshore
accounts.
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China’s current account surplus remained stable in first
half — while there was a large shift in capital flows.
China’s current account surplus for the first half of this year
was $96 billion, an increase of about $18 billion from
1H2012. The size of the surplus relative to the economy also
grew a bit. The 1H2013 surplus was about 2.4 % of GDP
compared to 2.1 % in 1H2012. The size of the current ac-
count surplus during the first six months of this year was
rather stable; shifts in first-quarter and second-quarter cur-
rent account balances in previous years have been more
visible.

Quarterly current account surpluses
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While the full balance-of-payments data for 2Q2013 be-
comes available at later date, preliminary figures released by
China’s State Administration of Foreign Exchange (SAFE)
show the combined capital and financial account balance
was about $1.6 billion in the red for the second quarter. The
direction of net money flows apparently shifted sharply
during the second quarter as the financial account balance
showed a $90 billion surplus in the first quarter.

The commerce ministry reports that foreign direct in-
vestment inflows into the country picked up during the sec-
ond quarter. Some $62 billion in FDI had flowed into China
this year as of end-June, or 5 % more than in 1H2012. The
factors boosting the pace of investment could be a more
optimistic outlook than earlier for China’s structural adapta-
tion and stronger financial positions of foreign firms allow-
ing them to increase their investments in China. In July, FDI
inflows into China were up 24 % y-o-y.

The swift growth in Chinese foreign investment contin-
ued. Direct investment abroad by Chinese firms in the first
half totalled around $46 billion, an increase of nearly 30 %
from a year earlier. The rapid growth in Chinese investment
abroad seems to partly explain the shift in the financial ac-
count balance although net FDI inflows into China are still
larger than FDI outflows from China.
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China’s foreign currency reserves grew by about $130
billion in the first quarter, but growth slowed in the second
to just $50 billion. The lower growth in China’s foreign
currency reserves reflects the shift in the direction of net
capital flows and the resulting abatement of appreciation
pressures on the yuan. The yuan appreciated against the
dollar in the spring but the exchange rate remained fairly
stable during the summer. The US Federal Reserve an-
nounced its plans at the end of May to cut back on its bond-
buying programme (QE) sometime this year. The policy
shift seems to have impacted China’s capital flows along
with other developing economies.

China hopes to liberalise its capital account and permit
exchange rates to be set increasingly based on supply and
demand. The shift, however, will be gradual in order to
prevent sudden shifts in the current account and capital
movements. An IMF report released in July claims that the
yuan is moderately undervalued relative to a basket of cur-
rencies. This would imply that the Chinese currency should
continue to appreciate as yuan convertibility becomes easier
and thereby cause China’s current account surpluses to
shrink.

Housing prices in China continue to climb. The rise in
housing prices continued throughout the first seven months
of the year. The housing price index published by the Na-
tional Bureau of Statistics showed that prices of newly built
apartments in 70 large and mid-sized cities were up over

6 % y-o0-y in July. The increase in apartment prices in large
cities was well above the average rise. In Guangzhou and
Shenzhen, for example, prices were up 17 %

y-0-y. In smaller cities like Nanjing and Tianjin, the rise in
housing prices was around 7-9 %. Prices of older housing
posted rises similar to new housing in July.

The rise in prices is driven by several factors, including
the availability of housing loans. Growth in the stock of
housing loans accelerated sharply in the first half of 2013.
People’s Bank of China figures indicate the loan stock in-
creased about 20 % y-0-y or about 10 percentage points
more than in 1H2012. Growth in the volume of borrowing
by real estate developers also accelerated slightly in the first
half. Real-estate-related construction investment picked up
in the first half by around 20 % y-0-y, suggesting that de-
velopers expect prices to climb further.

The rise in housing prices over the long term is also af-
fected by the ceiling on bank deposit rates and regulation of
financial markets. Investments in housing have offered bet-
ter returns than most other investments in recent years,
which is why excessive amounts of capital are channelled to
the real estate sector. Prices have been on the increase this
year despite official measures to limit excessive real estate
investments.
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Sharp drop in Russian energy sector investment. Rosstat
reports that after the end in the boom in construction of oil
& gas pipelines last year, a further sharp contraction in the
investment occurred in the first half of this year. Investment
in production of oil & gas and the electrical power sector
also declined considerably, and growth in manufacturing
investment came to a halt. (These Rosstat figures do not
include investment by small firms or investment in the grey
economy. The data cover about 85-90 % of total energy
sector and manufacturing investment.)

Presidential adviser Andrei Belousov told the cabinet
this summer that the investments of large infrastructure
companies such as Gazprom, Russian Railways and the
state-owned electrical grid operator FSK, as well as public
sector investment, fell about 10 % last year, and that a simi-
lar contraction is expected this year.

Rosstat estimates investment of small firms and grey-
economy investment rose considerably in 2012 and the first
half of this year. Without such investment, growth in total
investment came to a near standstill last year and went into
precipitous decline in the first half of this year.

Fixed investment volumes, on-year change (%)
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Russia-Belarus tiff over potassium exports widens. The
export joint venture of Russian potassium producer Uralkali
and the Belarussian Belaruskali formed in 2005 fell apart in
August with both sides accusing the other of breaching their
agreement. After the split the companies will compete
against each other in the export market, which is expected
to depress substantially the global potassium price. The
joint firm controlled over 40 % of the global potassium
market.

With the break-up of the joint venture, Belarus officials
arrested Uralkali’s Russian CEO at the end of August in
Minsk during a negotiation trip. He was then charged with
abuse of authority. Two days later, Russian pipeline opera-
tor Transneft announced that the oil pipeline running
through Belarus needed immediate repairs, forcing Russia
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to reduce it September oil export quota to Belarus by about
25 %. On the same day, Russian health officials confirmed
that a number of dairy products imported from Belarus
failed to comply with health and other standards.

Slowing Russian economic growth evident in Finnish-
Russian trade. The value of Finland’s exports to Russia
rose 2 % y-0-y in the first half to €2.6 billion. All of the
growth was in the first four months; the value of exports
declined in May and June. Some 9 % of Finland’s exports
went to Russia.

Petroleum products showed the highest export growth in
the first six months of the year, rising nearly 30 % y-o0-y in
value terms. Petroleum products also became the largest
single product category for Finnish exports to Russia. Other
important export goods from Finland going to Russia in-
cluded paper, pharmaceuticals, earth-moving equipment,
cheese and butter. Broken down by category, machinery &
equipment and chemical products clearly dominated. Ex-
ports of metals and textiles displayed brisk growth, while
exports of mobile phones and passenger cars plunged 30 %
y-0-y, reflecting a sharp decline in re-exports from Finland
of products produced in third countries.

Transit freight moving through Finland to Russia con-
tracted 16 % y-0-y in the first half. Finnish Customs puts
the value of goods freight transiting Finland in the first half
at about €9.2 billion. Machinery & equipment, cars and
textiles remained the most common categories of transit
products. The number of cars being brought into Russia via
Finland continued to fall, with the number of cars trans-
ported down by a fifth from 1H2012.

The value of Finland’s imports from Russia rose by 1 %
y-0-y in the first half and was valued at €5.2 billion. Russia
accounted for 18 % of all Finnish imports. Over 80 % of all
Finnish imports from Russia were mineral products, mainly
crude oil. Russia is by far Finland’s main oil supplier. In the
first six months of this year, 86 % of Finland’s crude oil
imports came from Russia. Oil imports from Russia have
become more and more important for Finnish exports. Ex-
ports of petroleum products to Russia and other countries
accounted for over 10 % of Finland’s total exports.

Finnish-Russian exports and imports, € billion
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Shanghai free-trade zone prepares for launch. A recent
press release from China’s Ministry of Commerce reports
that the State Council has given the green light to the pro-
posed Shanghai free-trade zone. The new free-trade zone
covers Shanghai’s existing bonded areas including Pudong
airport, the Waigaoqiao logistics park and Yangshan port.
The areas are all incorporated under the new pilot project.
Beyond playing the role of a traditional duty-free zone, the
project is geared to promoting international trade, freeing up
capital movements and encouraging investment by reducing
red tape and bureaucratic barriers.

The commerce ministry says the government is seeking
new ways to open up mainland China to foreign firms and
investors. The initiative goes beyond solely developing the
Shanghai economic area to overhauling the reform model
for the whole country. The pilot project should give China’s
leadership a clearer understanding of the consequences of
opening up China’s markets and provide a sound basis for
implementing reforms elsewhere in the country. The project
can thus be seen as part of the structural reform that China’s
leaders hope will secure sustained economic growth over the
long term.

The press release emphasises the importance of opening
and reforming the banking sector. The project may portend
further deregulation of China’s financial markets if authori-
ties decide to carry out new financial market experiments in
the zone.

Shanghai’s status as an international logistics and finance
centre is enhanced once the market-based reforms under the
plan are implemented. Regulation of interest rates and capi-
tal controls currently prevent serious competition with Hong
Kong. Strict capital controls and relatively high corporate
tax rate in mainland China have traditionally pushed many
foreign investors to set up operations preferably in Hong
Kong.

The details and timetable for the reforms will be an-
nounced later. The South China Morning Post reports that
implementation could start as soon as this month. Ai Bao-
jun, Shanghai’s current vice mayor, will oversee develop-
ment of the new free-trade zone.

China has a long history of experimenting with pilot re-
form projects at the regional level. The Shenzhen special
economic zone developed rapidly after it was established in
the late 1970s thanks to special privileges and tax breaks for
companies in the zone. The city of Wenzhou is currently
experimenting how to formalise private credit market in
order to improve e.g. the access of SMEs to finance and
bring oversight to the grey banking sector.

Chinese yuan could soon become one of the world’s top
10 global payment currencies. According to the Society
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for Worldwide Interbank Financial Telecommunication
(SWIFT), the yuan was used in 0.9 % of international pay-
ments in July. Although there was no change from the pre-
vious month, yuan use in international payments doubled
from July 2012. The Chinese yuan overtook the Norwegian
krone and the Thai baht in June to become the world’s 11"
most used payments currency, and was hot on the heels of
the 10" Swedish krone.

The share of euro in international payments was nearly
38 %. It was followed by the US dollar with 36 % and the
British pound with nearly 9 %. The Japanese yen, often a
benchmark for the yuan, had a 2 % share of the payment
currency market in July, putting it in 4™ place. The Hong
Kong dollar ranked 8" with an approximately 1 % market
share.

Chinese statistical data show that about 11 % of foreign
trade payments in China were made in yuan in July. After a
rapid increase up to the end of 2012, the share of the yuan in
foreign trade payments has held steady.

Pressures build for China to deal with its urbanisation
issues. A report from the United Nations Development Pro-
gramme (UNDP) published at the end of August, China
National Human Development Report 2013, tackles the
issues facing China as a result of on-going urbanisation. The
report was drafted in cooperation with several Chinese
agencies, including CASS and the NDRC. Urbanisation has
long been a driving factor for Chinese economic growth and
China’s current leadership emphasises its importance also as
an engine for growth in the future. If China’s current rate of
urbanisation continues, the report estimates China would
add another 310 million city-dwellers by 2030 and that cities
would be home to about 70 % of the population.

The move to cities has brought many problems. Urban
housing prices have soared, income disparities have wid-
ened, social security is inadequate and the status of migrants
is weak. Development of social services, public transport
and road infrastructure has also failed to keep up with ur-
banisation’s pace. The environmental problems in Chinese
cities are daunting: nearly 70 % of cities lack adequate fresh
water supplies and poor air quality is a big health issue in
most cities.

The report calls for rapid implementation of bold re-
forms. Without them, the problems of cities will continue to
get worse, and will become increasingly costly to fix.
Among the report recommendations are that success of
cities should be measured not just in terms of economic
growth but a range of criteria. This would give city leaders
greater incentive to focus on sustainable development poli-
cies. China also needs to see improvements in urban plan-
ning, and internal migrant workers should have access to the
same benefits and public services as official residents. Use
of resources also needs to become more efficient and there
needs to be a greater emphasis on environmental protection.
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Russia’s $7 billion sovereign bond issue proves a hit
with international markets. Russia’s finance ministry this
week offered about $7 billion in eurobonds to international
investors. Market observers report demand was more than
double the supply of bonds on offer. The issue covers the
entire foreign borrowing requirement budgeted for 2013.
The bond issue, under planning since spring, was postponed
until September when market conditions were seen as more
favourable for the bond sale. The issue consisted of

$6 billion in 5-, 10- and 30-year dollar-denominated euro-
bonds, and €725 million ($962 million) in euro-
denominated 7-year bonds. It was Russia’s first bond issue
denominated in euros.

The Russian state has issued roughly $21 billion worth
of eurobonds since 2010, even if the borrowing was done
without any pressing need to go to international markets. In
Russia’s case, the issue of sovereign eurobonds is tied to
fiscal policy goals and maintaining a market for Russian
bonds in international capital markets. The main purpose of
the bond sales is to simplify pricing of debt securities is-
sued by Russian firms to make it easier for firms to raise
money on international markets.

Russian central government debt is currently less than
$200 billion, which corresponds to less than 10 % of GDP.
Of that amount, $41.3 billion is denominated in foreign
currencies and about $150 billion (4.97 trillion rubles) in
rubles. The Central Bank of Russia reports that about
$58 billion of total state debt is held by foreign investors.

In the first half of the year, Russia’s domestic bond is-
sues slightly outpaced the volume of bonds repaid. The
finance ministry reports that some 470 billion rubles in debt
securities were issued during January-August. The debt-
repayments by the Russian state for domestic OFZ bonds
and maturing bonds amounted to 418 billion rubles.

The presence of foreign investors in Russia’s domestic
debt security markets increased notably in the first half. The
rise in foreign participation reflects a change in the law that
entered into force in February. The amended law gives
international central securities depositories Euroclear and
Clearstream permission to participate directly in trading of
ruble-denominated paper. Growth in the share of foreign
trading, however, has raised concerns over rising volatility
in domestic markets and pricing to be driven to foreign
market places. The Central Bank of Russia says it is look-
ing into the matter.

Russian companies cut back on borrowing from domes-
tic banks. Corporate borrowing from banks has been in
decline in Russia for about 18 months now. Loans with
maturities longer than six months have decreased overall,
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and as regards the longest loan maturities, due to growth of
fixed capital investment grinding to a halt. Short-term cor-
porate borrowing remains relatively modest. The nominal
interest rate charged on corporate loans has fallen slightly
this year together with inflation, while real interest rates
have remained at around 4-5 %. Observers note that real
interest rates are still quite high relative to risks of fixed
capital investment from e.g. uncertainty over the outlook
for demand. Banks have also tightened their lending re-
quirements concerning the economic condition of borrower
companies.

Corporate borrowing from abroad this year has remained
roughly equal to last year because the spike in foreign bor-
rowing figures early this year was due to state oil company
Rosneft’s acquisition of TNK-BP. The deal boosted corpo-
rate sector foreign debt by over 10 %. To finance the deal,
Rosneft borrowed heavily on international markets and then
used the money to pay for most of the TNK-BP shares it
bought from British Petroleum.

Issuing of corporate debt securities has recovered this
year. Companies have managed to raise funds a bit more
cheaply with longer payback terms by issuing paper rather
relying on bank loans. Banks, in turn, have been allowed to
use the bonds as security for liquidity loans from the CBR.
Companies have granted trade credits to each other at about
the same pace as in 2011 and 2012. Trade credits are
a significant source of short-term finance for firms. Corpo-
rate debt-servicing problems, which could arise from Rus-
sia’s severe slowdown of economic growth, are only seen at
the moment in the trade credit arena, where the share of
belated payments began to rise in the early months of this
year.

The debt of Russian businesses to domestic banks as of
end-June was 30 % of GDP. The foreign debt of Russian
companies and domestic inter-firm trade credit were each at
levels that corresponded to about a fifth of GDP.

Corporate debt (not including banks), change of stock from
12 months or four quarters previous, % of GDP
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Good late summer economic performance dispels con-
cerns over China and global economy. Chinese industrial
output climbed slightly over 10 % y-0-y in August, while
retail sales growth continued steadily at nearly 11 % y-o-y
in real terms. Earlier-released purchasing manager indices
(PMiIs) also indicated slight improvement in industrial out-
put and an on-going positive trend in the service sector.
Nominal annual growth in fixed capital investment has long
been at around 20 %. Changes in price trends were modest
in August. Consumer prices were up 2.6 % y-o0-y, while
producer prices were down 1.6 % y-0-y.

August foreign trade figures also provided heartening
news for China and the global economy. The value of Chi-
nese exports and imports were up 7 % y-o-y last month.
Higher exports to the United States and Europe supported
the view that recovery was under way in both regions. In
addition, concerns about a slowdown in Asia were allayed
by a sharp rise in exports to South Korea, Taiwan and
ASEAN countries. The frayed Japan-China relationship,
however, continued to dampen Chinese exports to Japan.
The trade surplus for January-August reached $156 billion,
an increase of over $30 billion from the same eight-month
period a year earlier.

The view of the real economy from the perspective of fi-
nancial markets was somewhat cloudier. Total credit provi-
sion (social financing) grew faster than expected in August,
possibly reflecting the improved outlook for producers.
However, the interpretation may not be so simple, as the
growth of lending was driven by short-term borrowing from
the informal sector. In contrast, the pace of traditional bank
lending was largely unchanged from previous months. Only
45 % of new credit granted in August came in the form of
traditional bank loans, which may suggest that companies
are again finding themselves increasingly forced into the
grey market for credit due to liquidity problems and need to
repay earlier debt. The situation could also show that the
grey money market remains active despite efforts of regula-
tors to rein them in.

Minor changes in indicators for the Chinese economy of-
ten receive considerable media attention and lead easily to
over-interpretation. Anyway, compared to concerns a few
months ago, the figures for July and August on balance
suggest a positive trend, although they reflect stimulus
measures by the government, increased enterprise borrowing
and a recovery on the export front. The dissipation of imme-
diate worries about economic growth now gives China’s
leaders the opportunity to focus on pushing ahead with
structural reforms aimed at sustainable economic growth.
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Chinese firms piling on debt. A recent assessment by
Spanish bank BBVA found that Chinese firms (excluding
banks) had debt totalling about 65 trillion yuan, or nearly
130 % of GDP at the end of 2012. China’s corporate debt
stock has soared in recent years. As recently as end-2008, it
was still less than 100 % of GDP. Even higher debt figures
have been suggested. Estimates of corporate indebtedness
vary depending on how the debt of firms owned by local
administrations is included. It is clear, however, that the
debt carried by Chinese firms is massive by any measure.
Indeed, there are very few countries in the world with higher
levels of corporate debt relative to GDP.

Chinese financing is still mostly bank-based, despite
a strong trend in recent years to use alternative modes of
finance. BBV A estimates that approximately two-thirds of
corporate debt is held in the form of bank loans, another
10 % as corporate debt securities and about a quarter as
financing raised from grey market sources. Chinese firms
hold very little foreign debt.

Corporate indebtedness reflects the fact that Chinese
firms have been living in an era of relatively cheap money.
Large amount of their loans were granted at interest rates
below the central bank’s reference rate, which at the mo-
ment is 6 % for a one-year loan. For small and medium-
sized enterprises (SMESs), however, it is not always possible
to get a bank loan. SMEs must turn to the grey credit mar-
ket, where interest charges are substantially higher. In Wen-
zhou, for example, the rate on a one-year loan from the grey
market currently averages around 15 %.

The costs of debt servicing for companies, however, has
been rising. The credit ratings of companies involved with
metal and mineral extraction, in particular, have been down-
graded and the yields on their bond issues have increased
sharply. Media reports also note bankruptcies, as a coal
producer in southern China ceased operations in August
under the weight of billions in debt. More bankruptcies in
the industry are expected.

Lower growth in bank profits. The profits of Chinese
commercial banks rose an average of 14 % y-0-y in the first
half of 2013, down sharply from last year. Most bank profits
came from provision of basic banking services, i.e. loaning
out deposits at higher interest rates. The rise in profits was
largely limited by the fact that the margin between interest
paid on deposits and interest charged on loans narrowed
during the first six months of the year. The narrowing was
seen as evidence of increased competition for customers.
The People’s Bank of China eliminated at the end of July its
minimum floor on lending rates, a move expected to further
increase competition among banks.

Banks expect tougher times ahead even with profit
growth. Stocks of non-performing loans have so far in-
creased only slightly, but the default rate is expected to
increase in the near future as the volume of overdue pay-
ments has surged.
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BOFIT forecast sees Russian economic growth reviving.
The slowdown in Russian economic growth in the first half
of 2013 to less than 1.5 % p.a. was significantly sharper
than predicted. This was mainly due to a reduction in in-
vestment of state-owned enterprises and the public sector.
In our latest BOFIT Forecast for Russia 2013-2015, we
expect the Russian economy to pick up in the second half of
this year as the global economy revives. GDP growth for all
of 2013 is now forecast to reach nearly 2 %.

Growth should be restrained somewhat by a slight de-
cline in the oil price. In 2014 and 2015, nevertheless, GDP
growth should exceed 3 % p.a., supported in part by the
recovery in world trade that should gradually increase Rus-
sian exports and end the contraction in fixed capital invest-
ment. Russian import growth should pick up slightly to
around 5 % p.a.

Growth in exports will remain low due to a slight dete-
rioration in the outlook for energy exports. Growth in
household incomes will also slow as room for granting
wage hikes has narrowed. On the other hand, the decline in
inflation should give a slight boost to household purchasing
power. Also, household borrowing should recover. Driving
factors behind revived capital investment include the facts
that production capacity utilisation levels are high and the
state will begin to grant long-term loans to finance a num-
ber of massive transport infrastructure projects. Other
stimulus measures in the government’s current plan are
somewhat scattered and seem likely to have limited impact.
The increase in state spending will slow as growth in state
revenues has decreased sharply and the goal, at least for the
moment, is to keep the budget deficit small.

Russian GDP and import volumes, realised and BOFIT fore-
cast 2013-2015, %

2008 2009 2010 2011 2012 2013f 2014f 2015f
GDP 52 -78 45 4.3 34 18 3.3 3,2
Imports 15 -30 26 20 9 4 5 6

Sources: Rosstat, BOFIT

Economic growth will be weaker than forecast if the re-
covery of the global economy is delayed, the oil price falls,
growth in household incomes and state expenditure slows
more than predicted or if uncertainty about demand and the
business environment limits investment. Russia’s high
employment rate could also constrain growth.

Over time, economic growth will gradually head to-
wards its long-term trend as long as the oil price does not
rise. Our calculated long-term trend has moved to a dis-
tinctly lower level since the 2009 recession. The trend hov-
ers around 2 % unless Russia accelerates its efforts to im-
prove its business climate and attract more investment.
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CBR names new deputy chairwoman and streamlines its
monetary policy instruments. Presidential economic pol-
icy adviser Ksenia Yudaeva (43) was named Central Bank
of Russia first deputy chairwoman on September 11. Yu-
daeva, who took her PhD at MIT in the US, will be in
charge of CBR monetary policy.

The CBR board decided last Friday (Sept. 13) to elimi-
nate many of its financing instruments. The goal of a small-
er toolbox is to increase monetary policy transparency to
better signal monetary moves to the markets. The CBR also
expects the change to promote development of the inter-
bank market

Russia’s central bank has had at its disposal a wide array
of interest rate tools, due in part to the heterogeneity of
Russia’s banking sector. Interest rates have been inconsis-
tent and they have been changed at different times, which
has diminished the effectiveness of monetary policy. The
new system is structured along the lines of e.g. the Euro-
pean Central Bank (ECB).

The 7-day repo auction credit rate was announced as the
main monetary policy tool, the “key rate.” These credits
have even to date been the most important form of central
bank financing to banks. The rate currently stands at 5.5 %.

The standing facilities consist of the overnight credit
rate (6.5 %) and overnight deposit rate (4.5 %). A change in
the key rate will cause a corresponding shift in these rates,
which in principle form the upper and lower limits for
short-term interbank rates.

Starting in February 2014, the bank will no longer grant
e.g. one-day and 7-day repo credits. On the other hand, the
CBR is introducing the possibility of fine-tuning operations
in the same manner as the ECB to adjust market liquidity.

The CBR in July introduced a new longer-term financ-
ing facility, the three-month adjustable-rate credit. Non-
marketable assets will be approved as collateral to secure
the loans so that marketable assets are available for use as
collateral in the interbank market. The interest rate is tied to
the central bank’s key open-market rate.

The CBR’s refinancing rate, currently at 8.25 %, serves
no role in monetary policy, but instead provides a legal
reference rate for many types of payments. By the end of
2015, the CBR hopes to have gradually cut the refinancing
rate to a level matching the key rate so it can be phased out
altogether. A transition period is needed to enact amend-
ments to legislation that refers to the refinancing rate.

Main CBR financial instruments and their interest rates, %

Liquidity boosting Overnight credit 6.50
3-month credit minimum 5.75
7-day repo credit minimum 5.50
7-day deposit rate maximum 5.50
Overnight deposit 4.50

Liquidity reducing

Source: Central Bank of Russia
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BOFIT sees China’s economy growth slowing in 2013-
2015. This week, we released our latest BOFIT Forecast for
China 2013-2015. China’s economy slowed slightly more
that expected in the first half of this year, motivating us to
lower our March forecast of 8 % p.a. in 2013 to 7.5 %. Oth-
erwise, however, growth over the forecast period conforms
to our earlier long-term outlook that sees economic growth
moderating to around 7 % p.a. in 2014 and 2015. Annual
growth in export volumes is expected to reach 5-6 % during
the forecast period. Because economic growth in China is
higher than in its trading partners, imports are expected to
rise slightly faster than exports. Depending on the develop-
ment of foreign trade prices, the current account surplus
could slide over the next two years from about 2.5 % of
GDP at present to around 2 % of GDP.

Realised GDP growth and BOFIT forecast 2013-2015
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Sources: China National Bureau of Statistics and BOFIT

The immediate causes of China’s economic slowdown
are lower export growth, rising debt problems and overca-
pacity in many sectors that reduce capital investment possi-
bilities. China’s growth is still quite robust even with the
slowing, so China’s decision-makers apparently see no need
at present to support growth as earlier with a flood of credit.
Instead, they emphasise targeted fiscal spending measures
e.g. in the form of tax breaks to small businesses and accel-
erating the pace of investment in railway projects. The au-
thorities are forced to this partly due to mountains of debt
held by local administrations and firms that resulted from
easy access to credit under the previous stimulus package.

Over the longer term, rapid urbanisation and the follow-
ing increase in demand for services will gradually change
the structure of economy. Consequently, also the economic
growth will slow down. As this shift to a more consumption-
driven model can be promoted through structural reforms,
China’s new leadership later this year is expected to an-
nounce, among other things, reforms to the hukou household
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registration system, as well as changes in public sector ad-
ministration and budget systems. Officials this summer
ended regulation of bank lending rates and incremental
reforms of the financial market will continue as before.
International use of the yuan should continue to rise and
currency controls will be relaxed.

If debt problems worsen and expose vulnerabilities in the
financial and real estate sectors, economic performance
would likely fall below our basic outlook. Despite signifi-
cant troubles brewing, the near-term risks appear quite man-
ageable overall in relation to projected economic growth.
The new leadership’s commitment to reform shown this
year portends less hardship down the road, even if reforms
are difficult to implement and may come with surprises.

EU Chamber of Commerce in China wants to see more
space for market forces to operate. The European Cham-
ber of Commerce in China last week released its annual
business climate assessment Position Paper 2013-2014. The
Chamber argues current economic conditions call for exten-
sive reforms if the government hopes to sustain high eco-
nomic growth in the future.

The Chamber sees that the state currently plays too big
role in the corporate sector. Reforms reducing the role are
critical for the economy as they would reduce market distor-
tions and promote better use of resources. This applies in
particular to the financial markets, where state-owned enter-
prises (SOEs) and local administrations have access to low-
interest loans that they often use on unprofitable projects.
SOEs are also shielded from competition though various
industrial policy measures such as subsidies, which allow
inefficient businesses to survive. The Chamber would like to
see domestic and foreign firms treated equally in terms of
access to state support. Moreover, the red tape encountered
by firms could be reduced by clarifying the responsibilities
of ministries and the various levels of government that cur-
rently overlap and occasionally conflict with each other. The
Chamber would also like to see enhanced enforcement of
patent and copyrights.

The Chamber was particularly concerned about the in-
crease in recent years of actions taken in the name of
China’s innovation policy. According to the position paper,
many innovation measures do not strengthen China’s inno-
vation capacity, and can be seen as masked attempts to grow
market share of a particular domestic firm. The state has
taken on the role of picking winners and losers, i.e. deciding
the future branches and technologies with the best possibili-
ties, and then lavishing them with support. The Chamber
notes that such prioritisation is hard for firms themselves, let
alone the state, and such picking up is likely to tie up large
amounts of capital in unprofitable ventures. The Chamber
also states that favouring domestic innovation in public
procurement does not actually promote innovation, but it
merely protects Chinese firms from competition.
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Russian economy and imports continue to falter. The
economy ministry estimates GDP (workday-adjusted and
seasonally adjusted) increased only slightly during the
summer months. In year-on-year terms, GDP growth in
August was 1.5 %, the same growth figure as posted for the
whole January-August period.

Growth in manufacturing output has slowed considera-
bly over the past twelve months. By early summer, manu-
facturing output was lower than a year earlier. In August,
fixed capital investment was again lower than a year earlier.
Retail sales, in contrast, have continued to display decent
growth; August retail sales were up 4 % y-o-y.

Imports became weaker. The value of goods imports in
July and August was lower than a year earlier. Until late
spring, the decline was led by a drop in imports of passen-
ger cars, but in recent months contractions have also been
seen in other major imported goods categories.

Russian goods imports from non-CIS countries (in euros,
3-month moving sum, % change y-o0-y)
All goods
----- Chemical products
-------- Foodstuffs and agricultural products
—— Machinery and equipment (excluding land transport equipment)
- - -Land transport equipment
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Wages keep climbing in Russia, but wage gaps remain
huge. Rosstat reports that the average monthly wage in
Russia in August was up nearly 13 % from a year earlier. A
tight labour market continues to support brisk wage gains.
Moreover, Russia’s unemployment rate has long held at a
historically low level of 5 %, despite the fact that Russian
economic growth has slowed considerably. The labour
ministry said that at the start of August there were nearly
2 million unfilled positions available in the country.

The average monthly wage of a Russian in August was
29,000 rubles (about €670), but wage levels vary consid-
erably across regions and branches of employment. The
highest wages are paid in Moscow and regions in the Far
East involved in oil and gas production (price levels are
also higher in these areas). The lowest wages are paid in
Southern Russia and in the southern Siberian republics.
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The business branches paying the highest wages are fi-
nance and oil & gas production. Branches that pay below-
average wages include agriculture and the textile industry.
In Moscow, for example, employees working in the com-
panies of mineral extraction sector earned an average
monthly salary of over €3,000, which is nearly the same as
in Finland. In contrast, the average monthly wage of a tex-
tile worker in the Karelian Republic was less than €200,
which is on par with the current official minimum wage in
Guangdong province in China. Moreover, the wage differ-
ences between management and workers are substantially
greater in Russia than in most developed countries.

The Russian minimum monthly wage by law this year is
5,250 rubles (about €120). That amount is considerably less
than the official “subsistence minimum” and about the
same as e.g. the low-end of the minimum wage spectrum
for Chinese cities. Official statistics show that a couple of
percent of those employed in Russia (over a million people)
work for minimum wage. However, actual wages are often
higher than reported, as many workers still take part of their
pay under the table. Rosstat estimates about a fifth of the
country’s workers are employed in the grey economy.

Foreign pharmaceutical makers dominate the Russian
market. Russian pharmaceutical sales last year were esti-
mated to reach 818 billion rubles (about €20 billion), with
foreign pharmaceutical makers controlling nearly 80 % of
the market. The Russian government has tried numerous
measures to promote domestic pharmaceutical production.
Its goal is to raise the share of domestically produced medi-
cines to half of the value of the pharmaceutical market by
2020. The goal is to increase the share of domestic-made
“essential” medicines, i.e. those critical to survival and
subject to price regulation, to 90 % by 2020.

Under a government ruling that remains in force until
the end of this year, offers from foreign drug-makers sub-
mitted as part of a competitive bidding for public procure-
ment cannot in practice win the bid unless the price offered
is at least 15 % below the price offered by a Russian or
Belarus firm. The Russian government is currently consid-
ering a draft proposal, whereby foreign manufacturers
would be banned altogether from public procurement bid-
ding competitions starting next year if two or more drug-
makers from Russia or Belarus have registered the medi-
cine in question in Russia.

While Russia’s large market is attractive to foreign
pharmaceutical manufacturers, Russian rules favour domes-
tically produced medicines and the siting of production
facilities in Russia. Several foreign pharmaceutical makers
are currently building plants in Russia. A recent Deloitte
survey, however, noted that foreign drug-makers find it
hard to green-light investments in Russia due to market
uncertainty caused by e.g. frequent changes to the laws and
regulations governing the pharmaceutical branch.
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Additional small steps to reform Chinese financial mar-
kets. At the beginning of September, China launched trad-
ing in government bond futures, increasing the selection of
instruments available to investors and making it easier to
hedge against interest-rate risk. The opening of a bond fu-
tures market in China was last tried 18 years ago, when
market manipulation by one brokerage house led to a col-
lapse of the market and forced the state to ban all futures
trading. Officials are now proceeding cautiously and trading
is permitted only among a fairly exclusive group of brokers
and investment firms. Banks and insurance companies,
which hold the lion’s share of government bonds, are cur-
rently not allowed to engage in bond futures trading.

China this month also took a small step towards deregu-
lation of capital movements by granting six global hedge
funds in Shanghai permission to raise money from Chinese
institutions and invest it abroad. The amount of funds that
can be raised is still limited to relatively small quotas. The
move is the first step in the pilot Qualified Domestic Lim-
ited Partner (QDLP) programme, which is designed to com-
plement earlier trials in liberalised capital movements. The
QFI1I and RQFII programmes let qualified foreign investors
invest foreign-currency- and yuan-denominated assets in
mainland China within specific quotas. The QDII pro-
gramme, in contrast, allows select domestic institutions to
invest Chinese assets abroad.

China’s financial markets have already been reshaped
dramatically by existing financial market reforms, on-going
financial sector trial programmes around the country and the
explosion of grey financial markets. The changes have set
off a self-sustaining chain reaction, whereby each minor
reform makes it easier to move ahead with the next reform.
The forces for further changes gain strength, in turn, as all
market participants lobby for the same rights and opportuni-
ties as others. The September reforms are seen as important
opening moves for financial market participants and create a
basis for further liberalisation measures. The next financial
market transformation is expected to come from the new
free-trade zone established in Shanghai.

China surpasses Russia as top trading partner for Cen-
tral Asian countries. Chinese president Xi Jinping earlier
this month toured Kazakhstan, Kyrgyzstan, Uzbekistan and
Turkmenistan. Central Asia is important to China mainly
because of its large hydrocarbon endowments. China has
begun to tap into those reserves now thanks to large-scale
oil and gas pipeline construction in the 2000s. Additional
pipeline transmission capacity is under construction.
President Xi’s tour was clearly oriented to energy issues.
During his visit to Kazakhstan, a number of cooperation
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agreements were signed. The most important deal pertains to
the massive Kashagan offshore oil field, located the Kaz-
hakh sector of the Caspian Sea. State-owned China National
Petroleum Corporation will acquire an approximately 8 %
stake in the oil field for $5 billion, and China promised to
provide the financing for development of the oil field in
exchange for future oil supplies.

In Turkmenistan, Xi attended the inauguration the newly
developed Galkynysh gas field. Gas produced at the field
will go to China, and the Chinese have been extensively
involved in developing the infrastructure of the field. China
and Turkmenistan agreed to increase annual gas supplies by
25 billion cubic metres to 65 billion cubic metres by 2020.
Turkmenistan’s exports consist almost entirely of natural
gas, most of which goes to the Chinese market.

In Uzbekistan, several energy-related deals were signed
with a combined value of about $15 billion. The projects
relate to development of Uzbekistan’s oil and gas reserves,
as well as exploitation of its uranium reserves. The countries
also agreed on construction of a railway to run from Uzbeki-
stan via Kyrgyzstan to China.

China granted a $3 billion loan to Kyrgyzstan. Half of
the money is earmarked to fund construction of a new gas
pipeline running from Turkmenistan via Kyrgyzstan to
China. The rest will be used for various projects such as
refurbishing of an electrical power plant, highway construc-
tion and expansion of an oil refinery.

Although China imports huge amounts of energy from
Central Asia, Central Asia collectively only accounts for
1.3 % of China’s total goods imports, and only about 1 % of
China’s exports go to Central Asian countries. In contrast,
China has become an important trading partner for Central
Asian countries as an alternative to their traditional main
trading partner Russia. In nearly all countries of Central
Asia, China has now surpassed Russia as the number-one
trading partner.

Trade of Central Asian countries with China and Russia in
2012, %-share of exports and imports
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Low economic growth forces high-level debate on struc-
tural reform. Top government officials presented their
insights on the economy and needed reforms recently at
investment forums in Sochi and Moscow. Most attention
was devoted to familiar themes such as Russia’s poor busi-
ness climate and how it impedes economic growth by scar-
ing off investment.

President Vladimir Putin noted that progress in reforms
to improve the business climate has been very modest so far
and gave a time limit of two years for the reforms. He said
that basing Russia’s living standards on natural resource
extraction is ultimately unsustainable. A big issue in Putin’s
view is the lack of efficiency in the Russian economy; la-
bour productivity is substantially lower in Russia than in
advanced economies.

Economy minister Alexei Ulyukayev reported that eco-
nomic output contracted in the second and third quarters of
this year. The economy ministry now forecasts yearly GDP
growth of just over 3 % over the next few years.

Prime minister Dmitri Medvedev repeated his critique of
the state’s overblown role in the economy and the size of
Russia’s public sector. He said that the state plays too great
a role in driving output growth. Medvedev’s view is that
public sector activity should be reduced and made more
efficient. In the sphere of competition, Ulyukayev noted
that ministries and government agencies may be too ori-
ented to the public sector and do not always grasp the im-
portance of the private sector.

Some less frequent topics also came up. Medvedev, in
particular, called for greater efficiency in employment pol-
icy. In his view, efforts to support full employment at any
cost now need to end, even if it means reduction of ineffec-
tive jobs. He called for special attention to restructuring of
monogorods, towns built around a single enterprise or busi-
ness. Medvedev added that possibly even a significant share
of Russians might have to change jobs — and even their
professions or where they live — if the structure of Russia’s
economy is to be reformed. Both Putin and Ulyukayev
reiterated this theme.

Efficiency problems have received attention also in
company level recently. For example, according to media
reports, a draft of the new development strategy of the giant
state-owned shipbuilder OSK recently revealed plans to
possibly even close some of the company’s inefficient
shipyards.

Structural reforms are difficult to implement due to their
negative short-term impacts, even if they are necessary to
sustain economic growth of the Russian economy over the
longer run. Many observers hoped that the 2008-2009 fi-
nancial crisis would incentivise Russian decision-makers to
move ahead with structural reforms of the economy. Instead
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the state moved to support large firms regardless of their
inefficiencies. This was done to support household income
development and prevent social unrest. The result was pres-
ervation of old inefficient production and reduction of
state’s oil revenue funds.

Partial freeze on regulated prices hoped to revive Rus-
sian economy. Regulated prices of goods and services
produced by “natural monopolies” (e.g. gas, water, heating
and rail transport) have been increased a pace higher than
inflation in recent years to achieve cost recovery levels.
Such rate hikes have been a major factor in keeping infla-
tion high. For example, the rates households pay for gas
were hiked by 15 % last year and again by the same amount
this year, while rates for heating went up 10 %. Consumer
price inflation last year was 6.6 %, and this year it is ex-
pected to moderate to 6 %.

The government wants to slow inflation in order to boost
economic activity. To accomplish this, it will limit rate
hikes of natural monopolies over the next few years. The
measure reduces cost pressures on other sectors of the
economy and shifts revenues from infrastructure monopo-
lies to the manufacturing sector. This is hoped to encourage
investment in diversification of production. Restraining rate
hikes should also lead to a situation where infrastructure
monopolies are forced to become more efficient.

In September, the government decided that rates of
goods and services sold by monopolies to the corporate
sector would not be raised at all next year. In 2015 and
2016, rates will only be increased to the extent of the previ-
ous year’s inflation. Rates paid for household heating, wa-
ter, electricity and gas will be increased during 2014-2016.
The average increase is to match the inflation rate of the
previous year minus 30 %. Using this formula, the average
rate hike next year would amount to 4.2 %.

The downside of reduced rate hikes is that they lower
the revenue projections of infrastructure monopolies and
limit their investment possibilities in a situation where all
investments would be important in order to accelerate eco-
nomic growth.

The cabinet admits that there is a risk that infrastructure
monopolies may cut back existing investment plans some-
what as their revenues will be smaller than earlier pro-
jected. This could negatively affect also sectors servicing
infrastructure monopolies. According to the government,
strategic development plans of monopolies need revision
that takes into account the reduced income prospects. To
support this, the government is seeking measures that lower
the monopolies’ operating and investment costs without
harming their operations or reducing their investments. One
of the ways of doing this would be the introduction of pub-
lic control over infrastructure monopolies. The government
is also considering partial financing of monopoly invest-
ments out of the federal budget, pension fund or oil tax
revenues set aside in the National Welfare Fund.
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Game rules for Shanghai free-trade zone still unclear. At
the end of September, China officially opened the Shanghai
free-trade zone (FTZ) along with a list of reforms the gov-
ernment hopes to test in the 29-square-kilometre zone over
the next 2-3 years. Most of the extra freedom to set up new
companies and operate them will go to firms providing ser-
vices. Financial services is the focus area with the highest
profile, but other areas getting a chance to partake in the
experiment include logistical services, trade, professional
consulting services, entertainment, health care and training
services. A small group of telecommunications services are
also listed. The FTZ trials extend to 18 branches. At this
week’s launch, operating permits for the zone had already
been granted to 36 companies. Two foreign banks, Citibank
and DBS, are included among the dozen banks given berths
inthe FTZ.

Many practical questions remain open, however. Al-
though fine-tuning and adjustments may come over the next
three months, many of the pilot projects by nature require
the laying of extensive groundwork. This applies particularly
to the financial sector. The plan is to lift restrictions on bank
operations, free up capital movements and yuan convertibil-
ity, which presumes officials should be able to monitor regu-
lations are followed both in the FTZ and in the rest of China.
The proposed deregulation of interest rates would create
additional arbitrage position and moral hazard that could
encourage some parties to exploit the different rules of the
parallel systems and increase risk of abuse. While officials
have experimented with e.g. monitoring money transfers
between Hong Kong and mainland China, it will be a long
time before financial supervision and financial market infra-
structure in the FTZ reach the level of Hong Kong.

The decision to create the Shanghai FTZ is in itself a fas-
cinating step in Chinese reform policy. It signals that the
country’s new leadership has committed to developing an
advanced market based economic system. The experiment is
being conducted under the direct supervision of the govern-
ment, and Shanghai officials have been specifically tasked
with implementation. The top-down arrangement is hoped to
minimise inter-ministry turf battles and mis-communication.

A broader issue is whether regional experiments have
lived their usefulness given China’s current circumstances.
In particular, given the nature and rapid evolution of finan-
cial markets, the FTZ experiment should not impede national
reforms to the financial sector or on-going learning proc-
esses of firms and officials elsewhere. Indeed, with regard to
the financial market, the Shanghai experiment may come a
bit late and, consequently, may bring little in the way of
added value. What China’s financial market may need today
is simply carrying on with reforms at the national level.
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Yuan'’s real effective exchange rate has appreciated sig-
nificantly. The real effective, or trade-weighted, exchange
rate (REER), a measure of China’s price competitiveness
with its trading partners, has strengthened over 6 % this year.
REER gains have been led by sharp yuan appreciation
against the Japanese yen, although the yuan has also been
appreciating rapidly against the currencies of many emerg-
ing economies. The yuan has appreciated less than 2 %
against the dollar this year in nominal terms. On Thursday
(Oct. 3), one dollar bought 6.12 yuan. The yuan has weak-
ened slightly against the euro over the past nine months.

Despite the erosion of price competitiveness in the export
sector, the volume of Chinese exports has grown around
10 % this year. Chinese export firms appear to have been
bearing the costs of yuan appreciation. For example, prices
of Chinese products shipped to the US have declined an
average of about 1 % this year.

While economic growth has slowed significantly in re-
cent years, authorities have refrained from re-pegging to the
dollar to boost export growth, as occurred in 2008 when the
financial crisis broke out. Central bank interventions in the
foreign exchange market have become less frequent, sug-
gesting that market forces are increasingly allowed to guide
the yuan’s exchange rate and that the yuan’s exchange rate is
closer to equilibrium than earlier. Indeed, an IMF assessment
last summer found the yuan’s exchange rate would be in
equilibrium with an appreciation of just 5-10 %.

Guiding of the yuan’s exchange rate is accomplished in
practice with the central bank setting the yuan’s reference
exchange rate on the morning of each trading day. The cen-
tral bank then refrains from intervention as long as the yuan
appreciation or depreciation amounts to less than 1 %
against the US dollar. If pressure for a bigger swing occurs,
the central bank will begin to buy or sell currency. Although
the official statement says the yuan’s exchange rate is de-
fined relative to a currency basket, yuan steering seems to be
tracking the US dollar. Changes in the yuan’s exchange rate
against other currencies largely reflect their changes against
the dollar.

Yuan-dollar exchange rate, REER and NEER (rising trend

indicates yuan appreciation)
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Major forecasts for the Russian economy lowered. Fol-
lowing the Russian economy ministry’s lowered forecast in
late summer, the IMF and the World Bank cut their fore-
casts for Russian GDP growth this year to 1.5 % and 1.8 %.
The IMF’s October figure reduces its April figure by nearly
two percentage points. Like the economy ministry, the IMF
and the World Bank expect Russia’s GDP growth will re-
vive to over 3 % in 2014 as long as the world economy and
global trade recover. The draft of the Central Bank for the
annual monetary policy programme notes that for a basic
forecast one could also consider a more cautious path that
puts GDP growth at about 2 % in 2014 and about 3 % in
2016. The forecasts assume a slight decline in the oil price
in the next few years.

The rates of economic growth under the IMF and World
Bank forecasts require on-going moderate growth of con-
sumption and revival of investment growth. The IMF ex-
pects the volume of Russian exports to increase about 3 %
a year if export growth outside the energy sector remains
relatively brisk. The IMF says Russian imports would grow
2-3 % this year and about 5 % p.a. in coming years.

The IMF and World Bank caution that their Russia fore-
cast figures are subject mostly to downside risks relating to
the global economy and the oil price, as well as factors that
could depress consumption and investment in Russia. Ear-
lier Russia’s economic growth was supported by e.g. the
rising oil price and increased utilisation of production ca-
pacity. The IMF emphasised that Russia’s future growth
rate depends on improving productivity and investment,
which calls for an improved investment climate. The state’s
role in the economy should also be diminished.

Russia’s foreign trade and current account figures
weaken further. Preliminary balance-of-payments figures
from the CBR indicate that the current account surplus
contracted to just over $1 billion (0.2 % of GDP) in the
third quarter of this year. The surplus for the past four quar-
ters shrank to below 2 % of GDP. The decline in the size of
the current account surplus reflects a shrinking goods trade
surplus, a gradually deepening services trade deficit and
increased interest payments on debt to foreign creditors.
Russia’s current account figures were the grimmest since
1998, when the current account last showed a deficit.

The value of exports of goods and services in the third
quarter was about the same as a year earlier. Earnings de-
clined on exports of crude oil and petroleum products, as
well as other non-energy commodity exports such as met-
als. The drop in total export earnings was prevented mainly
by growth in services exports and a recovery in natural gas
exports.
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The value of goods and services imports in the third
quarter was only slightly larger than a year earlier. Goods
imports alone, however, were slightly lower than a year
earlier. Services imports continued to boom, driven in part
by spending of Russian travellers abroad (up over 25 %).

Russian exports and imports valued in euros, % change from
four quarters previous
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Capital outflow from Russia has continued and weak-
ened the ruble. Preliminary balance-of-payments figures
from the CBR show the net outflow of private capital
abroad picked up in the third quarter. This was most pro-
nounced for the corporate sector (excluding banks). For the
past four quarters, the net outflow from the private sector
was about 2.5 % of GDP, while the net outflow from the
corporate sector (excluding banks and foreign currency held
as cash) was nearly 3 % of GDP.

Corporate direct investment (DI) outflows from Russia
increased substantially in the third quarter. For the first time
in over a year they exceeded DI inflows to Russia’s corpo-
rate sector from abroad (this excludes the TNK-BP deal in
March, which generated a one-time DI net outflow equal to
2 % of annual GDP). In the past four quarters, more DI
flowed into the corporate sector (3 % of GDP) than out of
the corporate sector abroad (2 % of GDP). Fictitious trans-
actions by the corporate sector and unrecorded capital out-
flows have remained steady at 2-2.5 % of GDP.

The ruble’s exchange rate has increasingly reflected the
effect of capital outflows as the current account surplus has
shrunk. With the net direction of capital flows outbound,
the ruble has faced depreciation pressure since late spring.
While the CBR refrained almost entirely from intervening
in Russia’s foreign currency market from autumn 2012 to
early summer this year, it has since slowed the rate of ruble
depreciation somewhat by purchasing relatively small
amounts of rubles every trading day. In any case, the ru-
ble’s exchange rate has declined since May by 5-6 %
against the CBR’s dollar/euro currency basket used to steer
the external value of the rouble as well as the CBR’s trade-
weighted currency basket.
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International financial institutions lower their forecasts
for China. The IMF’s latest World Economic Outlook
(WEO, October 2013) slightly lowers its previous forecast,
and now sees the world economy growing 2.9 % this year
and 3.6 % in 2014. A leading cause of the downward revi-
sion in the growth forecast was lower growth in emerging
economies, due in large part to a decline in commodity
prices and lower potential growth. The slowing of growth,
combined with a possible tightening of United States’ mone-
tary policy and rising interest rates will complicate eco-
nomic policy in emerging economies also in the future.

Economic growth in China in recent years has largely
been predicated on fixed capital investment financed with
credit. This has worsened the imbalances in financial mar-
kets, as well as the disparity between private consumption
and fixed capital investment. The IMF estimates that
China’s public sector overall runs an actual budget deficit of
about 10 % of GDP if all commitments are included. In
comparison, China’s official deficit is reported to be just
over 2 % of GDP. Such underlying structural problems and
risks to the financial markets have dampened the govern-
ment’s enthusiasm for economic growth rates above the
current level.

GDP growth forecasts for China, %
2012 2013 2014 2015

IMF 7.7 7.6 7.3 7.0
WB 7.7 7.5 7.7 7.5
ADB 7.7 7.6 7.4 =
BOFIT 7.7 7.5 7 7

The IMF, WB and ADB forecasts were all released in October
2013. The BOFIT Forecast for China is from September 2013.

The IMF expects China’s government to attempt a cor-
rection of its economic imbalances. This means a gradual
slowing in economic growth to 7 % over the next two years
(see table). The flip-side benefit of reforms and lower eco-
nomic growth is that China could see more sustainable gains
in living standards. The managed slowdown is also the best
choice from the global economy’s standpoint as cheaper
commodities more than make up for China’s lower import
growth. Continuing imbalances could lead to a sharp slow-
down in the Chinese economy and a lengthy recession that
would cut global GDP by as much as 1.5 %. Under the
IMF’s basic scenario, China’s current account surplus rises
from 2.5 % this year to 3 % in 2015.

In October, the World Bank (WB) and the Asian Devel-
opment Bank (ADB) also released new growth forecasts for
China that were substantially lower than their earlier fore-
casts. Besides China, both forecasts cut their growth out-
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looks for other emerging economies in East Asia and the
Pacific. Despite this, the World Bank estimates that the
region will account for about 40 % of this year’s world eco-
nomic growth and a third of growth in world trade.

Share prices on China’s stock markets bounce back
from June lows. When liquidity dried up in June, China’s
interbank market tightened dramatically, causing share
prices to plunge. Share prices on China’s stock exchanges
have clawed their way back during late summer, and are still
continuing to rise. In many other countries in East Asia,
share prices rose sharply in September.

Share prices have been on a long downward trend on
both the Shanghai and Shenzhen stock exchanges. Follow-
ing the international financial crisis, share prices rebounded
to a high point in 2009. Since then they have largely been in
decline. The market capitalization of the average Shanghai
A-share listed company has declined about 30 % from the
start of 2010. Stock price gains have also clearly been
weaker in China than in other emerging economies on aver-
age. For example, the Morgan Stanley Capital International
emerging markets index (MSCI EM) and the Moscow Ex-
change’s RTS index now sit broadly at the same level as in
early 2010. Moreover, the MSCI EM index includes the
Shanghai stock exchange and without inclusion the index
would be on higher level.

A number of explanations have been offered to explain
the weakness of Chinese share prices. China’s economic
growth and growth in corporate profits have slowed. Listed
firms have not necessarily been particularly transparent on
their actions and investors find it hard to trust the informa-
tion companies disseminate. Companies also dedicate a
large part of their profits to investment at the expense of
shareholder dividends.

Overall, Chinese shares have failed to yield expected re-
turns. As a result, many have found it preferable to put their
money in real estate, where prices have been soaring in
recent years despite state efforts to slow the rise in prices.

Stock exchange trends in Shanghai and Moscow, as well as
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World Bank now sees Russia as a high-income country.
As part of its annual income comparison, the World Bank
this summer reclassified Russia from a middle-income
country to the high-income group.

World Bank classifications use Gross National Income
(GNI) per capita and recognise four groups: low-income,
lower middle-income, upper middle-income and high-
income countries. Under the World Bank methodology that
uses nominal exchange rates, Russia’s GNI per capita last
year was $12,700. That was enough to lift Russia into the
league of rich countries, defined in 2012 as a minimum of
about $12,600 per capita. Russia’s GNI per capita is on par
with Poland and Croatia. Last year’s GNI per capita was
$9,800 for Kazakhstan, $6,500 for Belarus and $3,500 for
Ukraine.

Finnish GNI per capita was $46,900 last year, while the
figure for the United States was $50,100.

Wealth in Russia is concentrated in the hands of a few,
while income distribution is more even. Credit Suisse’s
Global Wealth Report 2013 ranks Russia the country with
the most uneven wealth distribution in the world. The study
found that just over 100 people have a net worth exceeding
$1 billion, and that the wealth of these individuals together
represents about 35 % of all the wealth held by Russians.
The corresponding share of billionaires globally is 1-2 % of
total wealth. Russia is the number-two country in the world
after the US by its number of billionaires.

Looking at average per capita wealth, Russia ranks
rather poorly from a global perspective. The average per
capita wealth in Russia was estimated at $8,700, when the
world average is nearly $34,000. Russia is one of the rare
countries, where average per capita wealth is smaller than
the per capita GDP. The wealth distribution for Russia
shows that 94 % of adults have net wealth of less than
$10,000. That share is about the same as in e.g. India and
Africa.

Income distribution in Russia is far more even than
property distribution. According to the CIA Factbook, Rus-
sia ranks 52" out of 136 countries in terms of income ine-
quality (inequality is highest in the top ranking countries).
Income distribution is more uneven e.g. in the US and most
developing countries than in Russia.

The average net worth of a Chinese, according to the
Credit Suisse wealth report, was $16,400, with far more
even wealth distribution in China than in Russia. The report
notes wealth in China was allocated fairly evenly at the
start of the 2000s due e.g. to the virtual non-existence of
inheritable property. In recent years, the wealth gap has
widened rapidly. The divergence is partly driven by uneven
income gains. The CIA Factbook ranks China 29™ and
Hong Kong 11" in income disparity.
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Strong pressures to crack open the National Welfare
Fund piggy bank. The government has announced it will
use stimulus measures to revive economic growth, but the
tight budget situation means that the measures must be
financed also from sources other than the federal budget.
As a result, attention has turned to tapping assets amassed
in National Welfare Fund from taxes and fees on oil & gas
production and exports.

National Welfare Fund assets were initially set aside to
fund liabilities that will arise in coming years from changes
in the pension system. For this reason, most assets were
invested as cautiously as possible in high-grade, low-risk
foreign securities. The most significant exception was an
investment of about 400 billion rubles in state-owned banks
to stabilise the financial sector during the 2008 financial
meltdown. The Fund currently holds about 2.9 trillion ru-
bles (about €65 billion). The state’s second large oil money
fund, the Reserve Fund, sets aside money to cover budget
deficits. It currently holds about 2.8 trillion rubles.

President Putin announced a change in investment pol-
icy regarding the National Welfare Fund last June. He said
that 450 billion rubles (about €10 billion) in Fund assets
would be used to finance three large projects: Moscow Ring
Road Il, construction of the Moscow-Kazan high-speed
rail line and modernisation of Siberia’s railways.

At the beginning of October, Putin also promised that
the National Welfare Fund could be accessed for other
purposes than the three above-mentioned projects. The
organisations interested in such financing include state
hydropower company Rushydro, electrical power distribu-
tor Rosseti and nuclear power company Rosatom. The gov-
ernment’s decision last month to limit rate hikes of infra-
structure companies in coming years has fuelled interest of
these companies in financing.

The economy ministry has proposed that financing could
also be allocated to high-tech projects, including shipbuild-
ing and aerospace industries, as well as space technology
companies. According to recent finance ministry proposals,
National Welfare Fund assets could be invested in bonds
issued by domestic companies. Risks would be greater than
under the current investment model, but the yield potential
would also be higher.

Due to the ever-deteriorating outlook for the pension
system, National Welfare Fund assets could soon also be
needed for their original purpose, i.e. funding pensions.

The finance ministry stresses that the National Welfare
Fund money invested in the projects must really be paid
back. The ministry is particularly sceptical about the viabil-
ity of the big transportation projects and worries about
lowballing of investment calculations.

Observers wonder why there was no thorough debate
before a significant change in the Fund’s investment policy
was made. They also doubt whether the three large trans-
portation projects already announced are the most efficient
choices for enhancing economic growth.
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PBoC and ECB make currency swap deal. Under the
currency swap arrangement made this month, the European
Central Bank gains the possibility to swap up to €45 billion
for yuan. The agreement remains in force three years. The
yuan is not a freely convertible currency, so the availability
of yuan internationally is limited. Under the deal, the risks
associated with yuan settlements in the eurozone are re-
duced as the ECB can provide yuan and thereby ensure the
stability of financial markets.

The People’s Bank of China has made swap deals with
about 20 central banks as part of its efforts to promote inter-
national use of the yuan. The PBoC last summer signed a
swap agreement with the Bank of England. London has long
been an active supporter of developing a yuan settlement
market and has been eager to introduce the yuan into regular
market transactions. Facilitating yuan-based transactions is
today viewed as an important competitive factor among
international financial centres.

China inflation accelerates in September; housing prices
soar. China’s National Bureau of Statistics reports the rise
in consumer prices accelerated from 2.6 % in August to

3.1 % in September. Food prices, up over 6 % y-0-y in Sep-
tember, drove most of the increase. There has also been a
slow, but steady, rise in prices of non-food goods over the
past nine months; the on-year increase in September was
slightly below 2 %. Food prices have a large impact on
Chinese inflation figures as they make up about a third of
the consumer basket used to measure Chinese consumer
price inflation. Shifts in global energy prices, on the other
hand, are usually mitigated or slow to appear as domestic
energy prices are regulated.

Lower world commaodity prices and over-capacity in cer-
tain industrial branches kept producer prices in overall de-
cline in September. Producer prices have been declining
since the start of 2012.

Housing prices in 70 of China’s large cities climbed over
8 % y-0-y in August — the fastest rise in over two years. It
appears that the official measures to cool property prices no
longer have much effect. Prices rose fastest in the major
metropolises, and the latest surveys indicate a further accel-
eration in prices in September. According to stock market
press releases, several large builders are reporting that they
had already sold their entire target for the year by Septem-
ber. Despite brisk sales, some builders appear to be strug-
gling as they are deeply indebted and financing costs have
been rising faster than revenues according to some media
reports.
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China disappointed with flat-lining of export growth in
September. Markets were clearly disappointed to learn that
the value of China’s September exports in dollar terms was
unchanged from September 2012. Flagging growth in ex-
ports was seen to indicate the fragility and unevenness of the
global economy recovery. China’s exports to e.g. Germany,
France, Italy, Brazil, as well as many important Asian coun-
tries went into decline. Exports to the US and UK, in con-
trast, were strong. After a long while, exports to Japan also
began to revive. The weak export growth also reflects the
large number of holidays falling in September; i.e. there
were fewer working days than in September 2012. In Janu-
ary-September, China exported 8 % more goods than in the
same period a year earlier.

Goods imports were up 7 % y-0-y in September, and im-
ports for January-September rose at the same pace. The
steady rise in imports in recent months suggests that China’s
near-term economic growth outlook is on relatively stable
footing. The increase in energy and metal imports likely
signals a pick-up in construction activity and inventory
growth. This was reflected in higher prices for sea freight.

China’s trade surplus shrank to $15 billion in September.
The trade surplus for January-September amounted to $170
billion, about $20 billion more than a year before.

China’s rising foreign currency reserves hint increased
appreciation pressure on the yuan. As of end-September,
China’s foreign currency and gold reserves hit $3.66 trillion,
an increase of about $160 billion from the end of June. Even
though detailed balance-of-payments figures will be re-
leased later, it is already clear that higher reserve growth is
driven by an increase of tens of billions of dollars in capital
imports compared to April-June on top of the rise of the
value of euro-denominated investments in dollar terms.
During July-September, capital outflows from other emerg-
ing economies increased.

The balance-of-payments figures indicate strong demand
for China’s currency that is putting appreciation pressure on
the yuan. After remaining stubbornly at 6.12 since July, the
yuan-dollar exchange rate jumped to 6.10 this week.

Growth in China’s currency reserves since 2000, USD billion
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CBR moves closer to a free-floating ruble. The Central
Bank of Russia has used a managed float since 1999 to
guide the ruble’s exchange rate. In recent years it has
gradually allowed the market to play a larger role in deter-
mining the rate. The CBR employs a dollar-euro currency
basket in steering the ruble’s external value. The ruble
fluctuates within a 7-ruble-wide corridor relative to the
basket. To smooth daily movements, the CBR has inter-
vened in the currency markets also when the rate has been
close to the midpoint of the corridor. On October 7, the
CBR decided to intervene only when the ruble’s value ap-
proaches the upper or lower limits of the float boundaries.
The CBR last month reduced the amount of money avail-
able for daily volatility smoothing.

The corridor shifts automatically to provide the ruble
with extra room to rise or fall whenever central bank inter-
ventions (other than daily volatility smoothing) reach a
certain amount. This is interpreted as a profound change in
market conditions that the ruble rate must accommodate.
The fluctuation band has shifted twelve times since the start
of June, and last month the CBR modified the trigger
mechanism to make it even more sensitive to market shifts.

The CBR seeks to achieve a free-floating ruble by 2015,
when it will turn its monetary policy focus wholly to infla-
tion targeting. The CBR would still defend the ruble’s ex-
change rate in exceptional circumstances.

Ruble exchange rate against dual-currency basket and corri-
dor limits, 27 February 2009 — 21 October 2013 (rising trend
indicates ruble depreciation)
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As part of measures to increase the transparency of its
operations, the CBR this month published for the first time
detailed information on the guiding principles of its ex-
change rate policy.

Observers note the consistency with which the CBR’s
policy of incremental ruble deregulation has been carried
out over the past couple of years. The latest measures may
reflect devaluation pressure on the ruble and signal a desire
of policymakers to let the ruble depreciate more freely.
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Gradual liberalisation of the ruble exchange rate brings
increased volatility and higher risk in e.g. foreign trade. The
ruble has lost about 8 % of its value against the euro and
over 4 % against the dollar since the start of the year. The
drop is evident e.g. in the financial results of some of the
foreign corporations operating in Russia.

Russia’s government budgets face hard times ahead.
The finance ministry’s latest estimates show growth in
revenues to the consolidated government budget (combined
federal, regional and municipal budgets, and state social
funds) compared to earlier years will slow considerably in
coming years even if growth recovers from this year’s ex-
ceptionally low growth to over 8 % from next year on-
wards. Government revenues relative to GDP declined this
year and should then remain just below 36 % of GDP.

The latest revenue projection is based on the economy
ministry forecast that sees GDP growth accelerating next
year to over 3 % a year. Government revenues from oil and
gas are not expected to rise if the oil price hovers around
$100 a barrel. Production and exports of oil & gas are ex-
pected to rise very slowly in coming years. Thus, the state
is raising revenues through hikes in various minor taxes
such as excise taxes. The finance ministry says achieving
expected revenue levels also requires better tax collection
and efforts to reduce the size of the shadow economy.

The finance ministry estimates that the rise in govern-
ment spending will slow in coming years, remaining at
around this year’s 8 % pace. The share of spending in GDP
will only shrink slightly in 2014 and 2015. The share this
year should be slightly less than 37 % of GDP.

While the deficit target for the consolidated government
budget has been slightly increased, the deficit estimate for
2014 and 2015 is still just 1 % of GDP. Government debt
(including state-granted guarantees) relative to GDP will
increase by about two percentage points and the state Re-
serve Fund will grow slowly. Government debt at the end
of 2016 should be just over 14 % of GDP and the Reserve
Fund and National Welfare Fund combined should equal
nearly 8 % of GDP.

Consolidated public sector revenues and expenditures, and
consumer price inflation, 12-month moving average, % y-0-y
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China’s GDP growth accelerated in the third quarter.
China’s National Bureau of Statistics reports GDP rose in
real terms 7.8 % y-o-y in the third quarter, and 2.2 % g-o0-q.
12-month growth accelerated slightly from the second quar-
ter, while on-quarter growth accelerated sharply (see chart).
China’s growth target for this year is 7.5 % and most inter-
national institutions and investment banks expect 2013 GDP
growth to come somewhere in the range of 7.5-8.0 %.

Change in real GDP growth from previous quarter, % (sea-

sonally adjusted)
4 g-0-q %-change

3.5

\

g
SNV~

; /] YA,
Y \VAY,
1

0.5

° 2005 2007 2009 2011 2013

Sources: BOFIT (2005-2010); NBS (2011-present)

The revival in economic growth largely originates from a
pick-up in the pace of growth in fixed capital investment.
During the summer, China’s leadership was concerned
about meeting its growth targets for this year so it imple-
mented a “mini-stimulus” to accelerate economic growth.
The stimulus was mainly directed at fixed capital invest-
ment. Growth in disposable household income has slowed
this year from previous years, which has also dragged down
domestic consumer demand growth. While the contribution
of net exports to GDP growth has long remained quite mod-
est, the economic significance of exports to the Chinese
economy is much larger, as export earnings drive both do-
mestic investment demand and consumer demand.

China’s government this week announced that it was sat-
isfied with the current pace of economic growth and indi-
cated that GDP growth was on target for this year. The gov-
ernment is probably redirecting its economic policy focus
back to long-term structural economic reforms.

Private consumption to GDP ratio increased in 2012. The
NBS finally released its long-awaited 2012 GDP data this
month. One fascinating jewel in 2012 data was that private
consumption accounted for 36 % of GDP, a full percentage
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point increase from 2011. Public consumption was un-
changed from previous years at just over 13 %.

Nevertheless, last year’s figures did not show any sig-
nificant shifts in the structure of the Chinese economy.
Fixed capital investment still accounted for slightly below
46 % of GDP. Instead, private consumption was given room
by inventory investment, which saw its share to decline a
full percentage point to 2 % of GDP. China’s trade surplus
for goods and services increased slightly from 2012, but net
exports still remained below 3 % of GDP.

China’s GDP grew 7.7 % in 2012. About half of that
growth came from consumption and half from investment.
The contribution of net exports was essentially near zero.
The continued reliance on capital investment this year to
sustain economic growth could actually increase the share of
investment in GDP this year.

Some researchers claim that China’s private consumption
relative to GDP is actually much higher than official figures
suggest as a significant share of private consumption never
gets recorded and some private consumption is recorded as
corporate investment.

Lower income growth in China. The NBS reports that real
disposable incomes of urban households increased slightly
less than 7 % y-0-y in the first three quarters of 2013. In-
come growth, especially in wages, has slowed this year. The
average per capita monthly income for an urban household
was 2,240 yuan (about €270). In the countryside, the rise in
household incomes remained brisk, rising nearly 10 %
y-0-y. While the rise in incomes has long been higher in the
countryside than in cities, the rural average monthly income
was still just 850 yuan (about €100) per capita.

In addition to officially tracked earnings, the Chinese
earn large amounts of under-the-table income. A research
study published in September found that total grey-income
equalled about 12 % of GDP in 2011, or nearly 4,500 yuan
per capita. Off-the-books earnings, however, are not distrib-
uted evenly. Most of the money goes to the richest house-
holds, which, the study suggests, have higher actual in-
comes. Thus, income disparities in China are considerably
greater than official figures show. The study was based on
interviews with 5,000 households.

Thanks to relatively high economic growth and rising
earnings, the number of super-rich individuals in China
continues to rise. Forbes latest global billionaire survey
found 150 Chinese with net wealth exceeding $1 billion.
Wang Jianlin, China’s richest man and chairman of the
Dalian Wanda Group, made his money in the real estate
sector. With net assets of about $14 billion, he is ranked as
around the world’s 60" richest person. China’s richest
woman is Yang Huiyan with net assets of about $7 billion.
She, too, is a real estate mogul.
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Russian Duma approves law extending recycling fee to
domestic-built vehicles; new forms of subsidy for do-
mestic car industry proposed. EU-Russia trade relations
have been strained ever since Russia joined the WTO in
August 2012 due to Russia’s imposition of a recycling fee
on all imported cars. The fee equals the duty reduction for
cars mandated in Russia’s WTO membership negotiations.
The recycling fee violates WTO principles as it exempts
domestically produced vehicles from the fee.

Russia promised last January to correct the situation
within six months. After nothing happened, the EU and
Japan filed in July an official request for consultations with
the WTO. The EU further asked the WTO last month to
form a working group on the matter. The legislation requir-
ing domestic carmakers to pay the recycling fee was rapidly
processed by the Duma and passed on October 16. The law
goes into effect at the beginning of next year. As a result,
the WTO is holding off on its investigation, which would
be a first for Russia under the WTO’s dispute resolution
process.

Russia’s industry and trade ministry has drafted a bill
that extends subsidies to the car industry from the start of
next year. Subsidies would be paid to all car manufacturers
engaged in assembly operations, and thus would cover
practically all major carmakers. The subsidies would be
paid for production of low-emission vehicles, as well as for
covering costs related to product development and main-
taining employment, among others. Russian experts say that
the proposed subsidies conform to WTO rules.

Customs union summit exposes Kazakh and Belarusian
unhappiness. The summit was held last Friday (Oct. 25) in
Minsk. Kazakhstan’s president Nursultan Nazarbayev of-
fered the strongest criticism of the custom union. In his
opinion, trade imbalances have increased since the customs
union was created in 2010. Producers in Kazakhstan and
Belarus find it difficult to get their products onto the Rus-
sian market due to technical barriers to imports. Part of the
problem is that the customs union has yet to adopt common
product standards. Russia’s certification system differs
substantially from the Kazakh system, making export of
meat products from Kazakhstan to Russia essentially im-
possible. Kazakhstan’s economy has also suffered from the
fact that the country has yet to be allowed to export electric-
ity to Belarus via Russia. Nazarbayev also wants to see
relaxation of inspection measures for goods at the outside
borders of the custom union.

Nazarbayev complained that the Russian members of the
Eurasian Economic Commission, the customs union’s high-
est regulatory body, take their orders from Moscow, even if
the commission is supposed to be independent. For this
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reason, Kazakhstan sees no point in supporting proposals to
increase commission powers.

Belarus president Alexander Lukashenko complained
that exceptions and restrictions on free trade for specifically
agreed products during the formation phase of the customs
union have actually increased for the time being, even if the
ultimate goal is to gradually eliminate such exceptions
altogether. The thorniest issues relate to exceptions for
crude oil and petroleum products. Russia and Belarus dis-
agree e.g. on duties of petroleum products refined from
Russian crude in Belarus for export to third countries.

Customs union members are currently drafting a basic
agreement on the Eurasian Economic Community that will
replace the customs union in 2015. President Vladimir
Putin said the agreement must clearly specify obligations of
members in various spheres of economic regulation. The
agreement should guarantee free movement of goods, la-
bour and capital. Putin lamented that all customs union
goals have yet to be implemented.

World Bank finds Ukraine, Ruanda and Russia make
biggest strides in becoming more business friendly. The
latest World Bank Doing Business 2014 survey notes that
over the past year Russia has risen from 112" to 92™ place
among the 189 countries surveyed. Russia’s current busi-
ness environment is on par with e.g. Albania and Serbia.

The World Bank survey measures the impact of state
regulation on business activity in the largest city of each
country in the survey. The survey ranks each country in ten
categories, each of which is evaluated by three or four indi-
cators. Assessments of experts and regulatory officials
provide the basis for each country’s scoring.

President Putin decreed in May 2012 that Russia would
become one of the top 20 most business-friendly countries
in the world by 2018. The move has made Russian officials
look into what should be done to make such gains in each
of the World Bank categories.

Russia saw its largest gain this year in the category for
how long it takes for a company to get hooked up to the
electricity grid, with the average number of days for a con-
nection falling from 280 to 195 days. The average number
of days to process a building permit fell from 344 to 297
days, while the number of days to register property dropped
from 44 to 22 days.

A noteworthy limitation to the World Bank survey is
that it only covers one of the areas affecting business envi-
ronment, namely state regulation. Hence, it omits such
important factors as ease of access to markets, free and fair
competition, judicial independence and existence and extent
of corruption. The survey also overlooks the qualitative
aspects of official activity.

Russia’s generally weak business environment is a big
reason that domestic firms invest relatively little in their
home country, preferring to hold significant amounts of
their assets offshore.
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China expected to announce new economic policy
framework and renew commitment to reform. The third
plenary session of the 18" Central Committee of Communist
Party convenes next week (9—12 November). The Central
Committee is made up of 204 members, who serve a five-
year term. The committee assembles annually, but tradition-
ally the third plenum is reserved for hammering out major
economic policy themes. Expectations were raised even
further that something was in the works late last week, when
Yu Zhengsheng, a member of politburo standing committee,
described the reforms in consideration as “unprecedented.”

Ministries, research institutes and other central players
have prepared reports and policy recommendations for the
Central Committee. While there have been no official an-
nouncements of the proposed reforms, some draft docu-
ments have been circulating in public.

The Development Research Centre (DRC), which serves
as a think tank for the State Council, has reportedly pro-
posed moving towards a more market-based economy, im-
proving transparency in public administration and increasing
legal protections. To achieve these goals, the DRC is calling
for reforms in such areas as public administration, fiscal
system, state monopolies, land ownership, financial sector,
state ownership and treatment of foreign firms.

Other reforms that have been suggested include changes
in the hukou household registration system and relaxation of
the one-child policy so that couples could have a second
child if only one of the parents is a single child. Currently,
both parents have to be only children to be eligible for a
second child.

No matter what the nature of the reform plans an-
nounced, what matters most is that China’s leaders show a
strong commitment to future reforms. The lesson from
China and other countries suggests that structural reforms
only succeed with decision-makers genuinely behind them.

China takes further steps in deregulating interest rates.
Late last month, the People’s Bank of China introduced its
new loan prime rate, which is calculated daily based on the
weighted average rate that the nine largest banks charge
their best corporate customers. The PBoC hopes the loan
prime rate will provide more information about the level of
market rates and help banks adjust, as the central bank is
gradually giving them more freedom to set their rates.

The situation will, however, remain complicated for in-
terest-rate policy in general. As the large state banks domi-
nate how the loan prime rate is determined, the new rate will
likely reflect the government’s view of the appropriate in-
terest rate. The loan prime rate now coexists with the
PBoC'’s reference lending rates, even if lending was freed
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from interest rate regulations last July. The first loan prime
rate (one-year) quote last week was 5.7 %, while the one-
year reference rate stood at 6.0 % for the second year in a
row.

Deposit rates, in contrast, are still subject to strict regula-
tion, although the central bank has said it will soon allow
market-based interbank trade on certificates of deposit. In
addition to helping liquidity management of banks, freeing
up the trade for wholesale savings is seen as a step towards
deregulation of deposit rates. Among the obstacles to exten-
sive deregulation of deposit rates is the lack of legislation on
depositor protection. The government is considering new
initiatives in this area.

At the end of October, bank liquidity again tightened and
short-term interest rates spiked as corporate tax payments
came due. Although no rate shock similar to that of late June
is looming, rates are up since last spring.

Shanghai interbank offered rate (7-day Shibor)
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China’s grain harvest increases again this year. The Na-
tional Bureau of Statistics reports that this summer’s grain
harvest reached 132 million metric tons, up two million
metric tons from last summer’s harvest. The summer harvest
constitutes about a fifth of the overall harvest. The main
harvest season is autumn. Preliminary reports suggest the
autumn harvest will also be bigger than last year. Meat pro-
duction has tracked the increases in grain production, with
both up just over 1 %.

China seeks to be 95 % self-sufficient in its main grain
crops. Although farm output has risen in recent years, con-
sumption has risen faster, forcing China to rely more on
food imports from abroad. As imports have risen, China’s
self-sufficiency has fallen by some estimates to below 90 %.

Farm output has been boosted by switching to higher-
yield varieties, increased irrigation and better training of
farmers in fertiliser use. However, there is still plenty of
room for improvement in Chinese farming methods. For
example, the size of the average farm is still tiny (0.5 hec-
tare), which prevents, among other things, efficient use of
modern farming equipment.
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Russia postpones plans for tax reforms to energy sector.
Russia for several years now has been discussing a make-
over of its policies on oil sector taxation. The current sys-
tem based on charges based on production and export vol-
umes would be replaced by taxing profits to encourage
higher production levels and boost investment in explora-
tion and development of new capacity. Russia faces the
challenge that many of its largest current oil fields in pro-
duction are in decline, while new oil and gas deposits are
geographically remote and hard to access. Bringing new
fields on stream is crucial for the sector’s development.

Russia charges two different taxes on crude oil: a natural
resource extraction fee and an export duty. The oil export
duty, which has been applied since 1999, is calculated
based on export volume and the prevailing world price of
crude oil. The export duty schedule was made sharply pro-
gressive in 2004. The principles of resource extraction fees
have remained essentially unchanged since they were intro-
duced in 2002. The extraction fee, which is also progres-
sive, is based on oil production volume and the prevailing
world price for crude oil. Since 2007, the state has adjusted
the extraction fee based on e.g. production conditions and
location of the production site.

Oil companies and the energy ministry have proposed
shifting to a tax scheme that targets operating profits. This
would encourage companies to invest in development of
new fields (including deposits with daunting technical and
logistical challenges), as well as trying to squeeze more oil
out of mature fields where production has become increas-
ingly expensive. The current system tries to achieve these
same goals by fashioning customized tax breaks.

Last week, the government took up changes in the taxa-
tion regime. Due to opposition from the finance ministry,
however, none of the proposed changes are likely to be
implemented any time in the near future. The finance min-
istry’s main objection is that the move would reduce tax
revenues. The energy ministry and oil companies are striv-
ing to introduce the new taxation model as a pilot project at
select sites to evaluate the model’s performance.

Given Russia’s bleak fiscal outlook, the government de-
cided this autumn in its draft version of the 2014 budget to
raise resource extraction fees incrementally over the next
three years. Export duties on oil and petroleum products, in
contrast, would be lowered as part of the finance ministry’s
long-term goal of reducing export duties on the oil sector
and shifting the tax emphasis to resource extraction.

Russia’s taxation of its oil sector is extremely severe by
international standards. The state currently captures over
80 % of any rise in oil prices. The gas sector, in contrast,
enjoys a much lighter tax burden. About half of federal
budget revenues come from oil and gas taxation.
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Russia to liberalise gas export rules. Late last month, the
government approved a draft bill allowing companies other
than Gazprom to export liquefied natural gas (LNG) from
the start of 2014. Fast passage in the Duma is expected.

Gazprom has had the sole right until now to export natu-
ral gas. The government says its decision should help in-
crease Russia’s share of the global gas market, which has
seen demand for LNG increase much faster than demand
for gas transmitted by pipeline.

In the government’s draft law, several demands are
placed on LNG exporters related e.g. to the scope of com-
pany operations and ownership base. In practice, there are
just two companies at the moment that meet the require-
ments: state oil company Rosneft and Russia’s second larg-
est gas producer, the privately held Novatek. The decision
to allow others to export LNG means both companies could
eventually become major competitors of Gazprom. Even
more important, perhaps, would be that other companies
could gain easier access to Gazprom’s gas pipeline grid. At
the moment, Gazprom has the sole right to export gas via
pipeline.

The liberalisation of LNG exports is a significant step in
weakening Gazprom’s gas monopoly.

Russia creates separate ministry for construction, hous-
ing and public utilities. Last Friday (Nov. 1), president
Vladimir Putin announced that the federal agency handling
services for construction, housing and utilities, Gosstroi,
will now be elevated to ministry status. Gosstroi, estab-
lished last year, failed in its tasks of moving ahead on stuck
reforms in the municipal service sector and eliminating
bureaucracy related to construction.

The problems facing the new ministry remain huge. The
quality of housing and level of municipal services in Russia
is extremely low. Much of Russia’s housing stock is old
and in poor shape. Two-thirds of apartment buildings need
basic repairs and the situation worsens every year. Money
set aside by the state for basic repairs is insufficient and
residents lack the funds to finance necessary major repairs
themselves.

About a quarter of all district-heating networks and
about 40 % of water and wastewater networks are in need
of complete overhauls. Consumer rates for heat, water and
gas have risen rapidly in recent years as part of the govern-
ment’s efforts to bring rates up to a level where they cover
production costs. Rising rates, however, have not translated
into improved quality of service and have become a source
of general dissatisfaction among the populace. Part of the
problem is that housing and utilities are among the most
corrupt sectors in Russia.

The government says one solution to improving munici-
pal services would be to attract more private investment
into the sector.
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Beijing tries again to subdue investment craze at local
level. The central administration has worried for years about
overcapacity in many industries that has been mainly driven
by the desire of local administrations to sustain growth and
improve their own chances for managerial advancement.
Unfortunately, central government demands that locals do
something about their excess capacity problems have fallen
on deaf ears. This month, the central administration again
warned again local authorities not to challenge government
restrictions on investment. This time the government spe-
cifically named steel, glass, cement, aluminium and ship-
building as branches which, in its opinion, suffer from ex-
cess capacity.

Excess capacity and low capacity utilisation have repeat-
edly been cited as potential problems for China. In addition
to the branches mentioned by the state, excess capacity and
falling prices have recently plagued such industries as cop-
per fabrication and solar panel production. Construction of
additional capacity has been fuelled by the availability of
cheap bank financing due often to active involvement by
local administrators. The drop in prices due to overcapacity
and eroded profitability may lead to debt-servicing problems
that affect the entire economy through the financial system.

A lasting solution might be to change incentive systems
and switch to market-based pricing and financing. These
issues will no doubt be touched on at the third plenary ses-
sion of the central committee that starts tomorrow (Nov. 9).
The party gathering will focus on economic reforms. What-
ever resolutions come out of meeting, it is clear that many
industries in China will face some sort of consolidation in
coming years.

Car sales continue to boom in China. Car sales in the
world’s largest market for passenger cars have remained
brisk this year. The number of new cars registered in Janu-
ary-September was up 14 % y-o-y. If the pace continues, it
puts China on track for registering 17 million new cars this
year. In 2012, China registered nearly 15 million cars.

Competition is fierce in the passenger car market, which
in the first nine months of this year saw the registration of
over 100 different car brands. The popularity of foreign
brands continues to rise, and currently foreign brands ac-
count for about two-thirds of all registered passenger cars.
Sales of several European, American and Korean brands
have grown rapidly this year. China-Japan relations seem to
have affected Japanese car sales as registration of major
Japanese brands has either declined or remained at the same
level as last year.

The most popular make by far is still Volkswagen, which
has maintained a strong market presence in China since the
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1980s. About 15 % of all registered cars in China are VWs.
The next most popular makes are the Chinese Wuling,
which concentrates on multi-purpose vehicles, and the Ko-
rean Hyundai. Both have market shares of about 6 %. The
Japanese Toyota and the American Buick each have market
shares of about 5 %.

Most of the cars sold in China are also manufactured or
assembled there. Nearly all large international carmakers
have production in China. Chinese rules require production
plants be held as a joint venture with a Chinese car manufac-
turer and cannot be fully foreign owned. China has used this
approach to promote transfer of technology and business
skills to domestic car manufacturers.

900,000 passenger cars were imported to China last year.
The volume of imports this year is likely to be slightly lower
than last year. China also exports passenger cars. This year
China will export about 400,000 cars, about 100,000 fewer
cars than in 2012. Most exported cars are reportedly Chinese
brands.

There were about 90 million passenger cars on the road
in China at the end of 2012, a roughly ten-fold increase from
2000. It is estimated that every fourth Chinese household
has a car. Most are small passenger cars, which have been
popular recent years partly because they have enjoyed spe-
cial tax breaks. China’s highways are further clogged with
about 20 million lorries and trucks. The numbers of large
vehicles has not risen as fast as the number of passenger
cars.

The rapid increase in the number of cars on the road has
created epic traffic jams and increased vehicle emissions.
Big cities are now trying to rein in the growth the number of
cars on the road by e.g. limiting car registrations. Since
2011, in Beijing license plates have been offered only by
lottery and the amount has been limited to 240,000 plates
per year. The city will reduce the number of plates issued by
a third from the start of 2014. About 1.5 million people have
participated every month to license plate lotteries this year.
License plates are auctioned in Shanghai, with the lowest
winning bid exceeding 80,000 yuan (€10,000) in October.

China’s domestic car production, car imports and exports
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Officials cut growth forecast on domestic economy
weakness. The economy ministry last week released its
new economic projections out to 2030. The basic forecast
sees Russian GDP growth slowing at the end of this decade
to around 2.5 % a year. In the long-range forecast published
last March, the ministry estimated the economy would grow
at over 4 % a year under its most likely scenario and still
exceed 3 % a year under the most pessimistic scenario. The
forecasts are well below the average 5 % annual rate de-
manded by president Putin.

The economy ministry forecast is unchanged for the
near future. It still sees GDP growing at just over 3 %

a year in 2014-2016. The Central Bank of Russia’s forecast
is somewhat more pessimistic. In its monetary policy pro-
gram published last week, the CBR projected GDP growth
of 2 % next year, 2.5 % in 2015 and 3 % in 2016. The fore-
cast is conditional on a recovery in growth of the global
economy.

The economy ministry sees slow import growth in the
next few years. On the other hand, the CBR does not expect
extensive substitution of imports with goods and services
produced domestically.

In its forecast, the economy ministry held to its earlier
forecast of 1.8 % GDP growth this year. On Wednesday
(Nov. 13), however, economy minister Alexei Ulyukayev
announced that growth this year would fall below forecast,
coming in at around 1.5-1.6 %. The revised view is based
in part on Rosstat’s latest preliminary data on GDP growth
in the third quarter. In contrast to most forecasts, growth
failed to accelerate. The 1.2 % pace of on-year growth was
actually a bit lower than in the first half.

Observers have noticed that the reduced growth outlook
reflects a lower estimate of authorities as to the perform-
ance of the Russian economy. This can be seen in the fact
that in the latest projections of the economy ministry there
is hardly any change from earlier in the assumptions about
growth of the global economy and trends in the price of
crude oil, which has an important role in the Russian econ-
omy. The economy ministry also expects growth to slow at
the end of the decade, even if it assumes the price of oil will
start to rise mid-decade from the level of around $100 and
thereafter increase at nearly 4 % a year.

Putin says harsher criminal code needed to fight eco-
nomic crime. President Putin said that the 2011 relaxation
of the criminal code has failed to achieve its intended re-
sults. He noted that public officials convicted of bribery
under current law usually get off with fines, which is not
efficient as most of those fines are never paid.

The law was changed during Dmitri Medvedev’s presi-
dency. Many economic crime classifications were elimi-
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nated and the possibility of holding suspects in jail during

a crime investigation was limited. Penalties for economic
crimes were also reduced. The changes were part of re-
forms to improve the business environment in Russia. They
are often cited as one of the major accomplishments of the
Medvedev presidency.

The goal of the reform was to reduce coercive practices
used on firms. It is not unusual in Russia for competitor
firms or corrupt officials to haul companies into court on
trumped up charges in order to push the victim firm out of
a certain market, take it over or strip it of its assets. Even
the mere threat of a lawsuit is often sufficient to obtain
a bribe.

Especially charges for tax avoidance have been used for
this purpose. The possibilities of doing so were, however,
greatly reduced when the 2011 reform specified that only
tax officials could file charges for tax-related crimes. Ear-
lier it was possible also for the investigative authorities.
Under the proposed amendment that Putin submitted to the
Duma on October 11, charging authority would be returned
to investigators. The argument for the amendment is that
the efficiency in solving tax-related crime has been sharply
curtailed.

The bill proposal was so out of the blue that even the
economy and finance ministries were unaware of it. Rus-
sia’s most important economic interest groups — the Cham-
ber of Commerce and Industry, the Union of Industrialists
and Entrepreneurs (RSPP), Delovaya Rossiya (represents
medium-to-large companies), Opora (represents small
firms), the Foreign Investment Advisory Council and Rus-
sia’s business ombudsman — all urged the president to re-
consider the proposed legislation. Even the economy minis-
try criticised the president’s proposal, as did prime minister
Dmitri Medvedev, which was exceptional.

The petitioners point out that with the proposed changes
possibilities for using false accusations as a means of extor-
tion on firms would increase again. Businesses would face
a more uncertain operating environment and see further
degradation of the investment climate. The economy minis-
try further noted that the damage to the economy from
increased harassment of business would be much more
costly to society than any possible tax recoveries.

Since the 2011 reform was instated, the volume of
charges filed for tax-related crimes has fallen substantially
while the number of successful convictions has risen. Busi-
ness interest groups see this as a sign that the number of
baseless prosecutions for tax crimes has diminished.

Many experts say the best way to limit tax avoidance is
to make the operations of tax officials more efficient rather
than increasing the power of investigative authorities. The
problem of unpaid fines cited by Putin could be corrected
e.g. by freezing the assets of a person suspected of tax fraud
or transforming fines into imprisonment penalties.
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China outlines blueprint for economic reforms. The
Third Plenary Session of the Central Committee of the
Communist Party of China adjourned on Tuesday (Nov. 12).
The final document released after the meeting was full of
references to reforms, but lacked detail or concrete informa-
tion as to how reforms will proceed. While there are many
questions outstanding, there appears to be several major
adjustments to the economic policy framework. A special
economic reform committee was established to oversee
implementation of the changes.

Allowing the market economy to play “decisive” role in
the allocation of resources was a basic theme in the final
document. The importance of private sector in economy will
be enhanced by making it easier for companies to operate
and improving protections on intellectual property rights.
Some price controls could also be dismantled. On the other
hand, the breakup and privatisation sales of large state-
owned enterprises were not announced contrary to what was
speculated ahead of the meeting. The final document stated
only that the operational methods of state enterprises would
be modernised. Reform of state-owned firms is difficult
partly because many decision-makers have close relations to
state firms. Financial sector reforms will continue, and inde-
pendence of the judicial system will get greater emphasis.

The final document promised to break down the barriers
between cities and the countryside. This likely implies
changes in the hukou household registration system men-
tioned before the meeting. In addition, changes in land own-
ership are on the way. According to some experts, it appears
reading between the lines that further relaxation of certain
aspects of the one-child policy is under consideration.

Public sector reforms include a balancing of revenue and
spending streams between central and local administrations.
At the moment, the central administration collects the bulk
of revenues and redistributes them to local administrations,
which, in turn, are obliged to do the lion’s share of public
spending. Budgeting processes and taxation will be devel-
oped to improve administrative transparency.

China decided to establish a national security council that
brings together the country’s top security officials. While no
details on the council’s status are yet available, it is clear
that the council will pack considerable authority in setting
policy. Similar security councils are found e.g. in the United
States and Russia.

The markets were disappointed by the final document of
Third Plenary Session. Share prices fell in China and in
many other countries. The true impacts of the meeting, how-
ever, will only become apparent once further information
about the decisions reached is revealed and reforms proceed.
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China’s economy shows stable growth in October.
China’s National Bureau of Statistics reports that industrial
output rose this year in October slightly over 10 % y-0-y,
which was roughly the same pace as in earlier months.
Business surveys, however, indicate that the situation for
industry improved slightly in October.

Growth in retail sales, a proxy for private consumer de-
mand, remained roughly the same as in previous months
with retail sales rising at about 10 % y-o0-y. Growth in retail
sales this year has been lower than in previous years, which
reflects the slowdown in household income growth.

Growth in fixed capital investment slowed slightly in
September and October from the summer months, when
investment growth was boosted with a “mini-stimulus.”

In October, China’s exports slightly beat expectations,
with the value of exports rising 6 % y-o0-y. Exports to
Europe showed robust growth. Imports, in contrast, in-
creased nearly 8 %, which was in line with projections. The
October trade surplus hit an impressive $31 billion, keeping
China on track for a slightly larger trade surplus than last
year.

China’s exports, imports and trade balance
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China’s inflation rate unchanged in October. In October,
the 12-month rise in consumer prices was 3.2 % y-0-y, or
about the same as in September. The rise in prices, however,
picked up from spring, when inflation was still around 2 %.
Food prices went up over 6 % y-0-y, and the rise in prices of
other products was below 2 %.

Growth in the broader measure of money supply (M2)
remained at just over 14 % y-o0-y. The volume of new fi-
nance granted by grey financing operations in October was
sharply down from previous months. The shift was seen to
reflect stepped up official intervention to curb the growth of
the grey financing sector.

As economic growth has revived since last summer’s pe-
riod of uncertainty and inflation has picked up to near the
3.5 % ceiling of the government’s inflation target range,
central bank seems to be shifting its attention away from
stimulating growth back to fighting inflation by gently tight-
ening its monetary stance.
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Latest figures show persistent low growth for Russia.
Fixed capital investment fell in October about 2 % y-o0-y.
The contraction in fixed investment has continued at
roughly the same pace for several months now. Construc-
tion activity, in particular, was down 3 % y-o0-y. Retail
sales, in contrast, continue to grow. Over the last six
months, the sales growth has stayed in the range of
3-4 % y-o0-y.

Industrial output growth has remained flat for quite
a while. Over the last six months, on-year industrial output
growth has been at or just below zero. The weak perform-
ance mainly reflects the struggles of manufacturing, the
output of which has over the last six months been about
1 % less than a year earlier. Production drops have been
especially evident in the categories of machinery & equip-
ment, metallurgy and pulp & paper. Mineral extraction
industries, which include mining as well as oil & gas, re-
covered after a poor performance in the first quarter of the
year. Since last spring, these industries have experienced
growth averaging almost 2 % y-o0-y. Much of this comes
from the rebound in natural gas production, which climbed
at an on-year rate of over 10 % during the last three months.

The decline in imports to Russia continued. Imports
from non-CIS countries over the last six months were down
about 5 % y-0-y, with the rate of contraction increasing to
about 7% in October. The contraction concerns nearly all
major goods categories, including machinery & equipment.
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20 4 20
15

10

-5 Retail sales —— Manufacturing
----- Fixed investment -----Extractive industries 10
10 - -
2010 M 12 13 2010 M 12 13

Source: Rosstat

Russia raises corporate property tax. Under tax code
amendments approved at the beginning of November, the
method for determining the property tax paid on commer-
cial space based on book value can be replaced with the
valuation indicated in the property register that more
closely reflects the actual market value of the property.
Officials say the current tax paid on commercial properties
is too low relative to the huge profits they generate. The
Duma took up and passed the amendments to the tax code
with exceptional speed. They enter into force next January.
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According to the amendments, the new method can be
applied to commercial and office space only. The tax on
other types of space (e.g. industrial facilities) will still be
determined according to book value. To be eligible for the
new method, at least 20 % of a property’s floorspace must
be dedicated to commercial purposes.

Property tax is collected by regional governments,
which can decide the details of the tax within a framework
set forth under the federal law. Only a few regions will
introduce the new tax practice immediately next year. This
is because the majority of regions are unlikely to be able to
make the requisite legislative amendments to their own tax
codes before the end of this year.

The federal law establishes different ceilings for the tax
rate during a transition period (1.5 % in 2014 and 1.7 % in
2015 for Moscow; 1 % in 2014 and 1.5 % in 2015 every-
where else). Starting in 2016, the ceiling will be 2 % na-
tionwide. Although the current ceiling is actually higher
(2.2 %), revenues are likely to rise sharply as the taxable
values of properties are adjusted up. The change profoundly
affects the taxes paid on large, old properties that today
carry miniscule book values. These properties will likely
see vastly higher tax appraisals under the new method.

The City of Moscow has been the biggest proponent of
the reform. Moscow saw a substantial drop in tax revenues
last year after changes were made in laws governing trans-
fer pricing and conglomerate taxation. Taxes collected from
conglomerates such as large energy companies are now
shared among all regions where the business group has
operations. Earlier, the lion’s share of taxes went to the
region where company headquarters were located.

The City of Moscow this week decided to introduce the
new tax arrangement from the start of next year. The new
method applies to buildings with floorspace of at least
5,000 m?. In practice, this means large commercial centres
such as shopping malls and office buildings are affected. In
response to an initiative from business lobbies, the tax rate
next year will be cut to 0.9 %, which is below the minimum
set by federal law for Moscow. Under the change, Mos-
cow’s tax revenues will increase next year by about
17 billion rubles (€390 million), or about 1 % of Moscow’s
budget revenues.

The Moscow region will also adopt a new tax scheme at
the start of next year. The Moscow region’s new tax rate
will be 1 % and the new method will only apply to com-
mercial space, not offices. In St. Petersburg the reform
enters into force in 2015.

Over the past two years, Russian regions have made a
massive effort to assess property values and list them in
property registers. However, property owners often dispute
valuations as unrealistic, and in some cases, these valuation
disputes end up in court. Given the extensive uncertainty
over property values, business lobbies argue the new taxa-
tion method has been introduced prematurely.
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China reveals further details on reform plans. Last Fri-
day (Nov. 15), China released blueprint on how decisions
reached at the Third Plenary Session of the Central Commit-
tee will be implemented. The markets reacted positively to
the revealed plans and share prices rose sharply. Many of
the reforms mentioned in the plan, however, have been un-
der preparation for a long time or are already in use as pilot
programmes. Indeed, the reforms are largely driven by reali-
ties facing China and there is probably little leeway for
authorities to manage the situation without bold reforms. No
schedule for the reforms has been released, but it is expected
most will be implemented by 2020.

Moscow RTS, Shanghai A and Morgan Stanley Emerging
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The government remains committed to continue reforms
of the financial sector, which have been underway for years.
Market forces will play an increasing role in determining the
yuan’s value, capital controls will be further relaxed and the
interest rate liberalisation will continue. Establishing private
financial institutions will also become easier.

Standardised budgeting processes will be introduced to
improve public sector transparency. Local administrations
will be permitted to issue their own bonds and their notori-
ously complex financial structures will be simplified and
made more transparent. Some taxes such as property tax and
the value-added tax on services that are currently in the trial
phase will be rolled out nationally. Various environmental
taxes and fees will also be increased.

Administratively set rates for e.g. water, gas, electricity,
fuel, telecommunications and transport prices will be freed
and for municipal utilities and services the rate-setting
mechanism will be reviewed.

The hukou household registration system will be modi-
fied so that anybody will be free to move to a small city and
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restriction on moving to mid-sized cities will gradually be
lifted. The restrictions on moving to large cities, however,
will remain in place. The reform is intended to promote
further urbanisation in China. In addition, rural residents
will be granted the possibility to sell or rent their personal
share of land owned by the farm collective.

As expected, the one-child policy will be fine-tuned so
that couples can have two children if at least one of the
parents is an only child. Earlier both parents had to be only
children for the couple to be eligible for a second child.
Some demographic estimates see the birth rate rising about
10 % a year, or 1.5 million more children than would be
born without the change. Such estimation is difficult, how-
ever, as lifestyles tend to change with growing prosperity.
There are already many couples that do not want any chil-
dren.

Chinese firms’ investments abroad are getting more
diverse. China’s foreign direct investment abroad (exclud-
ing investments by the financial sector) in January-October
amounted to $70 billion, a fifth more than in the same pe-
riod in 2012. About two-thirds of investment has gone to
Asia in recent years, but Chinese firms have also been active
globally. Last year, 8 % of China’s FDI went to Europe, 7 %
to Latin America, 6 % to North America, 3% to Africa and

3 % to the Pacific region.

Looking at the current stock of Chinese investment, the
focus seems to be on various types of business services, the
financial sector, retail and wholesale trade, and the mining
industry. The investment activities of Chinese firms, how-
ever, have become more diversified, and the share of in-
vestment in manufacturing has increased. Recently, Chinese
companies have been making headlines in the United States
and Great Britain for their real estate investments, as well as
investment in oil production and the banking sector in Latin
America.

After a brief dip, FDI inflows into China are rising again.
In the January-October period, $97 billion in FDI flowed
into China, a 6 % increase from the same period in 2012.
Most FDI came from countries neighbouring China.

China’s FDI inflows and outflows
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Ukraine-EU association agreement put on hold. The
Ukraine government decided late last week not to go ahead
with its planned signing of its EU association agreement at
the EU Eastern Partnership Summit under way in Vilnius.
Ukraine said it needed time to sort out the economic impli-
cations of the deal. It also announced that talks with Rus-
sia’s three-country customs union should be intensified.

Ukraine has a difficult needle to thread. It wants to get
closer to the EU, while preserving economic relations with
Russia. Russia has been inviting Ukraine to join the Russia-
Belarus-Kazakhstan customs union for several years, but
Ukraine has always refused. Russia says joining would
benefit the Ukraine economy by billions of dollars a year
through e.g. lower energy costs and tighter economic rela-
tions. According to Russia, getting closer to the EU, in
contrast, would mean a collapse of Ukrainian industry and
higher unemployment.

Russia has clearly indicated to Ukraine that signing the
EU association agreement would have consequences. In
spring 2012, Russia reduced natural gas supplies to Ukraine
and then imposed sanctions that included import restrictions
on Ukrainian foodstuffs and a temporary intensification of
customs inspections procedures for Ukrainian exports to
Russia. Russia implied that the free-trade agreement
Ukraine has with Russia and other CIS countries might
have to be revisited if Ukraine goes ahead with the EU
association agreement. This would mean imposing duties
on goods imported into the CIS from Ukraine. Russia could
also raise prices on natural gas supplied to Ukraine. Russia
hinted recently the gas price might fall if the agreement
stays unsigned.

Ukraine presently imports about 60 % of its natural gas
from Russia, and about 30 % of Ukraine exports go to Rus-
sia. Ukraine’s fear is that it could lose the Russian markets
under the EU deal. There is very little demand for Ukrain-
ian products outside the CIS.

Ukraine now says the association agreement could lead
to unbearably large short-term economic losses. The EU
deal also involves high direct costs such as changing to EU
technical standards. Ukraine has asked the EU for support
to pay for the transition, but the EU has so far balked.

Russian central bank intensifies bank supervision. Elvira
Nabiullina, the Central Bank of Russia’s new chairwoman
since June, says the supervision will now focus especially
on operations of banks suspected of involvement in money
laundering. A second area of focus are banks that attract
deposits by offering very high interest rates and invest the
money in risky assets.

The CBR has cancelled the licences of over 20 banks
since July. In comparison, only a few bank licences were
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cancelled in the first half of 2013. The CBR has typically
pulled about 15 bank licences a year in recent years.

The highest profile licence losses this autumn involved
Pushkino bank and Master bank. Pushkino is Russia’s 134"
largest bank based on total assets and Master is 74™. The
termination of the two banks’ operations has led to Russia’s
largest deposit insurance compensation claims ever, total-
ling 50 billion rubles (€1.1 billion). Given the entire deposit
insurance fund has about 230 billion rubles (€5 billion), the
pay-out has many asking whether the deposit insurance
fund is adequate to cover future claims. Deposit insurance
is today 700,000 rubles (€16,000) per bank for private indi-
vidual deposit accounts. Draft legislation would increase
coverage to 1 million rubles. A number of experts have
pointed out that the current deposit insurance scheme en-
courages customers to put their money in high-interest
accounts with risky banks.

The banks losing their licences are relatively small, so
the CBR actions have presented little threat to the stability
of the banking sector as a whole. Many banks, however,
have become more cautious about lending on the interbank
market, restricting access of smaller banks to credit.

Russia has about 900 banks today, but the bulk of bank-
ing activity is concentrated among the five largest state
banks.

Russia to abandon TIR customs guarantee arrangement
at Finnish-Russian border. Russian customs officials have
announced that from the start of December they will no
longer recognise expedited treatment of freight under the
TIR (Transports Internationaux Routiers or International
Road Transport) at the Russia-Finland and Russia-
Lithuania borders. Russia eliminated TIR procedures at
other borders earlier this autumn.

Under the TIR system, imported goods are not declared
at border crossing, but only at the final destination. If the
goods vanish, the national transport organisation of the
importing country must pay the duties. Russia’s Associa-
tion of International Road Transport Carriers (ASMAP) has
often refused to pay the duties. This results in loss of fed-
eral budget revenues, for which the customs administration
is responsible. The customs administration’s answer to the
problem has been to reject the TIR system.

In place of the TIR system, Russian customs will now
require companies moving goods to Russia to take customs
insurance for each declared load from a Russian organisa-
tion or use a Russian transport firm that has customs au-
thority to handle transport without extra insurance. Finnish
transportation companies worry that the new arrangement
will substantially impede freight border crossing.

Negotiations are still going on, and it may be possible
that Russia will postpone the introduction of the new rule at
the last minute.
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EU and China launch talks on bilateral investment
treaty. At the hastily arranged EU-China summit last week
in Beijing, the participants outlined cooperation ways to
strengthen their strategic partnership agreed ten years ago.
The outcome of the summit seems to be little more than an
acknowledgement that there is still plenty of unused poten-
tial for deeper economic relations.

The most important achievement of the summit was an
agreement that the EU and China would commence talks on
an investment protection deal. In addition to the lack of
investment protection, issues concerning intellectual prop-
erty rights and market access have frayed EU-China rela-
tions. In these areas, at least, the need for an investment
treaty is important. The OECD reports China limits inflows
of foreign direct investment more than any of the 40 coun-
tries it evaluated. In the EU’s view, free-trade talks proposed
by China will only be timely after China ends extensive
subsidies to domestic companies.

China’s premier Li Kegiang was on the ground in Ro-
mania this week promoting economic relations with 16
Central and Eastern European countries at their second joint
event. China promised infrastructure investment (including
railways) for the region, as well as cooperation in the energy
branch and agriculture. The meeting was largely a marketing
event as China’s delegation included 300 corporate repre-
sentatives.

China’s quarterly trade with EU, 2005-2013
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Measured in goods trade, China is EU’s second largest
trading partner after the United States. Germany dominates
EU’s trade with China, accounting for 47 % of exports to
China and nearly a third of all EU-China trade. The EU’s
trade imbalance with China, which earlier caused concern,
has been shrinking over the past two years.

The latest EU figures show that EU-based firms only in-
vested 2—3 % of their FDI in China in 2011. FDI from Chi-
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nese companies to EU countries took off in 2011, but Chi-
nese FDI was still only about 0.5% of the EU’s entire FDI
inflow.

China-Japan island dispute takes a dangerous turn. On
Sunday (Nov. 24), China announced it was enlarging its air
defence identification zone over the disputed
Senkaku/Diaoyu islands in the East China Sea. Any aircraft
moving in the identification zone must report flight plans
and declare their presence to China’s military under threat of
“emergency defence measures.” The enlarged airspace
means that the Chinese identification zone now overlaps
with Japanese, Korean and Taiwanese zones. The decision
has received severe criticism. Japan announced that it does
not approve it and the US, which maintains an airbase in the
East China Sea, has said it will not acknowledge the Chinese
decision. During this week US, Japanese and Korean mili-
tary aircraft have flown over the new identification zone
without notifying Chinese authorities.

The incident comes at an economically sensitive time.
Last week, a delegation representing over 100 large Japa-
nese firms went to China to improve relations with their
Chinese counterparts after a two-year break. China is an
extremely important market for many Japanese firms and
many Japanese firms have production facilities in China.

Although the countries’ political disputes have affected
e.g. sales of Japanese products in China, FDI from Japan to
China this year has been rising rapidly. FDI of Chinese
firms in Japan is insignificant.

The political disputes can be seen in the countries’ bilat-
eral trade figures. However, with the end to the two-year
hiatus, China’s exports to Japan have growing quite rapidly
in recent months. The island dispute could put an end to this
burst of growth. China’s imports from Japan have also in-
creased.

The disputes have severely reduced tourist numbers. The
flow of Japanese tourists to China this year is down consid-
erably from last year and the numbers of Chinese tourists
visiting Japan is down as well.

China’s monthly trade with Japan
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Ruble’s decline continued in November. The ruble lost
nearly 12 % of its value against the euro and over 8 %
against the dollar in the first eleven months of this year.
The ruble now stands at its lowest value against the euro
since the end of 2009. On Thursday (Dec. 5), one euro
bought 45.2 rubles and one dollar bought 33.3 rubles.

In line with its goal of gradually moving to a free-
floating ruble, the Central Bank of Russia has allowed a
large drop for the ruble. Even so, the CBR has intervened
by selling foreign currency from its reserves to control the
rate of the depreciation. The CBR has used about $23 bil-
lion of its reserves since the ruble drop began last spring.
CBR reserves are still substantial, however; about
$524 billion at the end of October.

Euro-ruble, dollar-ruble exchange rates in 2013 (rising trend
indicates ruble depreciation)
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Russia approves 2014 budget. The budget revenue calcu-
lations are based on economy ministry’s autumn forecast of
3 % GDP growth next year. The budget plan also assumes
inflation will be 5 % and the price of Urals-grade crude oil
will average $100 a barrel. The federal budget deficit is

0.5 % of GDP. For the budget to reach balance, the oil price
would have to be about $103 a barrel. On Tuesday (Dec. 3),
the economy ministry announced it had revised down its
GDP growth projection for next year to 2.5 %. This will
undoubtedly affect budget realisation.

This year, the expected budget deficit is little less than
1 % of GDP. Urals oil has averaged $108 a barrel.

Federal budget revenues will rise about 5 % next year in
nominal terms as about half of budget revenues come from
taxes and fees on oil and gas, which are only expected to
increase slightly. Revenues will not rise in real terms (i.e.
accounting for inflation). Also expenditures will increase
slowly, some 4 %, although defence spending will rise
about 20 % as Russia’s military upgrade programme is
implemented. Russia’s budgeted defence spending will
approach 4 % of GDP. The Stockholm International Peace
Research Institute (SIPRI) estimates Russian defence
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spending overall (on- and off-budget) was about 4.5 % of
GDP in 2012.

Growth of spending from social funds (pension, social
security and health insurance funds) will decelerate, but is
still 10 % next year. Like earlier, spending from the Pen-
sion Fund will be partly covered by large transfers from the
federal budget. Social spending will remain above 12 % of
GDP. The rise in social and defence spending leaves less
room for spending increases in other areas such as health-
care and education.

Similar to previous years, regional and municipal budg-
ets are to be almost in balance, which will be secured by
transferring funds from the federal budget. Regional and
municipal spending is only expected to rise 4-5 %, i.e.
remain almost unchanged in real terms.

Revenues of the consolidated budget (includes federal
and regional budgets, as well as social funds) will equal
nearly 36 % of GDP next year. Spending is nearly 37 % of
GDP and the deficit 1 % of GDP.
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TIR system gets more time at Finnish-Russian border.
Late last week, first deputy prime minister Igor Shuvalov
annulled the customs authority’s decision to abandon the
TIR customs guarantee arrangement at border crossings
between Russia and Finland from the start of this month.
The government decided that TIR procedures can remain in
place until the end of June. The decision does not affect
border crossings elsewhere where the termination of TIR
procedures will stay in force (see BOFIT Weekly 48/2013).

The TIR reprieve in Finland’s case was allowed because
most goods flows into Russia covered under the TIR guar-
antee scheme take place via Finland. During the autumn,
several Russian businesses asked the government to reverse
the customs authorities’ decision. In its press release about
the reprieve, Russian customs stated that it needed time to
negotiate with Transports Internationaux Routiers (Interna-
tional Road Transport), the body that administers the TIR
system. Russia wants to revise TIR procedures so that the
right of the customs to get duty payments when the goods
vanish will be strengthened.
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Further details on Shanghai financial market experi-
ment emerge. Initial information released in late September
indicated that trial programmes in the new Shanghai free-
trade zone would include relaxation of financial market
regulation and capital movements. At the beginning of this
month, the People’s Bank of China elaborated plans for the
free-trade zone.

Companies and investors registered to operate in the
zone can use tagged bank accounts to transfer funds between
the zone and abroad more easily. Although capital move-
ments between the rest of mainland China and the free-trade
zone will remain strictly regulated, banks and companies
operating in the zone will enjoy more relaxed rules on cross-
border transactions than in the Shenzhen and Wenzhou pilot
areas. Companies operating in the free-trade area will appar-
ently be able to e.g. get yuan-denominated financing from
abroad and invest the money raised on the mainland. Other
pilot programmes in the zone include deregulation of de-
posit rates, although initially the change will only apply to
certificates of deposit and foreign currency deposits.

The new policies in the zone still remain subject to broad
interpretation and no deadlines for implementation have
been specified. Limiting financial market deregulation to
select geographic locations is also a challenge.

Shanghai’s air quality reaches ghastly levels. At the be-
ginning of December, Shanghai’s official air pollution index
exceeded the 300-mark, putting it in the highest and most
“severe” level of its six-level system. It was the first time
that pollution levels reached the highest health threat level
since Shanghai began to officially release real-time air qual-
ity assessments last year. News agency Xinhua reported that
in the first days of this month PM2.5 pollution (particulates
under 2.5 microns) in Shanghai was 10 times above the
World Health Organization’s recommended limit. Those at
risk were encouraged to stay indoors. Air quality has been
exceptionally poor in many other parts of China as well.

China’s continued reliance on coal in energy production,
the on-going construction boom and increased road and air
traffic are all major factors in degrading air quality. The
International Energy Agency (IEA) reports that China cur-
rently uses as much coal as all other countries in the world
combined. China’s CO, emissions per capita now nearly
match those of the EU. While EU emissions per capita are
falling, Chinese emissions per capita are rising.

Despite increasing focus on environmental degradation,
pollution and related production shutdowns already impact
economic growth. Moreover, China’s environmental prob-
lems also make it more difficult for international firms to get
key personnel to relocate to China.
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China remains a mid-level country when it comes to
corruption. This week Transparency International released
its annual Corruption Perceptions Index (CPI), which this
time covered 177 countries. Based on extensive survey ma-
terial, China’s CPI value rose from last year’s 39 to 40 sug-
gesting slightly lower levels of corruption. The CPI ranges
from O (absolutely corrupt) to 100 (absolutely clean). De-
spite the improvement, China’s ranking relative to other
countries was unchanged from last year. Denmark and New
Zealand tied for the world’s least corrupt countries in 2013.

President Xi Jinping has launched a wide-ranging anti-
corruption campaign this year. In addition to arrests of top
party officials, news agency Xinhua reported this week that
nearly 20,000 officials have been punished for corruption
and other abuses this year.

Select Transparency International CPI rankings for
2013

Country Index value (0-100)  Ranking
Denmark 91 1
New Zealand 91 1
Finland 89 3
Sweden 89 3
United States 73 19
Spain 59 40
China 40 80
Greece 40 80
Russia 28 127
North Korea 8 177

Source: Transparency International

Shanghai 15-year-olds shine in latest PISA scores. On
Tuesday (Dec. 3), the OECD released its latest PISA testing
results. The PISA comparison looks at the performance of
15-year-old students in the areas of mathematics, science
and reading comprehension. The PISA comparison this time
covered 61 countries, as well as Shanghai, Hong Kong,
Macao and Taiwan. As in the last PISA study, Shanghai
students topped the list in all three categories. In addition,
their results improved sharply from the last PISA round. The
top seven performers come all from Far East, as Shanghai
was trailed by Hong Kong, Japan, Korea, Singapore and
Taiwan. Russian students showed modest improvement, but
still fell into the mid-range of rankings.

As the study covers only Shanghai in China’s case and
other countries submit national results, the results are not
fully comparable. Interest in developing the educational
system, however, has increased in China. National participa-
tion in PISA testing could yield valuable data in designing
measures to improve the performance of all Chinese stu-
dents.
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Russian ruble gets its own currency symbol. The Central
Bank of Russia announced on Wednesday (Dec. 11) the
official graphic symbol for the ruble. The Cyrillic “R” let-
ter, which looks like a Latin P is dashed mid-section to get
the double-bar configuration found in the e.g. yen and euro

symbols.
D

In an online crowd-sourced vote on the CBR website
last month, over 60 % of voters picked the winning symbol
from five alternatives. About 280,000 people participated in
the vote.

CBR to beef up supervision of insurance sector. The
Federal Financial Markets Service was last summer inte-
grated with the central bank. Since then, the directors of the
Service have mentioned publically on several occasions that
the insurance sector needs cleaning up. The officials note
that Russia’s insurance sector is still rife with companies
engaging in questionable practices. Some simply collect
premia and then vanish; others fail to maintain sufficient
assets to cover their liabilities.

Russia currently has about 440 insurance companies,
most of which are only minor players in the industry.
Nearly all insurance companies in Russia at the moment are
privately held. In the first half of 2013, almost 60 insurers
had no income from premium payments and over 200 col-
lected premium payments of up to 120 million rubles (€2.7
million). The 20 largest insurers together controlled about
73 % of the market.

The CBR and finance ministry are planning to raise the
capital requirements for insurance companies. Capital re-
quirements currently vary from 60 million rubles to 480
million rubles (from €1.3 million to €10.5 million) depend-
ing on the types of insurance offered by the company. Capi-
tal requirements were last raised at the start of 2012. That
change caused about 120 insurers to exit the market. The
minimum capital requirement for insurance companies
operating for instance in Finland is €2—-3 million depending
on the types of insurance offered.

The CBR and the finance ministry decided that before
raising capital requirements this time the quality of insur-
ance companies’ stated capital should be investigated, as in
some cases the capital is highly suspect. To support pruden-
tial supervision, proposals of the Financial Markets Service
include the introduction of regulations on quality of assets
and an assets-to-liabilities ratio similar to that used for the
banking sector. In addition, generally agreed measures for
winding down troubled insurers should be established.

Russian students show improvement in latest PISA
round. Despite better results, Russia still ranked below the
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OECD average in all three PISA categories (mathematics,
natural sciences, reading comprehension). Russia’s latest
performance shows considerable improvement from the
first PISA round in 2000. At that time, Russia scored near
the bottom of all the 32 countries participating in the survey
(including 28 OECD members). The latest PISA study
includes 34 OECD countries and 31 other countries and
regional economies (a total of 65 countries and economies).

Russia’s scores in the PISA 2012 round were highest in
math, with the country ranking 34™. Russia ranked 37" in
natural sciences and 42" in reading comprehension. Rus-
sia’s performances in math and science were on par with
students in Portugal, Sweden and Hungary. In reading,
Russian 15-year-olds did about as well as their peers in
Greece, Lithuania and Sweden.

Russian students ranked well below the OECD average
when measuring the share of top performers among stu-
dents.

Finnish exports to Russia sustain growth in consumer-
driven branches. Modest growth in private consumption in
Russia held up throughout the autumn, supporting Finnish
exports to Russia. Although the value of goods exports
overall contracted 4 % y-0-y in January-September, the
value of exports of consumer goods such as foodstuffs and
textiles still recorded an increase of a few percents.

The total value of exports was driven down by lower
exports in the largest product categories of chemical prod-
ucts and machinery & equipment. Exports have been ham-
pered by a contraction in demand for capital goods in Rus-
sia due to weak development of fixed investment. Finland’s
goods exports to Russia in January-September were about
€4 billion and goods imports from Russia nearly €8 billion.

Continued growth in Russian consumption apparently
helped support the export of Finnish travel services to Rus-
sia. The numbers for Russians crossing the border into
Finland, overnight stays in Finnish hotels and inns, as well
as tax-free purchases continued to rise, even if growth was
lower than last year.

The traditional spike in Russian consumption is ap-
proaching as the Russian New Year’s holiday season gets
under way. Despite weakened economic performance in
Russia, a Deloitte survey found that Russians plan to spend
more money this New Year’s season than last year. The
survey covered Russia’s largest cities and found the aver-
age budget for New Year’s celebrations was €440, about
the same as the average European’s Christmas budget.
Russians spend most of that money on food and gifts, of
which the most desired are electronics, trips abroad and
jewellery.

Surveys of firms, in contrast, show no signs of a signifi-
cant recovery in investment demand. Most firms said they
had no plans to increase investment in near term.
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China moves ahead on deregulation of interest rates and
preparations for launch of deposit insurance scheme.
The People’s Bank of China announced on Sunday (Dec. 8)
that trade in certificates of deposit (CDs) will be permitted
on the interbank market. The SHIBOR rate will be used as a
benchmark for CD rates. Although officials last week said
that the reform would first be piloted in the newly created
Shanghai free-trade zone, it now appears the central bank
will fall back to its original plan to allow trade on the inter-
bank market announced earlier this autumn. Liberalisation
of CD trading gives banks an additional avenue for arrang-
ing finance and the reform is considered an important step in
ending state regulation of deposit rates. The central bank
will still strictly regulate bank deposits rates, however. Dur-
ing recent years China gradually relaxed regulation of lend-
ing rates and last summer final regulations were removed.
The PBoC is making progress on other fronts, too. Caixin
Media reports the central bank is preparing to introduce a
deposit insurance scheme. Deposits would be fully insured
up to 500,000 yuan (about €60,000). As reference, deposit
protection in EU countries extends up to €100,000 per de-
positor. Chinese depositors now rely on the implicit guaran-
tee of the government, which owns most of the banking
sector and is expected to protect its banks from insolvency.
Liberalisation of interest rates and the deposit insurance
scheme are key factors in developing the domestic financial
sector and preparing for liberalisation of capital movements.

China’s stable economic conditions create a window of
opportunity for reforms? Economic growth in November
remained stable as in previous months. After a relatively
weak second quarter, over the past five months industrial
output rebounded to around 10 % y-o-y. The situation in the
service sector has also been quite stable. There were no big
shifts in private consumption, as growth in retail sales re-
mained strong. Moreover, the rise in market interest rates
does not appear to have significantly curtailed investment.

While monthly foreign trade figures fluctuate signifi-
cantly, the fact that exports rose 13 % y-0-y in November
suggests a pick-up in export growth and recovery in China’s
export markets. Exports to Europe and the United States
rose 18 %. The high export numbers, however, have again
raised suspicions that companies are artificially exaggerat-
ing the value of their exports to import foreign currency. A
similar phenomenon was seen last spring and now officials
repeat they will investigate the matter. China’s imports,
which reflect trends in domestic demand, rose 5 %, a rate of
growth nearly matching the previous three months.

Due to rapid export growth (and possible capital imports
included in the export figures), China’s trade surplus jumped
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to over $33 billion in November. Faced with so much up-
ward pressure on the yuan, the PBoC this month has allowed
the yuan to appreciate. Yuan trade is currently conducted at
levels stronger than the PBoC’s daily reference rate, indicat-
ing the markets expect further yuan strengthening.

With 12-month inflation slowing slightly to 3 %, the
stars seem aligned for moving ahead with reform policy. No
exceptional measures are demanded by the current overall
economic situation or employment conditions, so the gov-
ernment is free to focus on limiting the growth of credit and
implementing its announced reforms.

Yuan-dollar market rate and central bank reference rate (fix)
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International yuan use increasing in many areas. Re-
newed appreciation of the yuan has helped propel strong
growth in yuan-denominated deposits in Hong Kong. Use of
the yuan in pricing of China’s goods exports and imports
has risen sharply during the autumn and now exceeds 15 %.
SWIFT, the association overseeing international bank com-
munications, reports the yuan has already overtaken the euro
to become the world’s second most used currency in trade
finance based on letters of credit with a nearly 9 % market
share. The yuan’s share of all international payments, how-
ever, remains below 1 %, making it the 12" most-used cur-
rency in world payments. China’s tight capital controls hin-
der the expansion of yuan’s international use.

Share of yuan-denominated payments in China’s goods trade
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Russia to bail out Ukraine with massive economic sup-
port package. Russian president Vladimir Putin and
Ukrainian president Victor Yanukovych agreed on Tuesday
(Dec. 17) that Russia would provide support to Ukraine’s
deteriorating economy for refraining from signing its EU
association agreement.

Russia committed to purchasing $15 billion in Ukraine
government eurobonds with money from its National Wel-
fare Fund, a sovereign fund built up over the last ten years
through setting aside part of Russia’s tax revenues from oil
and gas. The announcement was somewhat of a surprise as
the National Welfare Fund was set up to meet future pen-
sion obligations. Its rules limit foreign investment to high-
grade securities, something Ukrainian sovereigns are cer-
tainly not. As of end-November, the National Welfare Fund
held assets of $88 billion. Russia’s other sovereign wealth
fund, the Reserve Fund for covering budget deficits, stood
at $87 billion.

President Putin also promised that Gazprom would cut
the price at which it sells gas to Ukraine from $406 per
thousand cubic metres to $268.50. The cut is temporary,
however. The future gas price will depend on how the
“situation develops.” Ukraine has long demanded that Gaz-
prom lower its gas prices as Ukraine pays more for Russian
gas than the EU average. Russia abandoned its earlier de-
mand that Ukraine join its Russia-led customs union to get
gas at discount prices.

Russian government cracks down on firms using off-
shore entities to avoid taxes. Most of Russia’s foreign
capital flows move to and from international tax havens or
countries with specific tax advantages. Thus, these coun-
tries show up in official statistics as the main destinations
for Russian capital exports and as domiciles of companies
investing in Russia. Much of this is explained by the fact
that many large Russian firms have arranged their owner-
ship through companies registered in a tax haven or low-tax
country. The Russian firms then transfer to their foreign
parent e.g. interest payments, dividends and licensing fees.

The Duma this spring will take up the finance ministry’s
proposed amendments to the tax code. The changes include
treating foreign-registered or foreign-owned firms that in
actual fact operate in Russia or are managed from Russia as
domestic firms subject to Russian taxes. Firms with foreign
ownership arrangements would be excluded from bidding
on public procurements and ineligible for state support or
guarantees.

Several large firms, including Rusal and Kamaz, an-
nounced they are repatriating assets from abroad after Putin
showcased “lost” state revenues from offshore tax havens
in his state-of-the-nation address last week.
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Soaring costs of Sochi Winter Olympics hit investors
and Russian development bank VEB. With the 2014
Olympics set to kick off on February 7, construction costs
now exceed 1.5 trillion rubles (€33 billion), five times the
original cost estimate. Officials justify the cost creep by
noting that the original estimate was based on very rough
assumptions. Since construction started, numerous new
venues have been added and many existing facilities have
had to be upgraded to meet the criteria of the International
Olympic Committee. A significant share of costs is due to
the need to build basic infrastructure for entire districts
where there was none.

Some of Russia’s biggest firms and oligarchs have in-
vested in Olympic facilities. For example, Sberbank has
paid for the media centre and the ski-jumping venue. Gaz-
prom is sponsoring the biathlon course and gondola lift.
Oleg Deripaska’s Basic Element has paid for one of the
three Olympic villages, a freight seaport and airport up-
grade. Vladimir Potanin’s Interros financed the ski centre.
Viktor Vekselberg’s Renova Group has invested in a 3,600-
room hotel complex, Russia’s largest. Tycoons have also
had to chip in for construction of regional infrastructure.

Investing firms were eligible for loans from a pool of
240 billion rubles (over €5 billion) provided through Rus-
sian’s state development bank VEB.

The wider scope of Sochi construction and huge cost in-
creases assure that projects with poor economic prospects
initially are now definitive money pits. Several big inves-
tors, including Sberbank and Gazprom, asked the govern-
ment to restructure their project loans. VEB reports that of
the 20 Olympic projects receiving loans, the nine largest are
to be restructured. The value of the restructured loans totals
190 billion rubles (over €4 billion). The first loan repay-
ments were originally set for next spring, but this week
prime minister Dmitri Medvedev announced that repay-
ments will not commence until the start of 2016. By that
time it should be possible to see how the investments are
performing and how much further support is needed.

The government has struggled to find ways to ease the
situation of firms that have invested in Sochi projects. Ob-
servers note that it would be necessary e.g. to grant interest
subsidies on loans and breaks on land and property taxes.
The finance ministry opposes interest subsidies and the
Krasnodar regional administration would not like to see a
reduction of its expected tax income. The government plans
to hold large publicly financed events such as investment
forums in Sochi to create demand for the region’s services.

VEB itself needs a capital infusion as it struggles with a
large portfolio of non-performing loans. VEB’s portfolio
has been hit by its Olympic project lending, its loans issued
to troubled firms during the 2008-2009 financial crisis and
the costs of bailing out three banks. The Russian cabinet
this week decided to give VEB a subordinated loan of 200
billion rubles (just over €4 billion). The funds will come out
of the National Welfare Fund.
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China’s leadership discusses implementation of eco-
nomic reforms. A closed-door Central Economic Work
Conference was held last week to shed a light on next year’s
fiscal and monetary policy objectives. President Xi Jinping,
premier Li Kegiang and the all five other senior members of
the politburo participated in the four-day conference. Im-
plementation of economic reforms announced at last
month’s plenary session of the central committee topped the
agenda.

The official conference statement stressed that next
year’s fiscal and monetary policy stances should enable
progress in reforms. This does not imply any major shifts in
current policies as long as economic conditions remain more
or less stable. Local administrations were encouraged to
monitor progress with the reforms to make the process more
efficient.

Rather than specifying a precise 2014 GDP growth tar-
get, the central leadership signalled that it targets sufficient
economic growth. Most analysts interpret this to mean that
the growth target for next year is about the same as this
year’s level, i.e. 7.5 %.

The high priority accorded structural reforms was reiter-
ated, but the new theme of sustainable economic growth
also got considerable play. The huge debt loads of some
local administrations are now considered a serious threat to
the success of economic policies. Reforms aimed at reining
in growth of local administration debt include revising the
budgeting processes and increasing debt transparency of
local administrations. News agency Xinhua reports the
evaluation of local administrations will include indebted-
ness. Further insight into local debt problems is expected
with the release of results from the local governments’ debt
audit initiated last July.

Demands for a more stable and higher quality food sup-
ply also were addressed at the conference with e.g. increased
support for domestic production. This partly reflects con-
cerns over the inflationary pressure from spiking food
prices. Food prices have risen considerably faster than prices
on non-food goods and services, causing inflation on occa-
sion to approach the official inflation target ceiling of 3.5 %.

Finland’s trade deficit with China shrinks. Finnish Cus-
toms reports that imports from China in the first nine
months of this year contracted about 20 % y-o0-y. Finland’s
imports overall fell 3 % in the same period.

Nearly half of Finland’s imports from China were
classed as machinery and equipment, of which the most
important categories were office and home electronics. The
drop in phone imports was the biggest factor in the overall
decline in imports. Other finished goods accounted for 34 %
of imports, over half of which was clothing or footwear.
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Although Finnish exports overall declined 3 % during
January-September, exports to China were up 5 %. Special-
ised machinery and equipment used in primary industry and
manufacturing accounted for 40 % of Finnish exports to
China. Surprisingly, raw materials also accounted for nearly
the same share of exports, reflecting a huge demand for
Finnish furs and pelts (16 % share of exports to China) and
pulp (14 % share).

Lower imports and higher exports reduced Finland’s on-
year goods trade deficit with China by nearly half. China
(including Hong Kong) accounted for about 6 % of Finnish
imports and 6 % of exports.

Although China is an important export market for Fin-
nish firms, it is even more important as a site of their opera-
tions. Statistics Finland reports that the net sales of subsidi-
aries of Finnish corporations operating in China amounted
to over €20 billion in 2011. These subsidiaries employed
over 70,000 workers in total.

Labour supply issues have become serious concerns for
Finnish firms operating in China. China’s pollution prob-
lems e.g. make it difficult to recruit key personnel.

Finland-China trade
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Wage rise likely to slow next year. A survey of 700 firms
operating in China conducted by the British recruiting con-
sultancy Michael Page International finds that about 60 % of
firms plan to raise wages next year by 6-10 %. Some 20 %
of respondents said they planned to increase wages even
more, while about 20 % said they planned raises of less than
6 %. Worker turnover rates are expected to remain high.
Similar findings were reported by the Chinese job website
51job.com, which, according to its own survey of Chinese
firms, expects wage increases to average 9 % next year.

If expectations hold, wage growth should slow slightly
next year. Wage growth this year has averaged just over
10 %, which is already a lower pace than in previous years.

The incessant rise in wages, surging input costs and yuan
appreciation have all driven up Chinese production costs.
Labour-intensive industries, in particular, have opted to
move operations to other Asian countries with lower pro-
duction costs.
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http://www.cbr.ru/eng/currency base/dynamics.aspx

Date uSsb EUR
10.1.2013 30.4215 39.8096
11.1.2013 30.365 39.6385
12.1.2013 30.2537 40.1104
15.1.2013 30.2607 40.5009
16.1.2013 30.2556 40.4003
17.1.2013 30.3399 40.3096
18.1.2013 30.3431 40.3472
19.1.2013 30.2065 40.4314
22.1.2013 30.297 40.3617
23.1.2013 30.195 40.3194
24.1.2013 30.2292 40.22
25.1.2013 30.1648 40.2036
26.1.2013 30.0451 40.2364
29.1.2013 30.0782 40.4552
30.1.2013 30.1513 40.5414
31.1.2013 30.0277 40.5134
1.2.2013 30.0161 40.7138
2.2.2013 29.9966 40.8674
5.2.2013 29.9251 40.7789
6.2.2013 30.1231 40.6029
7.2.2013 29.9598 40.6435
8.2.2013 30.0496 40.6691
9.2.2013 30.1575 40.4171
12.2.2013 30.159 40.3618
13.2.2013 30.1713 40.3873
14.2.2013 30.0692 40.428
15.2.2013 30.0773 40.3698
16.2.2013 30.1139 40.2713
19.2.2013 30.1258 40.1969
20.2.2013 30.1277 40.2265
21.2.2013 30.0502 40.3394
22.2.2013 30.2337 40.0748
23.2.2013 30.3596 40.1111
26.2.2013 30.3368 40.081
27.2.2013 30.5889 39.9216
28.2.2013 30.6202 40.042
1.3.2013 30.5124 40.1024
2.3.2013 30.6381 40.0563
5.3.2013 30.787 40.0293
6.3.2013 30.6963 40.0126
7.3.2013 30.6214 40.0007
8.3.2013 30.7628 39.9732
12.3.2013 30.7576 40.0187

13.3.2013 30.7499 40.0364


http://www.cbr.ru/eng/currency_base/dynamics.aspx

Central Bank of Russia / Exchange rates 2013

http://www.cbr.ru/eng/currency base/dynamics.aspx

Date uUSbD EUR
14.3.2013 30.7209 40.0631
15.3.2013 30.7769 39.8715
16.3.2013 30.7196 40.0123
19.3.2013 30.8908 39.8491
20.3.2013 30.8285 39.9075
21.3.2013 30.9446 39.8752
22.3.2013 30.8923 39.9746
23.3.2013 30.9325 39.906
26.3.2013 30.7585 40.0845
27.3.2013 30.8734 39.7526
28.3.2013 30.863 39.6559
29.3.2013 30.9962 39.6627
30.3.2013 31.0834 39.8023
2.4.2013 31.1093 39.8168
3.4.2013 31.1178 40.0113
4.4.2013 31.3918 40.1752
5.4.2013 31.7203 40.7035
6.4.2013 31.6207 40.8413
9.4.2013 31.6144 41.0481
10.4.2013 31.2086 40.6523
11.4.2013 31.0036 40.593
12.4.2013 30.8814 40.3651
13.4.2013 30.9308 40.5132
16.4.2013 31.3051 40.9283
17.4.2013 31.4512 41.1193
18.4.2013 31.232 41.1544
19.4.2013 31.7151 41.3787
20.4.2013 31.4605 41.1157
23.4.2013 31.5664 41.2352
24.4.2013 31.6414 41.3142
25.4.2013 31.5917 41.0629
26.4.2013 31.3169 40.8498
27.4.2013 31.2196 40.6635
30.4.2013 31.2559 40.8358
1.5.2013 31.0433 40.6264
7.5.2013 31.0839 40.7386
8.5.2013 31.0789 40.645
9.5.2013 31.0829 40.7404
14.5.2013 31.3777 40.7345
15.5.2013 31.2778 40.6768
16.5.2013 31.4281 40.5517
17.5.2013 31.4166 40.4175
18.5.2013 31.3931 40.3747

21.5.2013 31.3406 40.2633
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http://www.cbr.ru/eng/currency base/dynamics.aspx

Date uUSbD EUR
22.5.2013 31177 40.1903
23.5.2013 31.228 40.3372
24.5.2013 314711 40.4026
25.5.2013 31.3164 40.514
28.5.2013 31.3025 40.4867
29.5.2013 31.3784 40.5189
30.5.2013 31.5203 40.5666
31.5.2013 31.5893 40.965
1.6.2013 31.7979 41.4486
4.6.2013 32.0487 41.7274
5.6.2013 31.8344 41.6076
6.6.2013 31.9816 41.8447
7.6.2013 32.1385 42.1464
8.6.2013 32.2397 42.7176
11.6.2013 32.3246 42.6426
12.6.2013 32.3951 42.9753
14.6.2013 32.3467 43.2443
15.6.2013 31.8029 42.4442
18.6.2013 31.679 42.2249
19.6.2013 31.8824 42.5216
20.6.2013 32.1201 43.0409
21.6.2013 32.7041 43.3526
22.6.2013 32.7433 43.3489
25.6.2013 32.9097 43.1018
26.6.2013 32.714 42.9698
27.6.2013 32.8876 42.9841
28.6.2013 32.8766 42.8349
29.6.2013 32.709 42.718
2.7.2013 32.8517 42.8025
3.7.2013 32.9475 43.0525
4.7.2013 33.2204 43.0736
5.7.2013 33.1605 43.0954
6.7.2013 33.2247 42.8399
9.7.2013 33.321 42.7342
10.7.2013 33.0842 42.6389
11.7.2013 32.9112 42.1033
12.7.2013 32.5867 42.6234
13.7.2013 32.6429 42.6643
16.7.2013 32.622 42.6076
17.7.2013 32.5417 42.5906
18.7.2013 32.4526 42.6232
19.7.2013 32.3998 42.4437
20.7.2013 32.4288 42.592

23.7.2013 32.3236 42.5088
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http://www.cbr.ru/eng/currency base/dynamics.aspx

Date uUSbD EUR
24.7.2013 32.3106 42.6209
25.7.2013 32.3462 42.7229
26.7.2013 32.5376 42.9919
27.7.2013 32.6371 43.3421
30.7.2013 32.8556 43.606
31.7.2013 32.8901 43.609
1.8.2013 33.033 43.7786
2.8.2013 32.9741 43.727
3.8.2013 33.0978 43.7387
6.8.2013 32.8811 43.6628
7.8.2013 32.939 43.6574
8.8.2013 32.9848 43.8764
9.8.2013 32.9401 43.9717
10.8.2013 32.8606 43.9806
13.8.2013 32.8901 43.8305
14.8.2013 33.0426 43.9665
15.8.2013 33.1583 43.9845
16.8.2013 33.0004 43.8509
17.8.2013 32.9421 43.9382
20.8.2013 32.9226 43.8628
21.8.2013 33.0006 44.0294
22.8.2013 32.9737 442144
23.8.2013 33.1908 44.2765
24.8.2013 33.0552 44,1022
27.8.2013 32.9564 44,0891
28.8.2013 33.1224 44.2714
29.8.2013 33.1798 44.3879
30.8.2013 33.1783 44.084
31.8.2013 33.2474 44.0129
3.9.2013 33.2522 43.9561
4.9.2013 33.3693 43.954
5.9.2013 33.4656 44,0742
6.9.2013 33.3901 43.9814
7.9.2013 33.4338 43.8919
10.9.2013 33.3243 43.9014
11.9.2013 33.06 43.8607
12.9.2013 32.9629 43.6824
13.9.2013 32.6731 43.4748
14.9.2013 32.7406 43.4664
17.9.2013 32.2907 43.1597
18.9.2013 32.3237 43.1457
19.9.2013 32.245 43.0761
20.9.2013 31.5892 42.7465

21.9.2013 31.7326 42.9501
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http://www.cbr.ru/eng/currency base/dynamics.aspx

Date uUSD EUR
24.9.2013 31.9106 43.2038
25.9.2013 31.8167 42.9653
26.9.2013 31.9343 43.0251
27.9.2013 32.1736 43.4987
28.9.2013 32.3451 43.6497
1.10.2013 32.4839 43.8143
2.10.2013 32.2965 43.8005
3.10.2013 32.2979 43.6603
4.10.2013 32.125 43.6932
5.10.2013 32.1005 43.7337
8.10.2013 32.2931 43.8314
9.10.2013 32.2984 43.8225
10.10.2013 32.3619 43.8471
11.10.2013 32.3564 43.6844
12.10.2013 32.2133 43.6039
15.10.2013 32.2663 43.766
16.10.2013 32.2676 43.7645
17.10.2013 32.2561 43.6102
18.10.2013 32.0816 43,5123
19.10.2013 31.846 43.559
22.10.2013 31.9013 43.6378
23.10.2013 31.9346 43.661
24.10.2013 31.7448 43.7126
25.10.2013 31.6618 43.7249
26.10.2013 31.6775 43.7625
29.10.2013 31.8119 43.9036
30.10.2013 31.9445 44,0323
31.10.2013 32.0613 44.0586
1.11.2013 32.0758 43.9406
2.11.2013 32.1808 43.6179
6.11.2013 32.3509 43.6672
7.11.2013 32.4511 43.822
8.11.2013 32.3803 43.7879
9.11.2013 32.5479 43.6305
12.11.2013 32.6622 43.6563
13.11.2013 32.8076 43.9228
14.11.2013 32.8184 44.1046
15.11.2013 32.6874 44,0201
16.11.2013 32.6807 43.9751
19.11.2013 32.5658 43.9541
20.11.2013 32.6098 44.0624
21.11.2013 32.7417 44.3421
22.11.2013 33.018 44.33

23.11.2013 32.9055 44.3533
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http://www.cbr.ru/eng/currency base/dynamics.aspx

Date uUSbD EUR
26.11.2013 32.7733 44.3685
27.11.2013 32.9879 44.6392
28.11.2013 33.0041 44.8262
29.11.2013 33.1332 44.9949
30.11.2013 33.1916 45.187

3.12.2013 33.1482 45.0882
4.12.2013 33.246 45.0417
5.12.2013 33.2632 45,1748
6.12.2013 33.114 45,1013
7.12.2013 32.9514 45.0116
10.12.2013 32.7782 44,9127
11.12.2013 32.7848 45.0758
12.12.2013 32.7315 45.0418
13.12.2013 32.7518 45,1549
14.12.2013 32.8663 45.1944
17.12.2013 32.8658 45.2135
18.12.2013 32.8646 45.2644
19.12.2013 32.9404 45.3688
20.12.2013 32.9527 45.0628
21.12.2013 32.9798 44.968
24.12.2013 32.9506 45.0863
25.12.2013 32.6284 44.652
26.12.2013 32.6487 44.6438
27.12.2013 32.671 44,7005
28.12.2013 32.6282 44.8736

31.12.2013 32.7292 44.9699
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