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BACKGROUND ON RUSSIAN ECONOMIC REFORM 

Economic Devekmments in 1995: Last year was Russia's most successful year of economic 
reform. For the first time it refused large-scal~ subsidies to failing state industries, 
maintained a sound budget and fully met the. conditions of its $6.5 billion IMP program. 
The budget dj~ficit was held to about 4% of GDP, inflation fell from 18% monthly in January 
to 3% in December, and the ruble closed the year 10% above its level at the end of April. 
Those succes:;es were reflected in th"e bottoming out of the real economy, as output fell only 
4% last year after a 15% drop the previous year. Outside observers such as the OECD and 
IMP expect Ftussia will join Eastern European reformers and resume healthy economic 
growth in 19~)6, provided reforms continue. To put it simply, Russia is now poised to reap 
the true fruits of reforms. 

Prime Minislier Chernomyrdin played a central role in last year's success, intervening 
personally to secure the IMP loan and strongly backing the reform policies of First Deputy 
Prime Minister Anatoly Chubais. ' 

Prospects for 1996: Before the Communist gains in the Duma elections and Yeltsin's 
dismissal of Chubais, Russia's strongest and ~ost effective reformer, prospects for reform 
looked good. Those events dented the climate of optimism and raised fears that Yeltsin 
would resOrt to populist spending measures in an attempt to buy the June presidential 
elections. But there are realistic prospects that the successful policies of last year may 
continue. D(~spite Chubais' dismissal, both Chernomyrdin and Yeltsin seem to understand . 
low inflation and a stable ruble are good politics as well as good economics and have pledged 
to continue rj~forms. The old Duma passed a solid 1996 budget in December, which Yeltsin 
signed into law. It calls for a 3.9%/GDP deficit and 1.9% average monthly inflation -­
figures acceptable to the IMP. Although the Communist gained in the Duma, it is a weak 
instituti<?n and the Communists remain a minoritY. 

Relations with the IMF: Russia earned its first IMP standby program last April, which 
provided $6.5 billion. It met all prQgram targets through December, and fmal review and 
disbursement. is scheduled for late January or early February. Russia is presently negotiating 
with the IMI: on an Extended Fund Facility (EFF) program to succeed the present program. 
The EFF is a 3-year loan of about $9.5 billion to support macroeconomic and structural 
reforms, including tax policy, energy taxation, and banking sector reform. Before Chubais' 
departure, Russia and the IMP appeared to be on the verge of agreement on the EFF. 'It is 
still not clear how Chubais' dismissal will effect the timing of an EFF, though there still 
appear to be realistic prospects for approval in the near term. The IMP is presently in 
Moscow negotiating on the EFF. 

Debt Rescheduling: Russia owes official creditors about $55 billion, of which $44 billion is 
old USSR d€~bt that is eligible for rescheduling. Last year, the Paris Club agreed to negotiate 
a comprehensive rescheduling instead· of the one-year deals of 1993-95, provided Russia 
stayed on tnllck with its 1995 IMF program. The fJISt round of discussions between Russia 
and Paris Club creditors took place in November and a second round is expected in 
February. Negotiation of a comprehensive rescheduling is contingent on Russia concluding 
an EFF program with the IMF. . 
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96-154584CEPARTMENT OF THE TREASURY 
r 

ViASHINGTON, D.C. 

~~n.~JA,diotc;ll~ ~~ 
January 26, 1996 

UNDER SECRETARY al.'-1~S'~4t tp,11st.... '7£:$~ 
( 

\ 

l\1EMORAN1>UM FOR SECRETARY RUBIN 

THROUGH: 	 Lawrence Summers 0­
Deputy Secretary 
 .ACTION 

FROM: ~ t!effrey Shafer 

V ;tInder Secretary 


SUBJECT: 	 Memo to Vice President Gore on Economic Themes for Visit of 

Russian Prime Minister 


ACTION'FORCING .EVENT: 

Prime Minister Viktor Chernomyrdin will be in Washington January 29-30 for the sixth 
meeting of thc:~ biannual "Gore-Chernomyrdin Commission" (GCC). He will meet 
extensively with Vice President Gore and various cabinet officials, and you and/or Larry . 
Summers are scheduled to meet him to discuss macroeconomic issues. 

The attached. memo from you to the Vice President highlights key themes in Russian reform 
and Western support. 

RECOMMENDATION: 

That you sign ~ttached memorandum to Vice President Gore. 

Agree -.L. Disagree __ Let's Discuss 

BACKGROUND: 

Prime Ministe.r Chernomyrdin's visit comes at a key point. President Yeltsin's dismissal of 
First Deputy Prime Minister Anatoly Chubais, other GOR personnel changes, and statements 
by Yeltsin have created uncertainties about Russia's commitment to economic reform. 
Meanwhile, Russia and the IMF are negotiating on a comprehensive three year IMF 
agr~ment that would deepen Russia's reform program. 

The .agenda fClr the Gore-Chernomyrdin Commission meeting covers bilateral trade and 
invesfment issues, science and technology, space exploration, defense conversion, health and 
the environment, and nuclear energy. 

.mCLmVE SECRETAR!AT 
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MoscowTimes Index: Sep94-Dec9s). 


180 

160 

0 
0 
~ 

II 140
'V 
m 
m 
~ 

~ 

...... 
a.. 
Q.) 

U) 120 
X 
Q.) 
'U 
C 

100 

80 
-~~~ ~~~-~~~~ 

Sep :Nov Dec J95 Feb Aug SepA94 Apr May Jun Jul Nov DecOct Mar Oct 
150 149 128 166 148• MT Index 100 137 127 147 116 138 147 166 145 128 122 

~~~-~~~ ~~- ~-~~~ -~~~~ 

133 



__ _ __________ __ _ 

~----~----------------------------------------~------------------------------------------------------------------------------------------------------------------~-------------------,I: 

Real Moscow Times Index: Sep94~Dec95 
(deflated by CPI) 
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Real Industrial Production: 1992~Q395 

(annual and quarterly data) 
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96-155153DEPARTMENT OF THE TREASURY 
WASHINGTON 

February 9. 	1996 
. ASSISTANT SECRETARY 

MEMORANDUM FOR SECRETARY RUBIN 
~o: 9" .... ·; L,~ 

THROUGH: Jeffrey R Shafer i 


. Under Secretary for", 
 C (', 5.., ..... ",,<r~ 
International Affairs '* Sk,.,'--cA 

FROM: 	 David A. Liptom;L 

Assistant'Secretary for (J ~', (J J ~ rl ~~ 

International Affairs 


This note, which did not get to Larry Summers before his departure today, is to inform you 
about a meeting he and I had with Strobe Talbott this morning to discuss Russia. 

After some discussion about the low probability that the Russian elections produc'~ a result 
favorable to US. int~rests, we focussed on three operational issues. 

First, Strobe raised the apparent Franco-German effort to give Russia ftill membership in the 
G-7 in Lyon, saying he suspected that Kohl was driving the process. He suggested that Stat],. 77 
Treasury and NSC communicate to our German counterparts why we thought this was a bad ' .J. ­
idea, and that we state an absolute refusal toagree. '~7r~<: , 

.' Second, Larry explained that IMF Manag~g Director Ca~dessus, who will travel to Russia ~1 
February 21 to seek high level political commitments to continued reform, is likely to. L ~ 
concfude agreement on the $9 billion INIF loan. The terms, however, will call for 15 policy' ' 
~iQR:s (tll?C,-regulatory, and spending measures) and monitoring of monetary developments "" "­
through the end of the first quarter as requisites for formal IMF approval of the loan in early 1.(.., ..... 
ApriL ~!!IWrOach is aimed at lowering the chance of pro cram devIatIons before the I ~ +lw.r

2-
c 

Russian elections. Disbursements will be monthly for six months and noncompliance will (.r Jo _ ........ 

lead to nonaiS'5'i:irsement Strobe seemed comfortable with this approach and this timetable. 2.. C <-.... 

. ~ d that we ought to rethink our. earlier lans to follow the IMF loan with a~ 
_	comprehen..si '. . uing. If the Russian elections turn out badly, 


negotiating over debt rather than IMF loans will likely be our source of leverage, and' one we . 

would not want to have given up. 


Strobe wa.§..JUDbjyaJent askinc if we could not liN ahead with the rescheduling in a way that :r ~ 
wo~ permil revocation or interruption if Russia turned away from reform. He also - ~ 
wondered whether the US. would want e seen as stopping both Rus ia's etrorts to . oin the 
~. . Larry w.arned, that interruptlOn, w lle possible, c?uld be p:oblematic, . 

and explamed that we could walt until March or even Apnl to make a fmal decislOn, by 

which time the G-8 issue might be behind us. . ' L ~\f 


.. 	 , 
l,I'<.. ... cr;(' 



The Secretary of the Treasurv 
. -' " 

February 15 1 1996 

NOTE FOR DAVID LIPTON 

FROM: BOB RUBIN 

First· 
I agree. Let me know if there 
is something I can do. 

Second 
Why. They'll have their deal . 

. Third 
I think. 

Last Paragraph 
I agree. 


Let's discuss. 


Attachment 


J 
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,Russia's Finances 

summary: As his election draws close, Yeltsin wishes to increase 
spendinc;r to maximize his political prospects. If he does so, 
however, he runs a significant risk of breaking the budget and 
causing a negative reaction in the government bond and foreign 
exchangE! 'markets. This would likely have a more harmful impact 
on his political prospects than any b~nefit he hopes to gain from 
increaseld spending. Facing this dilemma, Yeltsin is looking for 
Western financial support both to allow him to increase spending 
and as political cover which could help calm the markets. We 
have explored possible financing options, both from the u.s. and,' 
from thE! international financial institutions, and have 
determined that there is no mechanism for significantly 
increasing the financial support that might be made available to 
Russia t.rior to the election: 

DiI'ect support from the U.S. would ,require Congressional 

approval, which is not feasible. 


Sinlilarly, additional money from the IMF is a non~starter. 
Any modification of the IMF program which would lead to an 
increase in planned disbursements prior to election -- either by 
increasj,ng Russia's access under quota or by further front loading 
payments: due the second half of 1996 -- would, have to be approved 
by the IMF Board. Given its overtly political motivation, this 
would ne.t likely get the support of the major shareholders, even 
with high level pressure. 

The! Fund has taken a creative approach in, a number of areas 
to help Russia stay on program in order to continue providing the 
financiall support envisaged under the EFF. Further flexibility 
may be :t:'equired to accommodate Yeltsin's expenditure plans in the 
run-up t;o the election. 

Yeltsin's Message: Yeltsin's bottom line is straightforward: 
the stakes iQ the upcoming election are so profound that 'he must 
spend melre to counter'Zuyganov's appeal. Chernomyrdin reiterated 
this pos:ition in a call and letter to the Vice President; Deputy 
Pr,ime M.i.nister Davy'dov underscored this theme in a meeting with 
the ViCEl President and in two meetings with Deputy Secretary 
Summers. Some political realism from the Russian Embassy in 
Washingt;on may have dampened Yeltsin's initial effort to seek a 
$2.5 billion credit'directly from 'the u.s. Davydov is now 
pitchingr for our help to get the IMF to add $2-3 billion to . 
Russia's: recently approved $10.2 billion loan arid to disburse the 
'full inc:rease iri May and June. 

Economici Realities: The IMF has confirmed that the pension funds 
are cur:t:'ently fully fun'ded,although they may come qnder pressure 
later this year if enterprises run arrears in their payroll 
taxes. Our dialogue with the Russians has not altered our.view 
that Russia has the resources to stay current on. wages and 
pensions. Indeed, Davydov noted that the only "emergency" at 



hand wa~ not economic, but the election itself. with or without. 
additiortal financial support from the West, Russia has ample 

. foreign reserves -- and can raise more from private foreign 
sources -- if it is intent on increasing spending. The Deputy 
Minister of Finance acknowledged this, adding that Russia would 
prefer t:o increase spending with Western finance -- a. tacit 
signal of Western approval. . 

Russia's! Constraints: Yeltsin cannot afford a radical departure 
from reform that would cause a ruble collapse just before the 
election. Not only would it damage Yeltsin, it would strengthen 
Zuyganov's contention that he offers a credible economic 
alternat.ive, as his rivals would cast a break with the IMF as a 
Yeltsin failure. Moreover, there is the economic reality that 
Russia is barely meeting program targets despite significant 
flexibility from the IMF. Most obvious options to give Russia 
greater room for spending have' been tapped, making it all the 
harder t.o press the IMF further. 

western. Realities: U.S. efforts to raise money for Russia will 
result in a bruising and probably futile domestic debate. 
Congress, including many Democrats, will not vote for a capital 
infusion. for Russia in the midst of our domestic ,budget battles. 
We have blunted criticism of our support for Russia's IMF program 
by arguing that the loan is based on monthly monitoring of strict 
performande criteria. Any overt effort by the U.S. to mobilize 
financin.g. for Yeltsin's campaign promises -- directly or by 
modifying the, IMF program -- would open the Administration to 
criticism here at home. 

IMF Efforts: In the past two months, the IMFhas taken a number 
of steps to provide Russia with greater flexibility within the 
program: 

In the first quarter, when Russia's cash tax revenues fell 
to less than 70 percent of projected levels -- and significantly 
short of the 85-90 percent revenue floor called for in the 
program -- the IMF agreed to count tax 'offset vouchers issued 
late last year and in the first quarter of this year as revenue • 

. (The IMF learned orily recently that the GOR issued an estimated 

$4 billion in these vouchers in lieu 6f paying contractors.) 

This allowed the GOR to meet its revenue targets under the 

program, given its poor revenue collection performance. 


The Fund increased Russia's deficit target in the second 
quarter by $1.6 billion in order to allow Russia to use the $2.4 
billion German and French loans to payoff wage and pension 
arrears. 

This week, the Funa staff told us informally they plan to 

propose to increase the budget deficit targets by $1.5 billion 

over May and June to take into account higher than expected 

interest costs on government debt. (In the first quarter of the 

year, the Russia~ government had to offer more that 150 percent 




- '. . 


yields an its T-bills in order to meet finance its debt.) 

Conclus:lon: Our best hope is to continue working quietly with 
the IMF to encourage it to take as flexible as possible an 
approach in the run-up to the election. This will increase the 
prospects that Russia will be allowed to draw the two $340' 
million tranches planned for end-May and end-June. 

\ 

If Yelt:;in chooses to increase spending, he has access to' 
suffici.~nt resources to do, so. It is important that we 
underscc)re with the Russians the possible risks -- financial and 
political -- associated with ,this course of action. However, if 
they ch.)ose to, increase spending, we can discuss with them 
mechanisms for cllanneling resources in a manner that makes the 
,most sense. , (For example, Russia should remove restrictions on ' 
foreign participation in its T-bill market, which would attract 
additional foreign reserves and bring down interest costs which 
are cut-ting into the GOR' s discretionary spending.) 
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"1996.-D SE .... 0 0 4999 

" Department 

to: Secretary Rubin of the Treasury, 
. Departmental Offices room: ___ date: 6/17/96 

Assistant Secretary for . 
Int~rnational Affairs 

". 

Attached are some draft materials on Russia and Bosnia which we 
plan to provide to the White House for use in the President's Lyon 
briefing materials. We will be providing you separately with briefing 
materials for the Russia and Bosnia related discussions at Lyon. . 

CC: 	 Larry Summers 
. Jeff Shafer 

David A. Lipton ()... 

room 3430 
phone 622-1270 
Fax 622-0417 



RUSSIA ECONOMIC SDlJATION 

Suggested Points: 

o 	 Commend. you for success in reducing inflation to low levels, stabilizing the ruble~. and 
fmplementing your IMF program, despite election pressures. 

o 	 A viCtory in the second election rQund wilt provide a renewed mandate for economic 

reform and offer new oppOrtunities. Confidence will return to financial markets and 

domestic and foreign investment will be poised to accelerate. Encourage you to seize. 

that opportunity. 


o 	 A key task will be to restore tax revenues so that you can fund needed state spending 

while further advancing financial stability. . 


o 	 Want you assure you we will continue strongly to back IMF and World Bank support 

for your economic reform. . 


·Backg[l~ 

Russia made strong progress on economic reform over the past year, as inflation fell to a new 
low of 1.6% monthly, the ruble stabilized, and output bottomed out. The past few months 
have be:en difficult as Yeltsin tried to meet critical expenditur,e needs in the face of falling tax 
revenu~:s. and at the same time to maintain financial stability and stick to Russia's new IMF 
program. Yeltsin has so far managed to do both, by slashing non-e$sential spending, using 
loans of $2 billion from Germany and $400 miUion from France, and sel1ing off foreign 
exchange reserves to keep the ruble stable. . The IMF also showed unusual flexibiHty,· twice 
modifying Russia' s program to allow temporary increases'in the deficit. ' 

The financial situation will likely remain fragile in the few weeks between the two election 
rounds, due to continuing nerVousness in financial markets. We have asked the IMF-to 
monitor the situation closely and explore every possible mechanism for reacting in the event of 

. financial market instability. If Yeltsin wins the second round, financial strains should recede 
and investor confidence return. Russia will then need to work hard to restore tax revenues so 
it can meet legitimate state spending needs while maintaining financial stability. A victory will . 
offer Y,eltsin a mandate to. intensify economic reform. 



THE STATUS OF ECONOMIC REFORM IN RUSSIA 


Russia':s economic performance strengthened last year as it stuck to its ambitious economic' 
. reform program supported by the IMF. Progress continued in 1996 under Russia's new $10 
billion three-year IMF program; which calls for deeper reforms. 

o 	 Inflation dropped from 18% monthly last January to a new low of 1.6% this May. The 
:ruble stabilized last year~ allowing the Central Bank to boost reserves $10 billion. After 
adjusting for inflation the ruble has risen 65 % over the past year. 

, 
o 	 The 1995 budget deficit was slashed in half from its 1994 level of 10% ofGDP, a cut 

of $8 billion. Russia's economic program caBs for a 4% of GDP deficit this year and 
2% i'n 1998. In past years, the deficit was financed by printing money. Last year and 
early this year, nearly 60% of the deficit was financed by non-inflationary treasury bill 
:sales. 

o 	 Real GDP fell 4% last year, after dropping 15% in 1994. Many sectors are now. 

growing and GDP growth may be positive this year. The average monthly wage is 

:nearly $160, a post-reform high. Unemployment is just under 9%. 


o 	 . About 70% of the economy is now in private hands, though privatization has slowed 

this year, and land privatization in particular has lagged. 


Recent Deyelqpments: Russia stayed on its reform program and met IMF monthly targets 
through early June. But the financial situation has been very difficult in the past few months . 

. Tax revenues have fallen sharply, the market for government debt has plummeted, and'the 
ruble has been under pressure. Russia has weathered those difficulties by cutting spending, 
using German and French loans to payoff wage arrears, and selling foreign exchange to 
support the ruble. The financial strains are largely related to political uncertainties and should· 
ease once the elections are over. 

Relations with the IMF: The IMF loaned Russia $4 billion in 1992-94 and $6.5 billion in 
1995. This March the IMF approved a $10.2 billion three-year program, called an EFF, and 
has disbursed $1 bi1lion. The EFF calls for cutting the fiscal deficit and reducing inflation to 
Western levels. It also intensifies structural reforms across a broad range of areas including' 
tax reform, trade, banking and capital ,markets, agriculture, and social programs. 

World Bank.:. The World Bank has approved $5.6 billion in loans to Russia since 1992, and 
disburs(~ about $1.6 billion. The BankwilJ likely approve a $500 million loan in late June to 
support coal sector restructuring and may.approve a $500 million social sector loan in the 
second halfof this year. The annual lending pipeline for R.ussia is about $1.5 billion. 

Drot.. The Paris Club agreed this year to reschedule $40 billion in Russian official debt. over 
25 years. It was the biggest Paris Club rescheduling ev.er andwas on exceptionally generous 
terms. The deal should free Russia from the need for further reschedulings. Russia reached 
agreeml!nt in principle with private bank creditors last November on rescheduling $32 billion' 
over 25 years. A final agreement will likely be signed in the second half of the year. ' 



ECONOMIC RECONSTRUCTIONJN BOSNIA-HERZEGOVINA 

ObiectlY§ 

Our objectives on Bosnian economic reconstruction issues at the Lyon summit are: 
" 

o 	 To highlight improvements on the ground and the contribution of the international 

community's efforts to the reconstruction of Bosnia over the past year. 


o 	 To endorse the World Bank priority reconstruction program in 1997 and beyond, and 
to call on the Bosnians to do their part to create the institutions necessary· for a viable 
economy and for the effective disbursement of foreign. assistance. Specifically, the 
Bosnians must satisfy the necessary institutio.nal and stabilization preconditions for 
Bank/Fund policy-based loans, which were previously committed.to at the Blair 
House meeting of the Federation Forum and in earlier agreements. 

o 	 To commit to specific steps to improve 1996 reconstruction efforts, including 
. expediting disbursements of pledges (e.g., 50% disbursement of 1996 pledges by end­
1996); strengthening donor coordination through the 13 sector task forces on the . 
ground to ensure that donor assistance mee~ the priority needs of the Bank's program 
(i. e., to fill the $700 million financing gap in the $1.4 billion worth of 1996 projeCts 
developed by the Bank) .and the institutional and policy reform goals identified by the 
Bank and the Fund. " . 

o 	 To commit G-7 governments to provide sufficient resources to help Bosnians help 

themselves on reconstruction and transition to a market economy and specifically 

those needs identified in the World Bank's 1997 priority program. 


Intermlt.ional Financial Support 

.. The international financial community has engaged in an extraordinary effort to produce a 

. visible peace dividend in Bosnia~ In response to a request from G-7 Finance Ministers, the 
Fund and the Bank developed a preliminary needs assessment and a medium term financing 
scenario. The Bank developed a$5.1 billion priority reconstruction plan for a 3 - 4 year 
period. The financing scenario identified $6 billion of total financing needs over the next 
three y(~rs for import reconstruction needs, debt service, officials reserves buildup and 
exports. The $6 billion is to be financed notionally as follows: $1.5 billion in IFI support 
and some private flows toward the end of the 3 year period; $1.5 billion in Paris and London . 
Club d(:bt reduction; and $3 billion in bilateral donor support, largelyooneessional. The 
U.S. Ms as its goal to contribute 20% ($600 million over 3 years) toward)he bilateial donor 
support. Two donors' conferences co-hosted by the Bank and EU raised $1.8 billion for the 
first ye:n of the Bank's $5.1 billion priority. reconstruction plan. 

The World Bank has already approved $550 million in projects for 1996, $170 million of 
which c:ould be disbursed by the elections in September. USAIDestimates that, by year-end, 
it could disburse $15-20 million under its Municipal Infrastructure Services Project and $45 

http:committed.to


· million under its Reconstruction Finance Facility .. Disbursements and coordination could be 
improved. To ensure that the Bosnians enjoy the greatest peace dividend prior to the 
conclusion of IFOR's mandate and, ideally, prior to the election, the Leaders will call on 
their governments to disburse at least 50% of 1996 pledges before end ... 1996. For the $1.4 
billion in 1996 projects it has prepared for approval, the World Bank has identified only 

·$700 minion in firtancingthus far and, therefore, the Leaders will encourage donors to meet 
the priority reconstruction needs identified by the Bank and to fill thisgap. Theyalso will 
encourage the donors to strengthen their coordination through the 13 sectoral task forces 
operating in Sarajevo. Finally, the Leaders will endorse the World Bank's 1997 plan for 
Bosnia's reconstruction, which wili set the stage for pledging conferences later this year. 
(We would reiterate its intention to seek $200 million for 1997 and $200 million for 1998.) 

· Economic Stnlcture/Policies 
. ", ." . , .' 

The Dayton Accord envisages a highly devolved fiscal structure. Since there is to be a 
modest role for the state (e.g., service debt, and conduct monetary and foreign trade policy), 
only about 5 % of pubJic expenditure is expected to occur at the State level, compared with 
25% at the entities level. This relatively small function for the State was designed at Dayton 
to allay Serb fears that the Muslims would use a more powerful State government to raise 
revenues from the Serb area to pay for social expenditures in the Muslim area. Within each 
entity, nl~wly-created cantons and existing municipalities are expected to provide local 
services such as health, education and social expenditures; together the cantons and 
municip,Hities are expected to account for the remaining 70% of total public e~penditure. 

One of t:he goals of the Summit is to reinforce the message that the Bosnians need to do their 
part to build the necessary institutions and to adopt the appropriate policies to facilitate 
economic reconstruction withtn and between the entities. The World Bank conditioned its 
$110 minion adjustment credit on the Bosnians creating a Federation banking agency and a 
Federation privatization agency, ensuring that customs revenue (the main source of revenue 
currently) is transferred to Federation accounts, and establishing a unified payments system 
to facilitate transactions throughout the Federation. The Bosnians appear to have met·all but 
the last condition, which is hung up on the opposition of the Central Bank governor. - To 
secure an IMF agreement, the Bosnians will have to take further action to create a Federation 
budget and budget process and a Federation tax administration, as well as adopt a sound 
fiscal policy framework. 

FoIlowing the election, the Bosnian parties must, in addition, establish institutions and pursue 
policies ~o strengthen interaction between the Federation and Srpska; including creating a 
single Central Bank and national currency, linking payments systems, removing customs 
checkpoints. and harmonizing customs and other economic policies. At Dayton. there was 
distrust that the Muslims would cause rapid inflation by monetizing. budget deficits to pay for 
social expenditures and transfers to loss-making state-owned enterprises. To allay such ­
distrust. the Parties adopted a rule that the new central bank (to be created after the election) 
would operate as a currency board for the first 6 years with a foreigner (nominated by the 
IMF) as governor and the local ethnic representatives as deputy governors~ There would be 
no possibility of bank financing of the deficit under this arrangement. . 



IFI Support/Condit.ionality 

.' The World Bank has effectively used its conditionality to secure important institutional 
developments in the Federation in exchange for a $110 million adjustment credit. . It is 
important that the.1..eaders support that conditionality, particularly if the Bosnians fail to 
establish a unified Federation payments system (the outstanding World Bank condition) prior 
to Lyon. 

The IMF will have some additional conditions that the Bosnians must meet before it is 
prepared to come forward with a program. In contrast to the Bank, however, the Fund has 
remained rather general in its discussions, rather than defining specifically the conditions 
under which it would be prepared to go forward with a program. Once the World Bank's 
conditions ,are fully met, it would be useful for the USG to press Furi,d management to be 
less distant (e.g., to make the possibility of a Fund program seem within grasp) and creative 
(e.g., to .consider ways in which the Fund could structure a program with the Federation 

'alone if it proves impossible to incorporate Srpska). 

Assistance to Republika Srpska 

. The intl~rnational community faces a dilemma on assistance to Republika Srpska,' which is 
still dominated by indicted war criminals Karadic and Mladic. On the one. hand, we want to . 
show a peace dividend to the people there, both to strengthen the desire for peace and also to 
enhance: the chances for economic recovery throughout Bosni;t and the neighboring region. 
On the ,other hand, we do not wish to do anything that strengthens the positions of Karadic 
and Mladic. We also face a statutory requirement that the Administration oppose assistance 
(bilateral or multilateral) to states harboring war criminals. 

In general; we are supporting humanitarian assistance throughout Srpska and limited 
reconstruction assistance if it is decentralized in nature (vs. large infrastructure projects) and 
does not strengthen the Karadic/Mladic regime. Some of our partners (e.g., Britain, France 
and Russia) favor much more extensive assistance to Republika Srpska ,and argue thal 
denying support could cause a popular backlash in the Srpska elections in favor of the 
hardline regime. For the near term, the issue is temporarily muted, because the Karadic 
regime has refused to sign loan documents with the Bosnian state which are required for the 
Bank to lend through the State to Srpska, and the State has refused to assume responsibility 
for loans to Srpska. 



BACKGROUND ON BOSNIA-HERZEGOVINA. 

Economic Decline and Recovery 

. Bosnia's GDP perapita plunged to about lf4 its pre-war level, to about $500 in i995. At 
war's end~industrial production in the Muslim majority area was less than 10% of pre-war 
levels. Some 75% of the Federation's workforce is unemployed, although there isa growing 
gray economy of small private sector service firms that is not captured in the data. About 
80% of (he Federation population received at least some humanitarian food aid in 1995 . 

. During reconstruction, we expect strong economic growth, as an estimated 300,000 soldiers . 
are dem()bilized and employed in the civilian economy, with real GDP forecast to grow 35 % 
in 1996 and 21 % per annum in the 1996-2000 period. Even with the return-of some 

. refugees from abroad, per capita income is forecast to climb almost 40% in 1996 to about 
$725..There appear to be large income disparities at present by ethnic area, with monthly 
wages averaging about DM30 in the Muslim majority and Serb majority areas, compared 
with about DM350 in the Croat majority area. 

Structural Issues 

Bosnia inherited Yugoslavia's brand of socialism, whereby "socially-owned" enterprises were. 
de facto state-owned but effectively controlled by enterprise management and company 
unions, who sought to maximize wages. and salaries rather than profits. In tum, the 
enterprises owned bank subsidiaries, which had highly conceI)trated loan portfolios of 
subsidizexi loans to their parent companies. Bosnia urgently needs to priv~tize these 
enterprises and banks to create a private sector competitive economy, although there is 
tremendous domestic pressure to increase support for state enterPrises as tools for employing 
demobilized soldiers. There appears to have been some new private sector development in 
the service sector (e.g., in banking) in the Muslim and Croat majority areas during the war. 
In contrast, the Serb majority area appears to be very much an old-line state-owned 
economy. 

Political Situation 

Following three years of war and ethnic cleansing in Bosnia, the U.S.-brokered Dayton 
Accords were signed in December 1995 in Paris. Dayton provides for a highly devolved 
state (Rc::public of Bosnia and Herzegovina),· where most of the functions generally associated 
with central government (e.g., defense policy) are fnstead the domain of two constituent· 
entities: the Federation (Muslim-Croat) and Republika S'rpska (Serb). Prior to the elections, 
which aim to create a unified state presidency, parliament, and constitutional court, there ~s a 
climate of tremendous political uncertainty and distrust, both within the Federation and 
between the Federation and Srpska. 

The political climate is quite polarized. Elements of the Bosnian Serb community do not 

wish to ;lnteract with Bosnian Muslims, as illustrated by the burning of Serb-held Sarajevo 

suburbs before the Federation took them over.. The Federation has been plagued by deep 




divisions: between Muslims and Bosnian Croats which has, for example, plagued efforts to 
create a unified payments system. Moreover, political extremists tend to be winning out 
over moderates: indicted war criminals Karadic and Mladic remain'in power in Bosnian Serb 
entity, Muslim gangs and police are intimidating Serbs who remained in Sarajevo, many 
Bosnian Croat leaders want independence from the Federation or to join Croatia, and none of 
. the parties is permitting the full freedom of movement or return of displaced persons. 

National and local elections are to be scheduled for no later than September 14, provided 
conditions exist for free and fair elections. In the face of limitations on freedom of 
movement, freedom of assembly, and independence of the media, and the retention in power 
of indicted war criminals Karadic and Mladic in Republika Srpska, the U.S. is perceived to 
be putting pressure on the Organization for Security and Cooperation in Europe (OSCE) to 
make the determination that those conditions exist. 



i~'9 9 6- ;SE - 008440 

DEPARTMENT OF THE TREASURY 

. WASHINGTON,.o:C. 

September 5, 1996 ~,,~, 	L / 
ASSISTANT SECRETAffY• 	

joJ'

MEMORANDUM TO SYLVIA MATHEWS 

. FROM: David Lipton~ 

SUBJECT: Secretary Rubin's Questions Regarding Russia 

The Secrl~tary asked whether Treasury was represented at the meeting between Vice President 
Gore and World BaTIk President Wolfensohn. Larry Summers and I attended this meeting. The 
Vice President delivered 'a message urging the Bank to take a lead role in helping Russia to carry 
out its structural reform plan (Treasury had prepared the Vice President's talking points). Larry 
Summers was asked to supplement the Vice President's presentation with details on the types 
and amOlmts of support which we hope the Bank would provide. [Larry's talking points are 
attached, for your information.] _ . 

Larry and I both have f01l0wed up with the Bank and the IMF on intensifying the support for 
reform in Russia, including, most immediately, support for Russia's ailing banking sector. We 
will discuss suppqrt for Russia further with the G-7 in the Deputies' meetings in September and 
anticipat~! doing so in the Ministers' meeting at the Bank/Fund annual meetings as well. The 
Russians will again be invited to participate in one part of the G.,7 Ministers' meeting. 

Please let me know ifyou wish to discuss this in more detail. 

cc: 	 Jf:ff Shafer 

Larry Summers 




· . The Secretary of the Treasury 

September 10, 1996 

NOTE TO DAVID LIPTON 

FROM: Bob Rubin 

Thank you. 
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WASHINGTON 

September 30, 1996 

ASSISTANT SECRETAI~Y 

MEMORANDUM FOR SECRETARY RUBIN 
DEPUTY SECRETARY SUMMERS 

THROUGH:' ~~EFFREY SHAFER 
~~der secretary 

FROM: DAVID'LIPTONtr-
Assistant Secretary (~nternational Affairs) 

SOBJEc1~: crime and Corruption in Russia 

You asked about Russia's economic prospects, given the widespread 
crime and corruption in that country. In sum, Russia's crime and 
corrup1~ion problem reflects the fact that there is simultaneously 
too mu~::h and too little government in Russia today: 

Te)o great a burden on the private sector, which drives 
l~l!.gitimate economic actors underground and provides ample
opportunity for individuals to manipulate economic activity
through non-market mechanismsi, and 

Tl::>o Iittle presence in arenas where governments must act to 
c:r:eate the legal regimes and institutions necessary to 
e:stablish and enforce basic economic rights. 

In the context of Russia's economic reforms to date '(e.g.,
privatization, deregulation), there has been some progress in the 
first area. However, there has been little progress in the 
second, which is likely to remain a longer-term challenge. 

The USG and the international financial ~nstitutions are engaged 
on this issue, both directly and indirectly. The IMP' is pressing 
for significant structural'.. reforms (e.g., tax simplification, 
privatization) to complete the economic reform agenda, thereby
reducing the opportunities for corruption. The World Bank also 
is'working to facilitate structural reform and to strengthen 
Russia,'s legal system. In addition, various USG agencies are 
provic:ingtechnical assistance on economic reform and are working 
with 'Flussian institutions to enhance their capacity to ,crack doWn 
on f il1lancial and other crimes. 

Relat:l.oDship between crime/corruption and Economic progress 

Crime and corruption may not preclude economic progress (c.f., 
post-ilar Italy), but they do discourage economic activity in the 
same ilay high taxes do. They eXtract a particularly heavy 
pena11:y on activities with a long-term payout and encourage 
capitill flight. In some cases (e.g." Zaire, the Philippines 
under Marcos), corruption has retarded an entire economy. 



crime cmd corruption in Russia has its roots in the central 
plannirlg era, when working "around" the system was the only way 
for wOl'kers to provide basic goods for the families, factory 
manageZ:~s to obtain needed inputs and party bureaucrats to· earn 
the in:f:luence and luxury goods they craved. After 70 years of 
life ul'Lder Communist rule, it is probably overly-sanguine to 
expect the transformation of Russia into a rule-of-law state to 
occur i.n·less .than a generation. 

still, there has been a certain degree of progress, particularly 
in addressing the problem of too much government in the economy.
with tl'l.e deregulation of the economy, there are fewer . 
opportunities for government corruption. For example, with the 
liberalization of the trading sector, there are fewer 
require.ments for approvals and licenses and less opportunity for 

. bribery'~ . (.As a mid-level official of the Ministry of Economics 
",was recently quoted, "There:i,;s' no more bribery because; there is 

nothing left to sell.") In addition, . a number of statf:~-oWned 
financial institutions (e.g., Sberbank, the largest bank in 
Russia) .have been turned over from corrupt apparatchiks to 
reform-minded managers. Finally, with the privatization of 
entire sectors of the economy (e.g., minerals), some indices of 

.crime (e.g., the murder of managers) have declined. 

Or course, serious problems remain~ The Finance Ministry still 
has the power to grant tax exemptions and, therefore, is 
potentially susceptible to bribery. In addition, there is 
widespread crime among private economic actors which reflects the 
weakness of the government's legal regime and enforcement 
capabilities. 

-.roo little government 

Laiok of well-defined property rights, including ownership 
an~i control (e. g ., absence of land ownership rights, weak 
shilreholder rights). 

Ab:sence of adequate enforcement institutions (e.g., to 
en:~orce basic contract rights), encouraging actors to seek 
pr:lvate enforcement mechanisms •. 

Uru:eqUlated monopolies, collusion and anti-competitive
behavior (e.g., absence of antitrust legislation and 
enforcement) • 

Too aucll government 

NOll-transparent and over-burdensome tax system (e. g .. , up to· 
34 different taxes with marginal tax rates in some cases 
ex(:eeding 100% of profits),. driving. economic activity 
underground and encouraging otherwise legitimate economic. 
actors to seek .protection from the tax system .. 

NeE!d to acquire permission from multiple government entities 
to engage in normal business practices (e.g., non-market 



-'. 'I 

mechanisms for assigning exPorters access to oil pipelines),
Ol)ening the door to bribery and manipulation. 

-- Pl:ovision of products at below world market prices (e.g., 
cc)al subsidies), creating an opportunity for illegal trade 
arid arbitrage. 

Ncm.:..transparency and favoritism in law and governance· (e.g., 
·ncm-transparent cash privatization auctions). 

Bffol'ta' tg Addl'ess this Problem 

The st:r'uctural reform elements of Russia's IMP proqram will take 
signiflcant steps toward addressing the incomplete reform picture
which c:reates opportunities for crime and corruption. ' 
Specifi,cally, Russia is expected to take the following actions: 

'I'1I,xation: Produce legislation· to reform v:alue-added and 
p:t'ofits taxes. 

pr'ivll.tization: Produce audits of major state-owned 
en,terprises: offer major state-owned assets for sale with 
foreign participation. 

Monopolies: Establish procedures to reform the pricing of 
natural gas to reflect co~ts. 

Budget: Produce legislation on government procurement
policies. 

Ca:pital markets: Produce legislation onsecurities 
re'gulation. 

In addi'tion, the Worid Bank has launched a $58 million.legal 
reform ;~roje<;:t to·draft the necessary commercial laws for a 
market 'economy and to strengthen the ability of Russia's legal
institu,t:ions to enforce those laws. 

Finally, the USG is·engaged in a nUmber of efforts to. address 
issues that impact. crime/corruption, iricluding the following: 

Tr4:!asury is providing highly-qualified technical assistance 
to develop a new, rational tax code and to strengthen 
RUi9sia 's tax administration. 

Otller U.S. agencies have programs concerning the rule of 
la,,,, commercial law development (including the drafting of a 
neli civil code), land privatization and capital· markets· 
de~,elopment • 

In addition, a number Of. U.S. agencies, including the. IRS, 
ATF, Secret Service and FBI, are working with Russia's 
Cerltral Bank, Finance Ministry and State Tax Policy to . 
strengthen Russia's ability to deal with money laundering, 
cOtmterfeiting and other financial crimes. 
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b(8) Release would disclose information concerning the regulation of 

financial institutions (b)(8) of the FOIA/ 
b(9) Release would disclose geological or geophysical information 

concerning wells (b)(9) of the FOIAI 

I I I I I I I I I , 
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fEB 061998UNDER SECRETARY 

MEMOru~NDUM FOR SECRETARY RUBIN . 

DEPUTY SECRETARY SUMMERS 


FROM: UNDER SECRETARY LIPTON{)L 

SUBJECT: RUSSIA 
. . 

Current market anxiety about Russia presents a significant near-term risk to reserves and the 
exchange ra.te peg. Russia is dearly vulnerable: foreign exchange reserves ofaround $9-11 
billion are exceeded by the[oughly $15 billion in foreign holdings ofRussian GKOs (short-term. 
ruble-denominated government bonds). One factor fueling anxiety is limited central bank 
transparency on reserve le~~ls·and the exposure of the banking sector. A deeper problem is the 

. perception that the Russian leadership either does not have, or will not spend, the political capital 
needed to fix the fiscal situation. Lack ofa clear message from President Yeltsin on the urgency 
of the refonn agenda has only exacerbated doubts about Russia's economic health and prospects. 

Since December, the central bank has demonstrated its commitment to the peg through decisive 
interest ra!e hikes (GKO yields are now around 45%). But without swift, resolute action on the 
fiscal side, the CBR at best will be blamed for another year ofno growth due to .high rates arid at 
worst could be forced to push rates to truly painful levels and/or fail to sustain the peg, destroying 
confidence in Russia's inchoate macroeconomic stabilization. The boost on the fiscal side must 
come from three politically difficult sources: (1) much higher 1998 tax collection (up from 
9%/GDP in 1997 to 11% in 1998), (2) steeper cuts in 1998 non-interest expenditure levels (to 

..! .perhaps 11% of GOP), and (3) passage ofa sound Russian tax.code. 
. . 

To be fair, the negative perception is partially Jagging the reality of a rising level ofcompetence 
and shared objectives in Russian politics and government. Deputy Assistant Secretary Mark 
Medish and Eurasia Office Director Nancy Lee just returned from a visit to Moscow and report 
that on a nu/nber of key reform issues'-- including the tax code, pension refonn and other social 
sector refonn -- a pragmatic consensus is fonning on the basic parameters ofwhat needs to be· 
done. It helps that the current system is so broken in highly visible ways (public wages and 
pensions go unpaid) that gradualism is not perceived as a credible option. The government is . 
exerting real leadership by producing coherent plans, while Duma opposition, though stilI 
fo'rmidable, is becoming more responsible. Policy battles are increasingly focused on the familiar 
democratic problem of balancing competing interests rather than on the fundamental merits of 

. reform. And the fate ofindividual reformers has become less central to prospects for success. 
Mr. Chubais and others have groomed what may well be a critical mass of competent, effective 
agents ofchnnge sprinkled throughout key agencies. 

.~ 
~.. ----,-----_.. 



But the sheer size of the agenda awaiting action this year gives rise to major investor doubts, 
. particularly in view of the evident power struggles among key Kremlin players. The recent power 

shift away from Chubais and NemtSovin favor ofChernomyrdinhas, at least temporarily, 
weakened two critical engines and spokesmen for reform. During these pendulum swings, there 'is 
a tendency for progress to stan unless and until Yeltsin intervenes. On a positive note, Yeltsin 


"began to show his hand this week with a publicly reported call on Chubais to push the draft tax 

code through its first ofthree readings in Parliament by end-March, convene a commission to 

protect investors' rights, take a harder line with major corporate tax delinquents, and keep 

,spending within the government's limited means in the first quarter (no new borrowing). 

Finally, in two key areas, Mark and Nancy report that it is not clear that the Russians even have a 
coherent strategy: (1) ralsingtaJ\ collections this year, and (2}pursuing competitive, transparent 
privatization of remaining birge state-owned enterprises. Recently, in the bellwether case of 
ROSNEFl' (the last big state oil company), the GOR has waffled on both the share of the 
company offered to private investors and whether foreign oil companies can participate. ,These 
uncertainti.~s raise suspicion that the oligarches are positioning themselves to win more victories 
this year, keeping Russia squarely on the path ofcrony 'capitalism - but without East Asia's 
offsetting track record oflong-term macroeconomic stability, high domestic savings rates, sizable 
FDI inflows, and dynamic export orientation. 

Next Steps: 

Ou~ immediate objective should be to raise the level ofawareness among the Russian leadership 
ofthe CUffE:nt market perceptions and risks. We have to raise their sense ofurgency. I would 

,pick five areas where they need a concerted, high-profile push to achieve prompt progress: tax 
collections, the tax code, the budget/spending control, privatization, and shareholders' rights. 

I propose as first steps that Larry call Mr. Chubais and the central bank governor, Mr. Dubinin, to 
urge him to take a firm stand with the GOR; Dl;lbinin should make clear that he will not take on 
the entire stabilization burden. You are also likely to see the Finance Minister, Mr. Zadornov, in 
London on February 22. And, as events unfold, we should also consider the follow-on step of a 
VicePresid;ential call to Prime Minister Chernomyrdin to reinforce the message that: (a) markets 
are seriously concerned and (b) the situation is unlikely to improve and could deteriorate sharply 
without clear signals and real action in these five areas. 
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MAR 261991UNDER SECRETARY 

MEMORANDUM FOR SECRETARY RUBIN ' 

DEPUTYSECRETARYS~RS 

FROM: UNDER SECRETARY LIPTON PL 
(International Affairs) 

SUBJECT: Russia: Markets Calm Amidst Cabinet Reshuffle 

Summary 

Russian President Boris Yeltsin fired his PM and dismissed his entire cabinet on Monday. 
Accusing the cabinet oflacking dynamism and initiative, Yeltsin said Russia needs 1ta new and 
strong government" to restore'impetus to economic refonn. Fuel and Energy Minister Sergei 
IGriyenkCl has been appointed Acting PM and asked to put together the new cabinet. It is hard to 
say what this week's cabinet reshuffle will mean for economic policy management, but there is a 
reasonable chance that refonners will still be in a position to make policy. Key issues for the new 
team will be unchanged: fiscal austerity, revenue coJlections, tax reform, and improving bank 
supervision and transparency. So far, the markets have reacted calmly to the shakeup. 

Who's ian, Who's Out, and Next Steps 

Yeltsin issued separate decrees firing PM Chernomyrdin, First Deputy PM Anatoly Chubais, and ' 
Interior ~,finister Anatolia Kulikov. Chubais is expected to become chainnan ofthe board of 
Russia's dectricity giant Unified Energy System, a post from which he can continue to influence 
the refonn agenda. 

,Many other cabinet members are expected to be reappointed. One day 'after 'sacking the 
government, Yeltsin praised the work ofForeign Minister Yevgeny Primakov and Defense 
Minister Igor Sergeev, seemingly indicating that they will stay on. Yeltsin also is expected to 
keep First Deputy PM Boris Nemtsov, a leading refonner, in the Cabinet. (Nemtsov is 
Kiriyenko's fonner boss and political mentor.) 

The new cabinet is expected to be announced before Yeltsin's trip to Japan scheduled for April 
11-13. A presidential spokesman stated that Acting PM Kiriyenko is the most likely candidate for 
Prime Minister. The 35-year-old IGriyenko aJready has come under fire from many comers ofthe 
Duma. However, Yeltsin holds a Damoclean sword over the Duma: ifit fails to approve the 
President's nominee in three tries, the Duma wiJl be dissolved and new elections calJed. (Of 

, course, ifthe Duma fails to blink, Russia could head for a prolonged period ofpoliticaJ 
uncertainty that it can illafford.) 

Prelude to the Shake Up 

A presid(mtial spokesman has stated that the decision was Yeltsin's alone. But several observers 



have asseited that "o1igarch" Boris Berezovsky instigated the dismissal ofthe government. 
Berezovsky was a long-time antagonist ofChubais and recently turned against PM Chernomyrdiri, 
particularly after the PM approved the upcoming sale of75 percent plus one share in Rosneft. In ' 
addition, 13erezovsky has questioned whether the uncharismaticChernomyrdin would be electable 
in the 2000 presidential ballot. At the same time, leading reformers like Chubais and Nemtsov, 
too, had been at loggerheads with Chernomyrdin in recent months, for example when 
Chernomyrdin tried to reduce their portfolios. Thus, in a sense, Yeltsin deftly capitalized on a 

. common denominator between the oligarchs and the reformers -- their growing dissatisfaction 
with the F'rime Minister -- and reasserted his own supremacy. 

Yeltsin's gambit is that Berezov~ky and his fellow oligarchs will be pleased with the dismissal of' 
the unpopular Chubais and the underwhelming Chernomyrdin but that the reform agenda can still 
be carri.ed out effectively under the guidance ofKiriyenko, Nemtsov (by many accounts, Yeltsin's 
favorite) mld Yeltsin himself As always, a key variable in this scenario for Russia is Yeltsin' s 
oWn stamina. 

Markets Calm So Far 

Equities and Currencies Unfazed: The' equity and currency markets have shown little effect from 
the political shakeup: The Moscow TiDies equity index is down 0.6% for the week though 
'Thursday and the Ruble is off 0.14% for the week through Thursday at 6.09R to the 'dollar. 

T-bill Rates Down: Yields have fallen slightly ori the secondary GKO market this week, down to 
25.3% on Thursday. On the primary market, yields rose to 29.0% on weaker demand for one­
year GKOs on March 25, up from 27,8% on March 18. 

Bond Spr,eads Up Slishtly: Yields on the secondary market for Russia's 10-year $-Eurobond are 
up 21 b.p, for the week through Thursday to 10.67%, with its spread over US Treasuries rising 
from 483 b.p. last Friday to 494 b.p. Thursday. 

Russia Floats Eurobond: Another indication that the market is not overly concerned about the 
political s1tuation was Tuesday's robust Eurobond auction, marking Russia's return to 
international capital markets. Originally scheduled for Monday, Russia floated a 7-year, OM 
l.25B ($685M) Eurobond at 475 b.p. over German bonds. The bond pays a 9.375% coupon. 
The oversubscribed issue (initially planned at OM 500M, then raised to OM IB and finally OM 
l.25B) at1tracted far greater interest than had been expected, and the yield was only moderately 
higher than the secondary market rate on the OM bond floated last March, which is now trading 
at about 450 b.p. over German bonds. 

http:carri.ed
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DEPARTMENT OF THE TREASURY 

WASHINGTON 

UNDER SECRETARY 

MEMO.~NDUM FOR SECRETARY RUBIN 

FROM: 	 Under Secretary Liptonl)t-

SUB.JECT: Russia: Phone Call to Mr. Wolfensohn 

Attached are proposed points which urge Mr. Wolfensohn to: (I) actively consider accelerated 

disbursements to Russia supporting structural reform as part of possible additional conditional 


.....	financing, and (2) make a public stat~ment that the Bank is doing so. The points also reiterate our 
concern~lbout financing a swap of ruble debt for foreign currency debt with public money. 

ATTACHMENTS 




Rubin Call to Wolfensohn on Russia 

. Key Issues: . 

• 	 As you know, President Clinton on Sunday endorsed further conditional support, as 
ne(;essary, from the IMF and Bank to support stability, reform: and growth in Russia. 

• 	 I f(,Howed with a public statement yesterday that we are working actively with the Russian 
government and the IFIs with respect to the financial situation,the reforms that Russia would 
nef:dto continue taking in order to be successful, and additional financing. 

• 	 Markets have reacted positively today to these developments and other G-7 signals (stock 
market up 13%, GKO yields down 5-10%). 

Continues to be concern, however, that the IFlsoppose, and are not working on, 
supplemental financing based on statements from Jast week. A public statement from you 
that these issues are actively being considered would be helpful.. We are making same 
request to Fund. 

(F1n: 	 We understand that' Wolfensohn does not plan a statement now, but will consider 
saying something later in the week. Hard for Bank to get out front of the Fund at this 
juncture.) 

• 	 Russia needs help in a number ofareas in which the Bank has particular expertise, including: 

public administration reform, 

social sector reforms, including pension refonn, 


. demonopolization and regulation of natural monopolies 
·financial sector reform. 

• 	 I wlderstimd that the Bank has already engaged with Russia on a number of these issues. 

• 	 We: may well have reached the limit on what we can expect from Russians on fiscal 
adjustment this year (assuming they implement Fund program and cut deficit to 5%/GDP). 

• 	 Bult believe we can push Russians to do more on structural reform (Chubais suggested to 
Larry on Saturday that this should be emphasis now). 

• 	 Assuming Russian willingness, what World Bank policy leI\ding could be accelerated and 
brought to the Board quickly? (Our most recent update from Bank is that they could 

, accelerate the SAUII, $600 million, to the Board in the fall and would consider something. 
"more ambitious" 'later in the year.) , 

• 	 Have you spoken recently to the Japanese about prospects for Japanese Ex-1m co-financing 
for the Bank's loans. We understand that Japan's Ex-1m has approved as much as $1 :5B for 

. co-financing. How much could be disbursed in the near future? 



'i 

\ 

I, 

Debt Swa:ps (Wolfensohn still reportedly interested in refinancing Russia's expensive, short­
tenn ruble debt with longer-term, cheaper rx debt) 

. • Understand debt management appeal of this idea to Russians. 

• But it generates 3 kinds of negative signals: 

(1) creates perception that Russia is generating a tesobono-like vulnerability (despite 
longer-term maturity of proposed Russian fx borrowing); 

(2) diverts official financing from reser/es, which is the principal vulnerability markets are 
focused on; 

(3) already eliciting very negative reaction in Congress (which will affect the I~ funding 
debate): Congress sees this as substituting public exposure for private exposure and 
bailing out Western bondholders. . 



World B:nnk Program Status 

. Summary: The World Bank achieved its stated goal of disbursing $3B to Russia last year, in part 
because of an end-of-year flurry of loan approvals. The Bank has planned to scale back 
disburseziflents slightly this year, to about S2.5B, because of concerns about the vulnerability 
ofthe fiscal situation and difficulties in implementing stru~tural reforms. The Japanese Ex-1m 

. Bank, however, plans to bolster WB support to Russia by providing $1.5B in matching funds to Bank 
loans duril!1g the next 18 months. 

1997 Results: The Bank disbursed· about $2B in adjustment loans last year, including: 

• 	 $600M ofSAL in June and $400M in December covering fiscal management, public sector 

. reform, private sector development, and banking, . 


• 	 $5S0M of the Social Protection Adjustment Loan (SPAL) focusing on pension reform, 

sodal assistance reform, and unemployment benefits, 


• 	 $4OQM of the Coal SECAL II, . 

• 	 almost SIB in investment loans including: oil sector rehabilitation, oil spill management, 

urban transportation, legal reform, and housing. . 


1998 Outlook: The Bank plans to disburse about $2.5B to Russia this year, including about $800M 

from ongoing investment projects. These projects continue to perform well. As oflate February, 

the Bank judged that 84% of its ongoing investment loans were proceeding satisfactorily (up from 

6911/0 last year). . 


The 1998 adjustment lending is planned to come.from: 

• 	 S400M from SAL II (disbursed in January), 
• 	 S250M from last tranche of Social Protection Adjustment Loan, 
• 	 $600M from SAL IIi, and 
• 	 $400M from Coal II. 

The Russians are not interested in World Bank support in several other key areas. In particular, the 
GOR is not interested in World Bank support for restructuring state administration and/or pursuing .. 
civil servke reform. Also, the Central Bank has rejected the Bank's offer to develop a Financial 
Sector Adjustment loan for the banking sector. 

The Bank is having little success in stepping up its loan guarantee operations in Russia. In May 

1997, the Bank approved its first partial risk guarantee in Russia for commercial bank loans for 

the Sea-Launch joint venture involving Boeing and firms from Russia, Ukraine, and Norway. 

The Bank is working with theGOR on a Jist of additional projects that could take advantage of 

the IBRD guarantee facility, but with minimal payoff so far. Meanwhile, MIGA has approved 

over $l60M in guarantees under its programs. 




" 

World Bank Disbursements (adjustment plus project lending): 
, ' 

Amounts Main Loans 

1992:$650MRehabilitation loan 
1993: $300MOil sector rehabilitation loan 
1994: $200MOil sector rehabilitation. highway maintenance 
1995: $750MRehabiHtation II 
1996: $600M Coal sector 
1997: $3B SAL, SAL II, SPAL, Coal II 

Total: $S.2B 

planned: 
1998: $2.5B SAL II ($400M disbursed in January), Coal II ($400M), 

SPAL (S250M), SAL III (S600M) 

1999: NA ,Ag SECAL 
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DEPARTMENT OF THE TREASURY 

WASHINGTON, D.C. 

UNDER SECRETARY June 5,1998 

MEMORANDUM FOR DEPUTY SECRETARY SUMMERS 


FROM: Under Secretary Lipton~' 

SUBJECT: Russia: external flows/financing. including notional numbers for 
additional IFI financing 

The attached table shows an external financing scenario for Russia for the remainder of 1998 . 
The notional supplementary financing package is $9.5 billion. It is comprised of: 

. $6.4 billion in additional Fund financing, over and above 3 planned tranches of 
$2.0 billion, 
$1.6 billion in additional World Bank financing, over and above planned 
lending of $1.3 billion, and 
$1.5 bmioD in Japanese Enm money. (This has already been pledged but for 
disbursal over 18 months; we include it in supplemental financing on the grounds 
that it will be disbursed on an accelerated basis in 1998.) 

The Fund financing could be a combination ofa $3.1 billion increase in access under the EFF (to 
bring Rus~;ia up to the 100% annual access limit) and $3.3 billion in SRF or CCFF financing 
(another 57% ofquota). (CCFF ~nancing probably entails the least conditionality.) Additional 
World Bank financing could com~ from augmenting SALIn (from $600 million to perhaps $1.4 
billion) and accelerating a loan which the Bank is considering for regional development. 
including housing. of$800 million. 

The most ,::ritical assumption is no major change from current patterns with respect to foreign 
GKO and equity holdings in June-August. That is, 70 % of foreign holdings of GKOs will be 
rolled over and foreign equity holdings will fall by 10 %. Also, foreigners will not exit through 
GKO sale:; in secondary markets. These assumptions can be justified as fairly conservative 
because they suggest that even supplementary IFI fmancing will not increase foreign 
participation in these markets much in the summer. On the other hand, there are obviously more 
pessimistic scenru;i.os one could envision if there were another serious episode ofAsian contagion 
or a serious GOR misstep. 

In the last 4 months of 1998, we assume, again probably conservatively, that as confidence 
strengthetls GKOs will be fully rolled over by foreigners and foreign holdings into equity 
markets "ill increase moderately above current levels. 

You willllote that the foreign exchange reserve level at the end of the third quarter remains low, 
$10.4 billion, even with a,big up front infusion ofsupplementary financing. The Fund's view is 
that Russia can monetize (bQrrow against) a substantial share of gold holdings. Therefore, we 
have added a usable reserve estimate that assumes monetization of$2 billion ofRussia's roughly 

http:scenru;i.os


$4.8 billion in gold holdings. By the end of 1998. reserves would rise to roughly 3 months of 
import cover (monthly imports are $6.4 billion). 

The capita] flightl$ cash purchases number is obviously one other critical assumption. This is 
essentially capital flight stemming from firms moving money abroad and individuals converting 
savings into dollars. Our numbers for the two periods are derived from Fund and CBR estimates. 

ATTACHMENT 

) 
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Russia: !Sour.ces and Uses of Foreign Exchange 

Notional SLllpplementary Financing = $9.5B • 

Forex Reserves (start of period) 
Usable Reserves (start of period)·· 

Inflows 
IMF 
EBRD 
18RD 
Bilateral (Japanese) 
GOR borrowing from private sector 

Outflows (positive # Is Inflow) 
Foreign GKO/OFZs 
Domestic (,KO/OFZs (non-Sberbank) 
Foreign equities 
Domestically-held equities 
Cap f1ighV$;-cash purchases 
Syndicated loans/bonds of banks/firms 
GOR offici,!1 debt (principal) 

Other Flow~; (positive # is inflow) 
Current Account 
FDI 

Net Inflow of Foreign Reserves 

Forex Reselrves (end of period) 
Usable Reserves (end of period) 

$B 

Assumglions **** 
rollover: 70%/100% 
rollover: 80%/100% 
10% out /15% in 
5% ouV10% in 

rollover: 75%/100% 

JuO-Aug/98 
9.0 

11.0 

10.7 
6.4 
0.1 
0.9· 
0.9 
2.5 

-9.3 
-1.6 
-1.2 
-1.6 
-1.2 
-2.5 
-0.2 
-1.0 

0.0 
-1.5 
1.5 

1.4 

10.4 
12.4 

6eg-Dec/~a 
10.4 
12.4 

6.8 
2.0 *** 
0.2 
2.0 *** 
0.6 
2.0 

0.4 
, 0.0 

0.0 
2.2 
2.3 

-2.5 
0.0 

-1.5 . 

0.0 
-1.5 
1.5 

7.2 

17.6 
19.6 

• Elements 4:;,f $9.58 Supplemental Financing package are:' 
$3.18 of IMF/EFF 
$3.3B of IMF/SRF (and/or CCFF) 
$1.68 of World Bank 
$1.58 of Japanese Ex-1m (already planned, 

but accelerated pay-out) 

*. Usable reserves includes $28 of the $5B in gold reserves, based on IMF's judgment that 
GOR can monetize a substantial share of gold holdings. 

*.* Table nUfnbers include previously-planned EFF disbursements of $2.08 and World Bank 
disbursements of $1.38. 



**** Assumptions include: 
- Foreigners roll over 70% of GKOs maturing in Jun-Aug and 100% maturing in Sept-Dec 
- Domestic (non-Sberbank) holders of GKOs roll over 80% and 100% respectively. 
- Neither fc:)reigners nor Russians sell GKOs on secondary market for early withdrawal 
- Foreigners withdraw 10% of their equity in Jun-Aug but boost holdings by 15% in Sept-Dec 
- Russians withdraw 5% of their equity in Jun-Aug but boost holdings by 10% in Sept-Dec 
- Other capital flight plus net $-cash purchases equal' $2.58 per period 
- Russian I:>anks/firms roll over 75% of synd. loan principal in Jun-Aug and 100% in Sept-Dec 



· Elements of Short-term ~ulnerabilit~ 
Maturing: 

Latest Data . Jun-Aug/98 Se~-DecJ98 
GKOs/OFZS .!. total stock 70.0 17.0 20.0 

Foreign huld (31%) 21.7 5.3 6.2 
Domestic held (69%) 48.3 11.7 13.8 

non-SberbanklCBR (35%) 24.5 6.0 7.0 

Equities • t10tal market cap 40 
Foreign held (40%) 16 
Domestic held (60%) 24 

Private For-Ex Debt (short·term) 
BIS exposure (Jan 1 1998) 32.4 NA NA 

TradE~ finance NA NA NA 
Non-BIS e)(posure NA NA NA 

S-T debt olf Russian banks (CBR data) 14.5 NA NA 
Syndicated loans--principal maturing 0.9 1.3 
Eurobonds principal maturing 0.0 0.0 

S-T debt o'f Russian non-banks (CBR data) 1.5 NA NA 
Syndicated loans-principal maturing 0.0 0.0 

Public ForE:x Debt (short-term) 
Debt repayment (IMF data) 10.5 1.0 1.5

To IMf: 0.3 0.5 
Trade credits (to be restructured) 8.0 0.0 0.0 

Floanclallndicators (as of AR[iI1998) at 6.2 R/$: 
B rubles .16. % ofGDP 

M2 (rublei-only) 360.4 58.1 12.4% 
Base money 152.9 24.7 5.3% 

NIR 14.1 2.3 0.5% 
NDA 138.8 22.4 4.8% 

Federal budget deficit (primary) 10.0 1.6 0.3% 
Federal budget deficit (overall) 152.0 24.5 5.2% 

GDP (1998) 2909 469.2 100.0% 

Monetary <:omparisons 
Base mone~, is Base/~DP M2lGDP 

Indonesia (Sept 1997) 13.7 6.6% 110% 
Thailand (1997) 13.1 8.9% 86% 
Korea (Nov 1997) . 19.0 4.3% 40% 
Russia (Apr 1998) 24.7 5.3% 12% 
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Rubin Call to Camdessus on Russia 

Key Issue~j: 

• 	 Russia's financial stability is of key importance to the U.S. as well as to the Fund. The 
neW Russian government represents the best chance yet to move ahead with key reforrt:1s 
before the election cycle begins in 1999 and 2000. 

\ 

• 	 What is your analysis of the steps that Russia can take to improve the current financial 
situation? What can the.Fund do to help this process? 

• 	 Given the importance ofRussia, it is imperative that we all take steps to create the 
corlditions necessary to successfully resolve the current situation. 

This would include encouraging the Russian government to accelerate needed 
reforms in fiscal and structural areas. . 

It could also include consideration of additional, conditional financing, to the 
extent it becomes necessary.' 

• 	 I n:alize that both y~u and the Russian/government have recently said that additional 
support is not necessary at this time. It would be helpful to markets, however, if you also 
said that the Fund is working actively with the Russian government to assess Russia's 
refi)fm agenda and the possible need for additional conditional financing, if it becomes 
nec:essary . 

Russia's Slow Action on Prior Actions for EFF (if raised): 

• 	 We: have heard that Russia is moving slowIng in implementing the agreed-upon prior 
actions for disbursement of the current EFF tranche (scheduled for mid-June). We will' 
support the Fund's insistence that Russia abide by its commitments. 
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'Russia: Economic Briefing Note.----­

Russian financial markets have been volatile in recent months as investors have grown 
increasingly <concerned about the country's chronically weak public finances. While the central 
bank has m21de significant progress in stabilizing the economy over the tast several years by 
implementing tight monetary policy, the government's failure to support the central bank by 
tightening fiscal policy threatens the country's nascent economIc stability. ' 

Until recentfy, foreigners were willing to finance Russia's defiCits because the 
government promised fiscal reforms. Foreign investors accumulated substantial volumes of 
domestic debt, but Russia"s failure to follow through on refonns is now causing some Investors 
to quit the market. This outflow pressured the ruble several times during recent months and has 
squeued Russia's budget, forcing the authorities to accumulate payments arrears, which in tum 
has frustrated the IMF and caused the Fund to delay disbursements. To defend the ruble, the 
'authorities hiked interest rates to as high as 150%. Investors bel,ieveRussia also needs to ' 
obtain emer{Jency financlng from the IMF or G-7 In the next severa! weeks in order to stabilize 
markets. To convince InvestorS to commit longer-tenn funds. however. the govemment needs to 
strengthen rE:Jvenue collection and expenditUre controls. cut the cancerous knot of interenterprise 
arrears, and strengthen oversight of the financial system. 

, Recent ecot:1omic: and political developments 

I • Until financial market tunnoil threatened Its trajectory. Russian economic performance 
showed signs of improvement after seven years of painful refonns. Real GDP grew by 
0.4 percent In 1997.·marking its first inaease since 1989. Growth Is likefy to remain flat 
In 1998. however, as a result of ongoing financiaJ turman, very high interest rates, and 
govemment spending cUts. 

I 
'; 

Tight monetary policy has brought inflation down to under 8 percent from 131 percent in 
1995, but a sudden adjustment in the exchange rate could reignite more rapid inflation. 
The Central Bank of Russia had stabilized the rubre within a narrow, steadily depreCiating 
band, but the country's persistent fiscal problems have fueled recurring rumors since 
December 1997 that the central bank may need,to devalue the ruble. 

• 	 Negative investor sentiment about the ruble's prospects has also been exacerbated by 
sharp commodity price declines. Oil and gas prtces have fanen by 40 percent since , 
Janu.ary 1997. and this softness' has constrained fiscal revenues and hurt Russia's, 
balance of payments position. A current account deficit emerged for the first time during 
Russia's transition during the third quarter of 1997. 

11r-w 	~J 1('Deva!uation rumors and financial market jitters h~ve caused ~hjp;nents of US currency to ' 
I ~~' RUSSia to rise In late May and earfy June. So far; cu,rreney shIpments remain below peal< ' 
,<'ih. levels achieved during the ma~et turmoil in Decemb~r, ~n RussJans purchased {
,'-0 , dollars to hedge against a pOSSIble botched redenomanation of the ruble. , 
~~'I~ \ , " 	 " 

• 	 External debt rose sharply in 1997-by about 520 billlon-as Russla raised a net of , 
$9 billion via sales of domestlc debt to foreigners. $7 billion on the Eurobond market. and 
$4 billion via borrowing from BIS banks. Russia now holds about 510 bUlion in foreign 
exch;inge reserves, compared to the cou s " rt- \ e 
fore!£Jn holdings of an additional sev JIQlLm~[]il![UlJ;zmQ!IH;'~~~~mten:ts...... 

:"} 	 1 6(. "'1 kJ' )
{'( <:~~% .17;JJwru I 

......... ­_ 
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• Investors argue that the transi~on to a new government has cost the government 
( 	 preclous time in addressing its fiscal problems. President Yeltsin surprised investors and 

political analysts by dismissing his government on March 23, arguIng that Russia needed 
a younger team to develop a fresh approach to refonn and improve livihg standards for 
average Russians. The new team has not yet changed the direction or pace of 
econornic reform, however, and many previous cabinet members have remained II, the 
government. 

Fiscal ChaUelnges 

Large fiscal deficits-equal to 7 percent of GOP In 1997-threaten Russia'sstabifrzation 
effort Investors have forced the country to the brink of an exchange rate crisis; current interest 
rates of 54% em government securities are unsustainable as they further erode the government's 
aiready weak fiscal position •. The finimCing squeeze has prompted the government to resume 
incurring wagl~ and pension arrears, a practice that undermines the government's legitimacy. 
Furthermore, 'government payment delays have fostered the growth of a complex web of 
interenterprisE~ arrears that undermines the effective working of financial and goods markets. 

Russi:! was able to narrow its deficit to the equivalent of about 3% of GDP in the first two 
months of 1998, but this reflects a shortage of financing rather than a fundamental 
improvement in revenue collection or spending control. The 1998 budget calls for a 

I 
l deficit equal to 5% of GOP. 

/ . .. Impro'lling tax collection is one of Russia's most pressing challenges~ During 1997• 
Russl:a collected only 65% of targeted taxes. The government has proposed a new tax 
code ithat will eliminate preva'ent contradictions and encourage compliance by reducing 
the number of taxes from about 200 to 30. However, the partiament fail~ to pass the 
code in time for 1998, and)J1.vestors are beginning to worry that the new code may not be 
in plal~ in 1999.' 

Tax compliance is poor partly because tax rates are high and applied arbitrarily_ 
Poor accounting leads many inspectors to assess taxes on the basis of revenues, 
.rather than profits, and firms complain that the combination of steep value-added. 
profrts. and social security tax rates often leads to tax bills that exceed profits. 

Weak accounting standards also allow firms to hide earnings. Firms commonly 
use barter transactions in order to minimize cash flows that might be seized by 
the tax police. 

In 1996, the govemment began to threaten companies in tax arrears with 
bankruptcy proceedings. In response, several finns adopted the potentially costly 
strategy of borrowing in International.markets through b~nd,loan, and equity 
placements to repay these obligations. In the aggregate the policY has not . 
Improved tax compliance. largely because bankruptcy laws are unenforceable. 

Russia renewed its bankruptcy threats In May 1998 in an effort to scare up badly­
needed revenues. . .. 	 . 

Rus~;fa arso needs to improve its execution of spending plans.· Govemment payment . 
delays have fueled a proliferation of tax arrears and Interenterprlse ariears as firms. . 
withhold payments until government receivables are collected. Interenterprise arrears 
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totalE~ 28 percent of GOP in 1997, compared to bank craims on the economy, which 
equaled only 19 percent of GOP. Interenterprise arrears are particularly problematic 

. beca.use these "credits" are allocated according to non-market mechanisms. 

The Finance Ministry acted to improve its administrative control over both revenues 
, and expenditures In 1997 by moving some of its accounts to the central bank, and 
. by cutting the number of private banks that ara authorized to manage government 
accounts. However, critical accounting and control problems remain. . 

'. 	 The IIMF has periodical(y delayed disbursements under Russia's $9.2 billion extended fund 
facility because of Russia's failure to comply with fiscal targets. The Fund is now thought 
to be, planning to release Russia's most recenUy..<Jelayed $670 mimon tranche despite its 
continued dissatisfaction with fiscal performance. While RUssia has not formalfy 
reqt;lestedad~itiona' assistance, the Fund is also thought to be preparing contingency 
plans for augmented financing,including a Supplemental Reserve Facility or . 
Compensatory and Contingency Financing Facinty. . 

Coping wiUI Volatile Capital Flows 

Investor appetite for investing in and trading claims on Russia surged in 1997, but much of 
that capital iilf10w was short-term and speculative in nature, and much was directed toward deficit 
financing and arrears repayment. rather than productive newInvestments. In this context, 

! 	Russia's failure to make more progress on fISCal reforms, combined with global financial jitters, 
, 	 put the coun'try In a particularly vulnerable position. Capital outflows have caused foreign· 

exchange reserves to shrink 52 percent over the last 12 months to just under $1 0 b;1Iion~ Sudden. 
substantial fl·Jrther outfiows could potentially destabnize exchange rate 'and monetary policy, 
trigger a financial crisis, and undermine Russia's nascent economic recovery. . 

• 

Rumclr9 of a possible ruble devaluation circulated 
GKO Yield at Auctionwidely In Russian financial markets in January and . 
% yield per annumMay 1i 998. causing the ruble to weaken beyond the 70 . 


CaR'is miniband at times in May and prompting the 

CaR to raise interest rates. On May 27, the central 60 

bank 'tripled interest rates to 150%. Secondary 

markE~t yields on some GKOs spiked to 200%.' 

Rates; have deciln.ed subsequently, to around 50%, 


. but with rnflation of only 7.5% in the 12.month 30 

pertod ending in May, real interest rates-and 
gov.ernment financing costs~maln extremely 
high. Foreign investors hol.d $20 bIllIon out of the ..~ 
$66 bll110n total government securities market 

, 	 ., 

• 	 Investor sentiment has Improved somewhat $ince Russia's successful, albe~ e~enslve, 
placernenton June 3 of a $1.25 billion eurobood at a spread .of 650 basis points over 

http:deciln.ed
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Equi~, markets have also been volatile in 300• 
• 	 recent months. "'e benchmark RTS index 


postt;d strong gains early in 1997 as Russia 

was cldded to benchmark IFC and Morgan 

Stanl4~y equity indices.· In October 1997 and 

May 11998, however, stock prices dropped 

sharply. 


\ 

· \, 	 Standard & Poor's and Moody's may have exacerbated Russia;s financial problems by 
moving the outlook on Russia's sovereign ratings to negative. and in Moodys case, 
downgrading Russia by tw9 notches since January 1998. The agencies cited Russia's 
contirluing fiscal problems-Lweaknesses that were well-documented long before these 
ratings actions-along with increased intemational financial market volatility as justiMng 
the moves. S&P rates. Russia BB~, and Moody's rates the country one notch lower at 61. 

• 	 Recent financial problems highlight Russia's vulnerability to outflows of short-tenn 
peculative capital. but Pans Club and London Club debt reschedulings have left the 
ouritry with a fight long-tenn debt servicing burden. 

.......... . 
 L . 
i' 
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I, Russia: Selected Economic Indicators 
( 

Average 1994-1996 '1998p1997.e 

-7.2 0.4Real GO,) Growth· (%1 0.0. 
122.7Consumer Pries Inflation- (%) (DecIDec) 11.1 6.0 

-7.3Consolidated FIscal Balance (% of GDP) -6.2 -S.O 

2.9Current Account (% of GOP) 0.5 -D.s 
8.6Unemployment"' 9.0 10.0 

29.4Net Debt, (% of GOP) 32.7 32.4 

Debt ServicelExflprts (%) 6.8 9.2 10.2 

Reserve~.· ($ billions) , , , " 9.9 12.9 10.0 

130.3external ,Debt- (S billions) 171.7 171.7 

23.4 48.7Short-Term External Debl(S billion!») 45.0 

359 . .QGOp· ($ bilUons) 449.5 465.0 

2430GDP cer, ca~ita"($l 3 040 3150 
·1997 figures are actual. 
-External debt figures jump by about $10 billion in 1997 because of a change in US and Swiss 
reporting methodologies, which are incorporated in BIS aggregate data on international bank lending. 

, ) 

TOTAL P.05 



The Deputy Secretary of the llreasury 

June 12, 1998 

TO: OASIA 

Page 1: 
"'Very good note." 

. "How large are these shipments?" 
"Source? breakdown'to banks?" 

Page 3: 
"Can pricing be adjusted?" . 

Page 4: 
"What does this mean? Did we encpurage build 

up offoreign GKO's? Were we wrong in our opposition 
to their monitoring? What's bappening to interbank lines? 

. Larry 
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DEPARTMENT OF THE TREASURY 

WASHINGTON, D.C. 20220 

June 12, 1998 

MEMORANDUM FOR DEPUTY SECRETARY SUMMERS 

FROM: NanCYLee~ 
SUBJECll: Conference call on Russia at 4:00 PM today 

Objectives: 

(1) to explain the current status ofRussia-Fund discussions. 

Fund staff and the Russians (Vyugin) are in intensive discussions on additional reforms for 
additional financing (HOLD CLOSE: this would be in the form ofa new, big EFF plus 
CCFF money if necessary). (See attached Fund statement from last night.) If these go 
well, a Fund mission would go to Russia right after the June 18 Board meeting to 
negotiate the new EFF. 

(2) to describe a game plan for addressing likely Russia market turmoil next week. (There is 
. every reason to believe that Monday will be a very bad day, with more ruble trading outside the 
daily band and GKO yields perhaps back upto 80%, above the 60% rediscount rate): 

You could suggest that we will respond with an orchestrated series of public statements, 
the content and frequency of which will· depend on market developments. 

Options include: 
another Fund statement early next week reporting on progress in the Fund-Russian 
discussions. 
a Camdessus statement explaining the Fund's strategy and willingness to provide 
significantly expanded financing for strong measures. 
a Wolfensohnstatement that the Bank is prepared to act quickly to support 
structural reform. (Camdessus reportedly critical of Bank formov;ng too slowly.) 

FYI (not for this discussion): We could seek a Fund announcement next week that it will 
recommend a CCFF program for Russia and will bring it to the Board quickly (2 wee~s 
might be possible). THIS IS NOT WHAT CAMDESSUS HAS IN MIND; HIS VIEW IS 
THAT THE CCFF WOULD BE BROUGHT TO THE BOARD AT THE SAME TIME 
ASTHEEFF. 

(3) to put Russia's situation in the larger context of market developments in Japan and elsewhere. 

ATTACHMENTS: (1) Status of Russia-Fund discussions; Lipton-Vyugin meeting readout 
(2) Russian Financial Market update 
(3) Fund June 11, 1998 Press Release 
(4) Treasury numbers on external financing needs and IFI finanCing 

cc: DUpton, TGeithner, MMedish, SShah, CLowery, KBerg, ABaukoJ, EWeisman 

/ 



Russia-Fund discussions and read-out of LiptonNyugin meeting: 

Fund stance: Last night's Fund statement: (a) confirmed the Fund's recommendation that the 
$670 million EFF tranche be released on June 18 and (b) indicated that the Fund will continue an 
extensive dialogue with Russia and that, "as appropriate and necessary, additional financial 
assistance could be made available in the context of further policy measures." 

On the Fund's view of the nature of the additional financing, David reports from Mr. Fischer 
that Mr. Camdessus wants to start over again with a new EFF program with frontloaded 
financing. If more immediate money is needed, a CCFF operation could be done (we 
calculate that this could provide $3 billion quickJy). Camdessus argues that Russia does not 
need short··term SRF financing but medium-term money. (The Russians, however, based on 
Vyugin's comments, still appear to view the SRF as the relevan.t quick-disbursing option. More 
could be made available under the SRF but it would have to be in the context of an approved 
augmented program.) 

Lipton-Vyugin discussions: Vyugin told David that the Fund and Russia are discussing a range 
ofadditional measures including: the tax code, the budget code, land reform, tax administration 
measures, sharper deficit cutting in 1999, and structural measures, including financial reform. He 
said some nre doable and some are not. 

Th~: tax code and budget code (which has passed 2 readings) are doable. 

Passage ofa land law, ~t least one that includes agricultural land, is not. 

VYllgin views the Fund's proposed deficit cut to 2.5% ofGOP in 1999 (as opposed to 

4.6% in the current EFF) as radical but didn't make a definitive judgment because 

nunlbers are not yet done on what the primary balance would be (given interest rate 

developments). 

He described the proposed tax administration measures as difficult and the Fund's NIR 

target (not clear for what date) as unrealistic. 

He also noted (somewhat lamely) that a Fund proposal that the CBR divest itself ofits 

Sberbank shares raises the risk that the equity would be sold to Ii weak Russian bank (e.g., 

SBS Agro). . 

The Fund is apparently proposing an increase in the VAT rate by 2%. Vyugin argues that 

this wouldn't increase collections. 


Neverthelel.s. Vyugin's conclusion was that "there is a constructive basis to speedily 
conclude negotiations with the Fund on additional assistance." 

On recent market developments, Vyugin did not attempt optimism; he said the outlook for the' 
GKO market could not be more gloomy. . 

David noted the need to ensure the Russia, the IMF, and the G-7 are making consistent public· 
statements. Vyugin readily agreed and conceded the problems created by lnsufficientconsistency 
so far. David raised 3 additional issues: 

(1) CBR tr.ansparency: The CBR needs to release weekly reserve data. Vyugin affirmed that 
the CBR is now announcing gross reserves each Thursday but the number is for the previous 

I 




Friday. David also stressed that the CBR must also provide data to the IMF on Sberbank, and the 
Vneshbanks. He warned that the USG as an IMF shareholder cannot endorse additional support 
to Russia ifRussia is not providing adequate information to the Fund. David again raised secret 
GORlCBR borrowing which turned out to be highly appropriate. We heard today about two 
secret Joans from Chase and Lehman ($200 million each) which are the probably cause of the 
increase in gross reserves as of June 5 to $15 billion. 

. . 

(2) MinFin transparency with respect to auctions: David noted the market perception that the 
Ministry.of'Finance is rigging the auctions, with hidden MinFin bond purchases through 
intermediate public banks. Vyugin did not directly respond but argued that the GOR has been 
completely transparent about its objective ofmoderating yields through government purchases of 
the shortfall between redemptions and sales. 

(3) Replacing GKO debt with fx-denominated debt: David argued that more sensible strategy 
is to use borrowing to build reserves which would, by building confidence, lower GKO yields and 
lengthen maturities over time. Vyugin said foreign bankslinvestment houses are advising that debt 
refinancing should be the top priority. David cautioned that the interests ofRussia and those of 
these privalte investors may not fully coincide. 

David offered to go to Russia after the June 18 Board meeting iflMF staff plan to go at that time: 
Vyugin said that was the plan. 



·, 


Russia Mtlrket Update: 

Russian milrkets are closed today for a holiday. 

• 	 Equities fell 15.5% during the week of June 8-12; 

• 	 Yields on domestic debt have jumped back up to about 60% on the secondary 
market, despite MinFin efforts to hold rates down; 

• 	 Yields on Russia's lO-year Eurobond have risen again to about 12.3%. The 
spread to u.s. bond is now about 670 bp; 

• 	 The ruble has been trading slightly outside the CBR'sdaily band on interbank 
markets at 6.2 R1$. On futures markets, the ruble is trading well outside the 
Bank's wide currency band, which peaks at about 1.13 R1$. 

T-bills: Russia raised only 4.1B rubles in this week's GKOIOFZ auctions while redeeming 7.2B 
rubles for ill net loss of2.5B ($400M). Moreover, market rumors suggest the Finance Ministry 
'rigged' tM auction by purchasing t-bills itself Russia has redeemed more t-bills than it has sold 
for 5 straight weeks for a net loss of lIB rubles ($l.8B). Russia must redeem 9.5B rubles 
($1.5B) on June 17, which is the largest weekly redemption in the next three months. 

Reserves: The Central Bank announced on Thursday that gross reserves increased from $14.6B 
on May 29 to $15.0B on June 5, The CBR lowered its refinancing rate from 150% to 60% on 
June 5. This rate cut put additional pressure on the ruble during the week ofJune 8-12, leading 
to heavy ClBR intervention. As a result, the CBR may have already used up the bulk of the 
$1.25B Goldman Eurobond, which became available to Russia on June 10. 

Current Market Sentiment: Markets are rife with wildly divergent rurriors: a devaluation over 
the weekend, involuntary GKO debt restructuring, an imminent IMF/G-7 financing package. 
While the CBR appears to have sufficient reserves to defend the ruble in the immediate future, we 
expect a continued slide and, more large qrops in the Russian equities and t-bill markets next 
week.. 
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News Brief No. 98/20 International Monetary Fund 
FOR IMMEDIATE RELEASE Washington, D. C. 20431 USA 
Jum~ 11, 1998 www.imf.org 

Russian Authorities and IMFReach Understanding on 1998 
Economic Policy Statement 

The Russian authorities and the management of the International 
Monetary Fund (lMF) have reached understandings on Ii statement of 
eco"omic policy for'1998 that talces full account of the Government's 
poli(:y package announced in lata May• Provided that the actions to be 
implemented in the next few days are taken as expected, it is foreseen 
that the IMF's Executive Board will meet on June 18 to consider 
cOrTlpleting the seventh quarterly review under the Extended Fund. 
Facility JEFF) for Russia. Tha completion of this review will immediately 
make available a tranche of US$670 million. fMF staff will continue to 
engage in intensive dialogue with the Russian authorities. If it is judged 
appi'opriate and necessary, additional financial assistance could be made 
ava~lable in the context of further policy measures. ' 
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DEPARTMENT OF THE TREASURY 
WASHINGTON, D.C. 

UNDER SECRETARV , June 5, 1~98 

MEMORANDUM FOR DEPUTY SECRETARY SUMMERS 

FROM: 	 Under Secretary Lipton{\\..--" 

SUBJECT: 	 Russia: external flows/fInancing. including notional numbers for 
additional IFlfinancing 

The attached table shows an external financing scenario for Russia for the remainder of 1998. 
The notiomu supplementary financing package is $9.5 billion. It is comprised of: 

56.4 billion in additional Fund financing, over and above 3 planned tranches of. 
$2.0 billion. 
51.6 billion in additional World Bank financing, over and above planned 
lending of $1 j billion, and 
SIS billion in Japanese Exim money. (This has already been pledged but for 
disbursal over 18 months; we include it in supplemental financing on the grounds 
that it will be disbursed on an accelerated basis in 1998.) 

The Fund financing could be a combination of a $3.1 billion increase in access under the EFF (to 
bring Rus~ia up to the 100O/C; annual access limit) and $3.3 billion in SRF or CCFF financing 
(another 57% ofquota). (CCFF financing probably entails the least conditionality.) Additional" 
World Bank financing could come' from augmenting SALID (from $600 million to perhaps $1.4 
billion) and accelerating a loan which the Bank is considering for regional development, 
including housing, of$800 million. ' 

The most ciitical assumption is no major change from current patterns with respect to foreign 
GKO and equity holdings in June-August That is, 70 % of foreign holdings ofGKOs will be 
rolled over :and foreign equity holdings will fall by 10 %. Also, foreigners will not exit through 
GKO sales :in secondary markets. These assumptions can be justified as fairly conservative 
because they suggest that even supplementary IFI financing will not increase foreign 
participation in these markets much in the summer. On the other hand, there are obviously more, 
pessimistic scenarios one could envision ifthere were another serious episode of Asian contagion 
or a serious GOR misstep. 

In the last 4 months of 1998, we assume, again probably conservatively, that as confidence 
strengthens GKOs will b~ fully rolled over by foreigners and foreign holdings into equity 
markets will increase moderately above current levels. 

You will note that the foreign exchange reserve level at the end of the third quarter remains low, 
$10.4 billion, even with a big up front infusion ofsupplementary financing. The F:und' s view is 
that Russia .:;an monetize (borrow against) a substantial share ofgold holdings. Therefore, we 
have added a usable reserve estimate that assumes monetization of$2 billion ofRussia's roughly 



$4.8 billion in gold holdings. By the end of 1998, reserves would rise to roughly 3 months of 
import cover (monthly imports are $6.4 billion). . 

The capital :flight/$ cash purchases number is obviously one other critical assumption. This is 
essentially c:apital flight stemming from firms moving money abroad and individuals converting 
savings into dollars. Our numbers for the two periods are derived from Fund and CBR estimates. 

ATTACHMENT 
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Russia: Sources and Uses of Foreign Exchange 

Notional Supplementary Financing = $9.58 * 

$8 
Forex Reserves (start of period) 
Usable Reserves (start of period) .* 

, 
Inflows 

IMF 
E8RD 
IBRD 
8i1ateral (Japanese) 
GOR borrowing from private sector 

Outflows (positive # Is Inflow) Assumgtio[]s ­
Foreign GKO/OFZs rollover: 70%/100% 
Domestic GKO/OFZs (non-Sberbank) rollover: 80%/100%. 
Foreign equities 10% out /15% in 
Domestically-held equities 5% outl10% in 
Cap flightl$-cash purchases 
Syndicated loans/bonds of banks/firms rollover: 75%/100% 
GOR officiill debt (principal) 

Other Flows (positive # Is Inflow) 
Current Account 
FDI 

Net Inflow CI,f Foreign Reserves 

Forex Reserves (end of period) 
Usable Reserves (end of period) 

JuO-Aug/98 Se~-Decl98 
9.0 

11.0 

10.7 
6.4 
0.1 
0.9 
0.9 
2.5 

-9.3 
-1.6 
-1.2 
-1.6 
-1.2 
-2.5 
-0.2 
-1.0 

0.0 
-1.5 
1.5 

1.4 

10.4 
12.4 

10.4 
12.4 

6.8 
2.0 * ... 
0.2 
2.0 *** 
0.6 
2.0 

0.4 
0.0 
0.0 
2.2 
2.3 

-2.5 
0.0 

-1.5 

0.0 
-1.5 
1.5 

7.2 

17.6 
19.6 

* 	Elements Ilf $9.58 Supplemental Financing package are: 
$3.18 of IMF/EFF 
$3.38 of IMF/SRF (and/or CCFF) 
$1.68 of World Bank 
$1.58 of Japanese Ex-1m (already planned, 

butaccelerated pay-out) 

- Usable re!ierves includes $28 of the $58 in gold reserves, based on IMF's judgment that 
GOR can monetize a substantial share of gold holdings. 

-- Table numbers include previously-planned EFF disbursements of $2.08 and World 8~nk 
disbursements of $1.38. 



-- Assumptions include: 
- F:oreigneirs rpll over 70% of GKOs maturing in Jun-Aug and 100% maturing in Sept-Dec' 
- Domestic: (non-Sberbank) holders of GKOs roll over 80% and 100% respectively. 
- Neither f()reigners nor Russians sell GKOs on secondary market for early withdrawal 
- Foreigners withdraw 10% of their equity in Jun-Aug but boost holdings by 15% in Sept-Dec 
- Russians. withdraw 5% of their equity in Jun-Aug but boost holdings by 10% in Sept-Dec 
-Other capital flight plus net $-cash purchases equal $2.58 per period 
- Russian bankslfirms roll over 75% of synd. loan principal in Jun-Aug and 100% in Sept-Dec 
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Elemel]ts 0'( Short-term Vulnerabilit~ 

GKOs/OFZ!. -. total stock 
Foreign held (31%) 
Domestic held (69%) 

non-SberbanklCBR (35%) 

Equities • total market cap 
Foreign helld (40%) 
Domestic held (60%) 

Private Fo,'Ex Debt (short-term) 
BIS exposure (Jan 1 1998) 

Tradl:! finance 
Non-BIS e:<posure 

S-T debt olf Russian banks (CBR data) 
Syndicated loans-principal maturing 
Euroibonds principal maturing 

S-T debt o'f Russian non-banks (CBR data) 
Syndicated loans--principal maturing 

Public ForE:x Debt (short.term) 
Debt repayment (IMF data) 

TolMF 
Trade credits (to be restructured) 

FiDan~lall[I~U~ato[s (as of AgriJ j998) . 

· '. 

Maturing: 
Latest Data Juo-Aug/98 Seg-Dec/98 

70.0 
21.7 
48.3 
24.5 

40 
16 
24 

32.4 
NA 
NA 

14.5 

1.5 

10.5 

8.0 

17.0 20.0 
5.3 6.2 . 

11.7 13.8 
6.0 7.0 

NA NA 
NA NA 
NA NA 

NA NA 
0.9 1.3 
0.0 0.0 
NA NA 
0.0 0.0 

1.0 1.5 
0.3 0.5 
0.0 0.0 

at 6.2 R/$: 
B rubles ~ %ofGQP 

M2 (ruble-only) · 360.4 58.1 . 12.4% 
Base money 152.9 24.7 5.3% 

NIR : 14.1 2.3 0.5% 
NDA · 138.8 22.4 4.8% 

Federal budget deficit (primary) 10.0 1.6 0.3% 
Federal budget deficit (overall) .152.0 24.5 5.2% 

GDP (19~~8) 2909 469.2 100.0% 

Monetary Comparisons 
Base mOQe~, ~a Basel~DP M2lGQE 

Indonesia (~;ept 1997)' 13.7 6.6% 110% 
Thailand (1 ~197) 13.1 8.9% 86% 
Korea (Nov 1997) 19.0 4.3% 40% 
Russia (Apr 1998) ) . 24.7 5.3% 12%I 



,1998 -- SE -- 007752 . 

DEPARTMENT OF THE TREASURY 


WASHINGTON, D ..C •. 20220 


June 26, 1998 . 

INFORMATION 

MEMORANDUM FOR DEPU1Y SECRETARY SUMMERS 

FROM: . Mark C. Medisht'~ 

Deputy Assistant Secretary 

Eurasia and Middle East. 


SUBJECT: . Answers to Your Russia Question~ 

1) Is the. ruble overvalued? What effect would devaluation have on the trade and 
· current account balance? 

The ruble is still undervalued on PPP basis by roughly 25%, according to estimates ofthe 
Russian Ct::nter for Economic Reform (an EU-sponsored agency ofthe GOR).. The ruble has . 
been fairly steady in real terms in 1996..98. (It is slightly stronger on a trade weighted-basis, but 
weaker against the USS.) The IMF notes that Russian competitiveness is not of immediate 
concern. Russian average wages are about S175/month, well below Poland, Hungary, and the 
Baltic states (although Russian wages are twice the levels ofUkraine and Belarus). 

Russian trade and current account balances would improve with a devaluation, but not 
drarnaticaIly. On exports, the impact ofa devaluation would be negligible because roughly 65% 
ofRussia's. exports come from energy and metals that are already priced in USS. Russian 
machinery and equipment make up less than 10% oftotal exports while the remainder is timber, 
chemicals, agricultural goods and other goods. It is unlikely that a devaluation would spark 
significant growth in the export ofthese other items. 

A devaluation would probably have a larger impact on the import side. Russian imports have 
been growing rapidly (up 19% last year and over 10% in Ql 1998). About 25% of imports are 
machinery and equipment. Much of the remainder is food and consumer goods, often brought . 
into Russia. through 'shuttle trade.' Anecdotal eviderice suggests that imports would still be iI} 
demand after a devaluation because Russian domestic goods do not offer strong competition: 

· 2) How woulddevaluatioD affect Russian banks? 

A sharp ruble devaluation could lead to payment defaults by leading Russian commercial banks 

· on their outstanding foreign currency obligations. Central Bank estimates suggest that Russian 

banks currcmtly have $14.5-19.5B in short-tenn foreign currency obligations, including forward 

currency obligations. 

http:14.5-19.5B
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We calculated this range as follows. The CBR estimated that Russian banks had short-term 
obligations of$15.3B as ofJanuary, excluding forward currency obligations. This figure may 
have failen since then because Russian banks have had difficulty finding new foreign loans. 

Private Russian commercial banks are scheduled to repay about $1.6B in 
syndicated loans duringthe remainder ofthis year .. We have already seen reports 
that syndicated loans are not being rolled over. 

Russian banks owe,about $3.5Bin trade credit to Western banks, according to 
estimates ofthe NY Fed. Russian banks are having difficulty finding new trade 
credit. 

Russian banks also face exposure on open forward ruble contracts. The CBR 
estimates that the current net open position ofRussian banks is $4.3SB. Other 
estimates, however, have put the figure as high as $SOB. 

If the ruble fell by SO%, then Russian banks would face additional ruble obligations of90-120B 
rubles (see table). This amount is equal to 12-15% of the assets oftt~e entire Russian banking 
system, including Sberbank. Somehirge banks would face great difficulty paying off these 
obligations. . . 

For example, Rossiyskiy Kredit Bank-a top 10 bank--is set to repay $146M in 
synd.icated loans in the next two months. Its total assets, however, are only about 
$SOOM based on the current exchange rate or '$250M.,.3S0M with a 50% 
devaluation (depending on the share ofits assets held in rubles). 

Russian Bank Obligations Forex· 
obligation 

Current ex-rate 
(6.2 RJ:§) 

50% devaluation 
(12.4 RI~) 

Short-term (excluding. fonyard 
. contracts, based on CBR data) 

$lO-lSB 62-93B rubles 124-186B rubles 

-­ Syndicated loans (rest of 
'98) 

$1.6B lOB rubles 20B rubles 

-:.. Trad<:: credit $3.5B 22B rubles 44B rubles 

-­ Other $5-10B 31-6iB rubles 62-124B rubles 

. Forward exposure (CsR data) $4.35B 30B rubles ·S4B rubles 

Total $14.5B-19.5B 93-124B rubles 180-242B rubles 

http:of$15.3B
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3) Can the rate of devaluation of the ruble's crawling miniband be adjusted? 

Yes, the CBR has full discretion to set the level. ofthe miniband ona daily basis. While the wide. 
band is flat (the ruble can fluctuate +1- 15% around the parity rate of 6.2 RJ$); the miniband 
(with an av,erage width of about 1%) acts as a crawling peg within the wide band. This year, the 
ruble has d(~preciated by 2.1%, roughly in line with the inflation differ~ntial between the ruble 
and major foreign currencies. 

4) What is the exposure of foreigil banks to Russian shorUerm external debt? 

According to the Fed, as ofJune 23: 
($ billion) 

BIS short-t(~nn private cross border claims $21.2 
BIS holdings ofGKOs -XlJ.. 
Total BIS cross border claims $28.3 

Other foreign holdings ofGKOs $9.8 
Short term trade credits $3.5 

Total Russian external short term debt + 
foreign holdings ofGKOs $41.6 

The implied $16.9 figure for foreign holding ofGKOs is substantially lower than the $22 billion 
figure we received from the CBR sources two weeks ago. It is unclear to what extent this 
represents an actual decline as opposed to a data discrepancy. . . 

American banks have most oftheir exposure to Russia in GKOs and account for nearly all of the 
$7 billion in BIS GKO holdings. US holdings ofprivate Russian debt, including banks, is 
minimal. European baDks hold the vast majority of private sector claims, with Gennan banks· 
holding mote than half of aU BIS exposure to the Russian bankfug system. (Attached is a Fed 
note which provides more detail on foreign banks' exposure to Russia.) 

5) What volumes of US currency currently are being shipped into Russia? 

US currency shipments in May were $1.27 billion, slightly up from $1.05 billion in April. . 
These levels are far below the Sept-Dec 1997 average ofover $3 billion per month which were 
driven by fears that the January redenomination of the ruble would be botched as well as by· 
devaluation fears. 

There was aD uptick in dollar shipments in the first week ofJune ($550 million vs $250-$300 
million in pdor weeks), but since then shipments have eased somewhat . 
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6) Has the decision to liberalize the.GKO market at the beginning of1998, urged by tile 

IMF and the US, caused a build up of foreign investment in GKOs and led to greater 

volatility? Were we :wrong to oppose the restrictions? 


In 1996, Russia began to allow foreigners to invest in its domestic government debt market with 
. several restdctions: they had to invest through special "S" a~counts,to hedge GKO earnings 

with the CBR at worse-than-market forward exchange rates, limit their amount of total 
purchases, and. not trade on the secondary market. These restrictions were gradually phased out 
in 1996-97. helping to spur inflows into the GKO market in 1997. There does not appear to be 
a direct correlation between the final lifting ofthe remaining restrictions at the end of 1997 and 
the cUrrent I=risis. 

However~ the question remains whether foreign investors triggered the recent crisis or have 
contributed disproportionately to yield volatility. The answer appears to be no on both counts. 

First, reports were that Russian investors, not foreigners, were the first to begin pulling out of 
the GKO market in May. Second, it appears that Russian non-Sberbank investors have been 
disproportionately responsible for the recent volatility in the market, while foreigners have 
played only a secondary role. The GOR reports that since the beginning ofMay foreigners have 
withdrawn $1.2 billion from the GKO market, reducing their share from 32.4% on May 1 to 
31 % on June 22. Since foreigners held about $20B in GKOs, they sold only about 6% of their 

. . . J 

holdings. During this same period, the GOR sold $2.8 billion less in new bonds than it paid out 
in redemptions, implying that residents withdrew $1.6B from the t-bill market. Since residents 
(non-SberbanklCBR) held only about $8·lOB in GKOs, it appears that they sold 16-20% of their 
holdings. 

While foreign investment has contributed to volatility, it has also helped Russia lower its 
borrowing (;osts when confidence was high. For example, large inflows of foreign funds were 
the primary cause ofthe reduction in GKO yields from an average of88% in 1996 to less than 
20% by the summer of 1997.· In Russia's under-monetized financial system, foreign flows have 
been key to financing the budget deficit. . 

7) What istbe level of GOR manipulation in the GKO market? 

There appears to be a substantial amount ofunacknowledged GOR intervention in the GKO . 
niarket~ either through direct purchases by the finance ministry, purchases by the CBR or below 
market purchases by state-owned banks. 

At the June 3rdauction, when GKO yields dropped to 54% from 80% several days before, . 
sources report that the GOR secretly bought R3.3 bil ($540 m) of GKOs and had state-owned 
banks buy slIlother R2.1 bil ($340 m). Combined with R2.7 bit ($440 m) which the government 
acknowledged covering, this means that the GOR was responsible for 95% of the funds used to 
pay R8.4 bit in scheduled redemptions. Through its purchases, the GOR reportedly lowered . 
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yields into 1he mid-50s from the mid-60s where investors were bidding. In subsequent auctions, 
the GORhas lowered itsofferings or canceled issues entirely when it did not like the bid price. 

More recently, at the June 24th auction, market players allege that Sberbank purchases 
. accounted for nearly all of the $4.4 billion ofGKOs sold. It seems fair to say that yields on 
GKOs are n.ot a true gauge ofmarket sentiment regarding Russia's prospects. 

When U/S Lipton questioned D~uty FM Vyugin about rumors ofGOR manipulation of the 
GKO markc,t,Vyugin insisted that the GOR strategy of trying to hold yields down was . 
transparent above board and that any GOR purchases 'Yere known to the markets. 

!J)Why would a CCFF (Compensatory and Contingency Financing Facility) for Russia be ' 
preferable to other options? 

From the Russian perspective, an advantage of a CCFF is that it would not require a new 
program, and thus could be implemented immediately. Based on lower oil prices, Russia 
appears to be eiigible for the Export Earnings Shortfall program of the CCFF but only for up to 
$3.0 billion (30% ofQuota + a20% optional tranche). It also'could theoretically qualify for 
additional money under a contingency CCFF program, but this would happen only if exogenous 
factors caused the original policy program to go off course. However, it is worth noting that 
Camdessus has expressed his opposition to a CCFFfor Russiabefore a new EFF is agreed. 

A new EFF would supply cheaper funds over time in exchange for significant new conditions. 
An SRF would require a new EFF program and is expensive (300 bps over standby rate, rising 
50 bps every 6 months) and short term (assumed 1 year/ maximum 2 Y2 years). 
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U.S. and Foreign Bank Exposure . 

, Total claims of SIS banks on all Russian borrowers reached $72 biUion at.end-1997. . .' 
. consisting primarily of German bank claims ($30 billion or 42% of total cla~ms) . and SWlSS 
bank claims ($9 billion or 13% of total claims). U.S. bank dalms of $7 billion represent 10% 
of toUI) claims. Overall. U.S. bank exposure to the Russian banking industry is mlnfmal, . 
espeCially compared with other SIS banks (particularly German banks). 

I .u.s. and Foreign Bank C a.lms on RUSSl3 

! 
j' 

(in millions US$) Direct Cross-Border Claims 
\ . Total Credit Exposure-

Tom' ofWhich: ofwhich: ofwhich: less 3131198 12131197 9130191 
. i3l31/9/!l Banks Public SecIot' than f year 

Bant<ers Trust '1.603 $S3 , $1.378 $1,245 $1,866 ,$1,554 . $1,139 

J.P. Morgan $1,825 '1 $1.798 $1,814 $1.S15 $1.513 $2.578 

ChaSe Manhattan $2,661 $78 52,457 '$2.254 $1.438 $1.408 $3.519 

Cltic:orp $1,483 $52 $850 $1,300 $763 $455 $368 

Bal\kAmeriC3 $649 $72 $504 $514 $536 $447 $563 

Total (All U~'S. banks}- $8.820 $507 $7,113 $7,636 $7,219 $6.103 $8,960 

Total BIS Exposure" $72,173 $40.292 ... $8.838 $32,406 
(12131/97) 

.. 

ofwtJich: Geimany $30,452 $23.718 $6(J4 .$~562 

0;which: Switzattand $9.009 $1,394 SS $B,60/5 

ofWhich: U.S. V.071 $392 J5.636 $5,136.Source. FREC 009 Country Exposu~ Report 
-Total Creart Exposure- indudes aOss-border daims adjusted for guarantees, revaluation gains on FX and derivatives. 
net Ioc:al counrry claims. and commitmenb adjusted for guarantees. . 

-Not direi:ily oomparable to U.S. bank data derived ftom the FFIEC 009 Country Exposure Report. 

Creditors' appetite for Russian bank risk began receding following the market tunnoil last 
November and the persistent rumors at that time of major bank failures and a possible 
systemic~ banking crisIs. Continued negative sentiment towards Russian financial markets 
and the banking system, combined with a growing concern over emerging market credits in 
general, has led creditors to tightly scrutinize any marginal exposure and, in some cases. to 
roll back their exposure. 

o While SIS semi-annual statistics show a $2 billion increase in S[S bank claims on 
litusslan banks during the second half of 1997. these claims declined' sharply in the. 

. fc)urth quarter. U.S. banks reduced their total credit exposure to all Russian . 
. borrowers by nearly $3 billion in the fourth quarter of 1997, but this was primarily 

related to a reduction in holdings of govemment securities rather than a Significant 
decline In interbank or corporate exposure. This trend for the U.S. banks partially 
rElversed itself in the first quarter of 199B, driven again by changing exposure to the 
Russian government securities market and also a modest increase in direct cross­
bc)rder claims on Russian banks (an increase of$115 million). 
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o 	 With approximately $600 m~lIon of the $2 billion in. outstanding Russtan bank 
syndicated debt estimated to be coming due this July and August, market 
participants are watching closely to ~ee whether the roll back trend continues. So far 
in June, aVailable Information indicates that three Russian banks have been able to 

. refinance a total of over $100 million in syndicated. loans from foreign banks, despite 
prevailing market tunnoil. 

Daniel Fleishman 
Financial Markets and Institutions 
June 23. 1998 

./ 
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Claims vb-a-vis Russia 

Gennany........._.:................... 

Swilz.erland............................... 

Uniled Slate~...........................• 

FTl!JlCe, .................... , ........... ,. 

Italy..................................... 

SUB.TOTAL 

ALL COUNTRJBS "'u 

TOlal 

30.5 
9.0 
7.1 
7,0 
4.l 
S7.8 

72.2 

Semi-annual InCcrnatiolJ1l1 Bankiog Statistics 

International positioosof all reporting banks on countries outside 'he reporting area 


(In billions of US doJlal'S) . 

Eud-December 19!}7 

Consolidated cross-bOlder daims In all clIl'fc:nciQl and 'oW dahns In non-ioW ew~lIcits 

.. Maturilies 

Ovcr one )'CarUp 10 and 
up to twoinduding one 

years)'ear 

3.16.6 . 
0.18.6 
!)ll."S. t , 
0.14.1 
0.1&.2 

25.6 ' 3.6 

4.332.4 

OvcrC\\'O 
. ye:at1 

18.8 
OJ 
1.9 
2.1 . 
2.9 

25.9 

32.1 

UnalfoI.:ated 

2.0 
0.0 
0.0 
0.7 
0.0 
2.7 

3,3 

-

Bank! 

23.7 
1.4 
0.... 
4.4 
2.6 
32.5 

40.1 

Soc.toI:I 

Public Sector 

0.6 
0.0. 
5,6 
0.0 
0.7 
7.0 

8.8 

NOQobllllk 
private .sectot 

6.1 

.. 7.6 


1.0 
2.S 
1.0 . 

18.3 

23.0 

• The 4aIa cxdudo 14)I)al daims il'lnol)·lol:&t currencies which ate inclll4cd indistinguishably in the stCOlld In lUI column. with 1000sJ claims In loeat currency. 
... All claims over one yw reported as ""cr twl) )'lt8l'l. '. . . . . 

U. The data atso cover Ihe intcrnltlomu daims Qr affiliatos and brancbes ~~hich havo thell Mad-officcs oll$Stde.lhc BIS rc:porting area. 

/ 

'. 

'. 

UnaUacatcd 

0.0 
0.0 
0.0 


., 0.0 

0.0 
0.0 

0.1 

BBllkswith 
IIw oft'"lQC$ 
outs ldo lite 
!<QWlt1yof 
.esidcl1c:C 

0.3 

.' 9.1 
0.1 
0.0 
0.0 
0.5 

0.6 

Phil de lmus 

June 22. 1998 

Undisbursed 
m4i( 

comm.ltments 
and backUp 
facilities 

4.8 
0.2 . 
0.6 
1.2 
0.6 
7.4 

9.1 

Rest..itted F'R CI 
cs 
o 

.~ 

Local 01.ll'lCIlC)' pcx;ilion$ 

of rtporting 


banks' foreign afftlim . 

with 10<:11 r<:siden1s i 

Claims 

0.1 
.0.2 
1.7 
0.0 . 
0.0 ' 
2~O 

2.5 

Liabilities 

0.0 
0.1 
U.3 
0.0 
0.0 
0.4 

0.1 



ASSISTANT SECRETARY OF THE TREASURY 

WASHINGTON. D.C. 20220 

April 8, 1999 

NOTE FOR SECRETARY RUBIN 

FROM: Ted Truman ~r 

Larry and I suggest that·you call Michel Camdessus to make 
the attached points on Russia. Larry has already made these 
points to Stan Fischer. We feel it would be worthwhile for you 
to reinforce them with Camdessus. 
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