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chapter

Political Outlook

Domestic Political Outlook

All Change?

Rumours of an impending change in prime minister have returned with a
vengeance, prompted by President Vladimir Putin’ scriticism of thegovern-
ment’ s performance. Although such talk isthe stock-in-trade of the Russian
political scene, thereisareason for this: fact, under Putin’ serratic predeces-
sor Boris Y eltsin, often proved to be stranger than fiction. Indeed, itisonly
ayear ago that Y eltsin put afitting end to a decade of government sackings
and reshuffleswith the shock announcement of hisown resignation on New
Y ear’ sEve. Itisto behoped that Putinwill promotegreater political stability
than his predecessor, especially with araft of economic reforms awaiting
discussion and approval, but sooner or later he will want to stamp his own
personal authority on the scene he inherited. It is therefore well worth
considering the possible options.

It would not all be bad newsif Prime Minister Mikhail Kasyanov wereto be
sacked. Putting to one side the inevitable interruption to government work
in the short-term, thiswould be akey sign of the declining influence of the
so-called “Family” — the nepotistic Y eltsin-era group which is believed to
have brought Putin to power in an attempt to safeguard itsinterests. And the
disruption might not even bethat great, giventhat Kasyanov hasnot assumed
a dominant role in economic policymaking, with Minister for Economic
Development and Trade German Gref seeming to be more influential. The
guestion is — whether any of the alternatives to Kasyanov would be more
favourable.

Thistime around, secretary of the increasingly powerful Security Council,
Sergei lvanov (aclose friend of Putin and, like him, aKGB veteran) is still
seen as aleading contender to replace Kasyanov. However, Gref appearsto
have fallen from the reckoning (he is, after al, a very unpopular minister,
especially with the Communists) and many consider Deputy Prime Minister
and Finance Minister Alexei Kudrin, like Gref a liberal economist from

The candidates reportedly in the lead for
Prime Minister Kasyanov’s job in the event of
a cabinet reshuffle appear to differ widely in

their political and economic outlook.
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Media magnate Vladimir Gusinsky has handed
over a dominant share of the NTV television

network to Gazprom.

Putin’s St Petersburg days, to be amore likely candidate. Y et in late 2000,
Kudrin's star appeared to falter, culminating in his questioning by St
Petersburg prosecutors over financial practices during his days as deputy
mayor, although hewas subsequently cleared. Thisappearsto betheclearest
sign so far that a behind-the-scenes power struggle is underway to replace
Kasyanov, the generally accepted interpretation of the development being
that Ivanov and his group was behind it.

Ivanov does not seem to be a particularly encouraging candidate. Although
heisnot awell-known publicfigure, hisK GB background suggestsacertain
mind-set, and there are already concerns about a more authoritarian bent
under Putin. The concern also would be that he may not be particularly
favourably disposed to economic liberalisation. Although he appears at
present to have the upper hand in the political jockeying, Putin may for this
very reason be wary of promoting Ivanov given the administration’s de-
clared intention to pursue economic reform. The victory of Kudrin's St
Petersburg group, who have had timeto provetheir reformist mettle, would
provide a much more encouraging signal to the outside world.

Media Freedom Fears Heightened

Concerns about mediafreedom in Russia have been heightened by oligarch
Vladimir Gusinsky’s agreement to hand over a dominant 46% of the NTV
television network to gas giant Gazprom. NTV is part of Russia's only
independent mediagroup, M edia-M ost, which hasbeen exposedto political
pressure by a US$473mn debt owed to the state-dominated Gazprom. An
agreement has been reached to sell astakein NTV to aforeign investor to
prevent it falling under Gazprom'’s control — Gazprom is aso entitled to a
19% stakein the company pledged as collateral on debtsfalling duein 2001
—but no apparent progress has been made on finding abuyer. Theauthorities
have subsequently had Gusinsky arrested in Spain ontheoriginal embezzle-
ment charges which led to his temporary incerceration in June. To cap its
problems, aM oscow district tax authority hasfiledfor NTV to beliquidated.

The future of fellow-oligarch Boris Berezovsky’s 49% stake in television
network ORT continuesto beindoubt. Inanapparent bidto outwit Kremlin
pressure, Berezovsky —currently abroad in defiance of asummonsto answer
to chargesof financial wrongdoing —had announced aplan to hand over his
sharesto agroup of journalists, but this has subsequently been withdrawn.

Business Monitor International Ltd
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Foreign Policy

Swings And Roundabouts

President Vladimir Putin’s busy schedule of foreign travel continued apace
in Q4 00, culminating in agroundbreaking visit to Cubain December. This
wasthefirst visit by aRussian leader sincethe collapse of the former Soviet
Union to the country which continues to a maintain a Communist regimein
theface of aUS trade embargo. The distinct impression is of amove under
Putin to amore diverse Russian foreign policy after the Western-dominated
policy of the Y eltsin years, and of aleader keeping his options open against
the backdrop of anew US administration. Putin’ sforeign agendaalso fitsin
with hisdesireto rebuild Russia’ s status on theworld stage after ten years of

pretty much constant humiliation.

All this does not necessarily mean that the West is facing a more directly
threatening Russiafrom a security point of view, but aRussiakeen to serve
itsself-interest. However, it does create moreroom for disputewith the West
in cases where Russia wishes to pursue its commercial and economic
interestsin regions of the world deemed unacceptable by the US. Rumbling
frictionover Russiantieswith Iran appeared to reach somekind of resolution
in December when Moscow was reported to have given assurances that it

would only sell defensive weapons to Tehran.

Russia, for its part, islikely to find amore difficult bed-fellow in President
George W Bush than under the previous Democrat administration. In
addition to agreater hesitancy to engagein the outside world in general, the
Republicans have singled out the Democrats policy towards Russia for
particular criticism. Their view —for whichthereissomejustification—isthat
USofficia involvement in Russiato promote democracy and the market has
back-fired by fostering more corruption than ever in Russia’ s robber baron

economy.

Onething that thetwo sideswill need to address, however, isdefence policy.
The Russians have made it clear that they wish reductions in nuclear
weaponry to be high on the agenda of the incoming US administration. An
important stimulus for this is Putin’s desire to reform the military. The
shambolic state of Russia's armed forces has become evident after their
inability to secure avictory in Chechnya and August 2000's Kursk nuclear
submarine disaster. In November, the Security Council agreed to reducethe
armed forces by afifth over the next five yearswith theintention of creating

Relations with the US under the new admin-
istration of George W Bush are expected to
be more strained, although a thawing of ties
with Western Europe has provided a certain

counterbalance.
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a better-trained, better-equipped force more suitable for tackling the per-
ceived threat from Islamic terror groups, especially in Central Asia. In this
context, the size of Russia' s nuclear arsenal is a clear burden. The Ameri-
cans, too, have an interest in defence negotiations, with the Bush adminis-
tration apparently keen to proceed with plansfor aNational Missile Defence
(NMD) system which would supposedly shield the US from attack by so-
called ‘rogue states . Thereis scopefor atrade-off here, with Russialifting
its opposition to amending the 1972 anti-ballistic missile (ABM) treaty to
allow for NMD in exchangefor bilateral cutsin nuclear weapons. However,
the concern is that although the Bush camp has also expressed its desire to
cut nuclear weapons, it will go ahead with its NMD plans with little
consultation with the Russians.

By contrast, Russia srelations with Western Europe are undergoing athaw
after the severe strains caused by the renewed Chechen conflict and Nato’'s
1999 campaign against Yugoslavia. The improving relations were under-
lined by an EU-Russia summit in October 2000, at which Russia’s partici-
pation in the EU’s new common security and foreign policy (seen by
M oscow asacounterweight to Nato) wasdiscussed alongsidethe possibility
of sharply boosting Europe’ simports of Russian energy (see Key Economic
Sectors). Indeed, the summit, and host-country France’ sacquiescenceinthe
warming of ties — it has been one of the greatest critics of the Russian
campaign in Chechnya — has confirmed that Europe is loath to let the war
stand in the way of relations with Russia, especially with the surge in the
global priceof oil making it keento find alternative energy sourcesto Opec.

Business Monitor International Ltd
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chapter

Economic Outlook

Overview

IMF Yet To Be Convinced

With attention having been focused on the admittedly ground-breaking tax
overhaul achieved in 2000, the multitude of other structural reformspledged
by the administration of President Vladmir Putin has been put in the
background. But this needsto change. Economic growth is starting to slow,
providing a poignant reminder that the Russian economy will not escape
from its post-Soviet slump unless further concerted reform is undertaken.

This point has been highlighted by the IMF. In the concluding remarks of its
latest ArticlelV consultationswith the Russian authorities, the Fund praised
the country’s strong recovery in economic growth and greater financial
stability, but emphasised that major factors behind these — in particular a
favourable external environment — are essentially short-term. And, while
delivering top marks to the aims of the economic programme approved by
the government in June, the Fund cautioned that many of the policies had
officially been in the authorities in-tray for years, but had not been
implemented dueto resistancefrom vested interests. Themessageto thenew
government isthat the onusisstill very much onit to provethat it can break
Russia shistory of reform aversion. The IMF argued that if the government
hoped to receive renewed support —withdrawn in 1999 for reform failures
—it would need to implement “ strong up-front measures’ in areasincluding
tax reform, restructuring of thebanking sector, measuresto reduceeconomy-
wide barter and arrears, and improved governance and transparency in

policymaking.

Hopes that the IMF and the Russian authorities were nevertheless moving
closer were dashed by the results of an IMF mission to the country in
November. The Fundissaid to havebeen surprised that thetwo sides seemed
unable to reach agreement on macroeconomic policy, let alone deeper
structural reforms. In particular, the mission found the authorities vague on
their approach to one of their main challenges: formulating a non-inflation-

The government has yet to convince the IMF

of its ability to fulfil reform pledges.

Business Monitor International Ltd



RUSSIA Q1 2001

Real GDP growth will have comfortably met
our 6.5% full-year 2000 forecast, but 2001 is
expected to be tougher as the temporary
boosts of devaluation and high oil prices

wane.

Expected To Slow
Change in real GDP, % y-0-y

28

-4.0-
Q199 Q2 Q3 Q4 Q100 Q2 Q3

Source: Russian Economic Trends, Russian government, BMI

ary policy to prevent the strong current account situation from harming
economic growth. Asregards structural issues, slow progressin restructur-
ing the banking sector and reforming the monopoliesis said to have been a
particular sticking point.

With the performance of the fiscal and external sectors so positive that the
authorities are managing to meet their external debt obligations unaided,
both the government and the IMF have made it clear that any new form of
backing would be of a precautionary nature. The country is also strong
enough to cope next year without arestructuring or rescheduling of its debt
to the Paris Club of sovereign creditors (see External Debt), for which the
IMF sblessingisrequired. Neverthel ess, the authoritieswoul d be extremely
unwise to be complacent, given a more uncertain medium-term picture for
the economy. Moreover, areinstatement of IMF support and progress with
theParisClubwould givethecountry avital international blessingintheeyes
of investorsand, it isto be hoped, provide afurther stimulusto reform, both
of which are vital to the economy for the medium term.

Economic Activity

Awaiting A Slowdown

The 7.3% y-0-y real GDP growth achieved in the first nine months of 2000
strongly suggeststhat economic growth will have comfortably met our 6.5%
full-year estimate, with the government’ slatest 7.0% expectation not unrea-
sonable.

Real GDP growth slowed in H2 00, as had been generally anticipated, with
the base effect less favourable than earlier in the year. However, with the
averagepriceof oil —acrucial export—havingjumped by around US$3/barrel
from the first-half average, Q3 00 real y-0-y GDP growth was still around
6.8%, according to our calculations. Thisiseven fractionally higher thanthe
6.7% Q2 rate after growth of 8.4% in Q1.

Reflecting the overall GDP trend, industry witnessed a slowing during the
course of 2000 but neverthel ess continued to post strong growth, boosted by
import substitution in the aftermath of 1998’ s massive rouble deval uation.
The State Stati sticsCommittee (Goskomstat) put y-o-y industrial production
growth at 8.6% in Q3, compared with 8.5% in Q2 and 11.3% in Q1. In the
first 11 monthsof theyear, production wasup by 9.6%, lessimpressivethan
the peaks reached earlier in the year, but still robust enough to put BMI's

Business Monitor International Ltd
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7.3% full-year growth forecast in need of revision. A higher pace even than
the 8.1% growth posted in 1999 —in the immediate post-crisisrecovery —is
now looking likely. We are estimating 9.5%.

Although external sector dynamics (high oil prices, import substitution)
clearly providedthekey to 2000’ seconomic expansion, recovery al so spread
todomesticdemand. Sincefirst risinginyear-on-year termsin October 1999,
real consumption of goods and services has been on an accelerating trend,
and increased by 8.5% in January-August 2000. Consumption has been
encouraged by rising wages: the real average monthly wage due rose by
24.0% y-o-y inthefirst eight months of 2000, and both the government and
the enterprise sector have been reducing wage arrears. The unemployment
rate has also been moderating, standing, according to the International
Labour Organisation (ILO) definition, at 10.0% in October, down from
12.0% in January and 12.1% ayear previously. Neverthel ess, consumption
till remainsaround 13%lower thanitspre-1998 crisislevel, andinmid-year
27.6% of the popul ation wasdeemed to beliving bel ow the subsistencelevel,
compared with 22.5% two years previously.

Therise of investment hasbeen moreimpressiveyet. Positivegrowthinrea
expenditures on new construction and equipment kickedininmid-1999 and
hasalso been on arising trend. Inthefirst eight months of 2000, it was up by
17.3% on the year, making it around 20% higher than the pre-crisislevel.

However, the authorities may not have long to bask in the reflected glow of
by far the highest level of economic growth since the collapse of the Soviet
system (indeed, 2000 will havebeen only thethird year in post-Soviet Russia
inwhich positive growth hasbeen recorded). In October, M oscow Nar odny
Bank’sPurchasing Managers' Index, whichisintended asaleading indica-
tor for the economy as awhole, was at itslowest since the beginning of the
year in October. Althoughthe survey indicated that the manufacturing sector
is continuing to grow, the bank concluded that expansion is beginning to
dow, and attributed this to slowing demand for Russian exports (albeit
somewhat offset by robust domestic demand) and increasing input prices

GROWTH AND OUTPUT

1996 1997 1998 1999 2000e 2001f 2002f

Nominal GDP (RUBbn) 2,146 2,479 2,696 4,546 5858 7,154 8,515
Nominal GDP (US$bn) 419.0 4285 277.8 184.6 209.2 2532 279.2
GDP per capita (US$) 2,837 2,913 1,896 1,266 1,440 1,749 1,935
Real GDP growth, % y-0-y 34 09 -49 32 65 35 35

f = BMI forecast.
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Data for the first 11 months of 2000 indicate
that the authorities should have easily at-

tained their budget targets.

The outlook for 2001 is more uncertain, given
the importance of oil prices, the unknown
impact of the tax reform and failure so far to

secure a rescheduling of Paris Club debt.

(reflecting oil and other commodities’ prices).

The survey provides further support for the slowdown in economic growth
which is widely anticipated in 2001. While household consumption and
investment should continueto recover, we are anticipating adeteriorationin
the external accounts in 2001 due largely to the likely fall in oil prices,
although imports growth will also pick up moderately.

Fiscal Policy

2000 Budget Comfortably On Track ...

Public finances continueto blossom, boosted by the high oil priceand strong
economicgrowthingeneral. Thebudget postedaRUB144.4bn surplusinthe
first 11 months of 2000, according to preliminary Finance Ministry figures,
equivalent to 2.7% of GDP. The primary surplus was an impressive
RUB309.2bn, or 5.7% of GDP. The authorities should therefore have
significantly bettered the 2000 budget’ s 1.0% of GDP deficit target and may
evenhaveimproved onthe 1.0% surpluswhich BM | hasestimated (usingthe
broader IMF definition).

... 2001 Out-turn More Uncertain
The government’s 2001 budget proposal with both revenues and expendi-
tures targeted at RUB1,194bn received the approval of the lower house of
parliament (Duma) in a fourth and final reading in mid-December, its
generaly problem-free passage again emphasising the markedly more
constructive relationship between the legislature and the executive under
Putin. The budget should therefore bein place by the end of 2000, providing
that the regional governors sitting in parliament’ s upper house, the Federa-
tion Council, do not sabotage it out of pique at Putin’s reduction of their

powers.

2000’ s positive budget out-turn sets a favourable backdrop to the achieve-

FISCAL DEFICIT

Primary fiscal balance (RUBbn)
Primary fiscal balance (% of GDP)
Federal budget balance (RUBbn)
Federal budget balance (% of GDP)

f = BMI forecast.

1996 1997 1998 1999 2000e 2001f 2002f
-48.8 -65.4 -27.4 88.4 292.9 250.4 212.9
-2.3 -2.6 -1.0 1.9 5.0 35 25
-173.3 -183.2 -134.2 -74.2 58.6 -35.8 -42.6
-8.1 -7.4 -5.0 -1.6 1.0 -0.5 -0.5

10
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ment of the 2001 target, but there is cause for uncertainty for a number of
reasons. On the one hand, the 2001 revenue forecast iswidely considered to
be conservative, given that the average price of oil lookslikely to be higher
than the US$18-19/b assumed by the government (BMI is forecasting
US$22/b). The budget’ s 12% end-year consumer price inflation forecast is
also looking on the low side (we are expecting it to be nearer 17%), which
should boost revenues. Thissunny outlook hasprompted thelMFtowarnthe
government against an uncontrolledincreasein spending, and that additional
funds should be used to implement reforms and paying off debt.

However, against thismust be set the uncertainty surrounding the impact of
the tax reform to be implemented from the start of 2001. Moreover, thereis
the possibility that the government will not reach an agreement withthe IMF
or Paris Club; the budget assumes US$4.8bn inforeign creditsand makesno
allowancefor theroughly US$3bn duetothe Paris Clubin 2001. Someof the
shortfall could be made up for by higher-than-expected oil-rel ated revenues,
(although the current deal with the Duma is that extra revenues below
RUB70bn should be divided equally between paying foreign debt and
domestic spending, and that any amount above RUB70bn would be cut up
70-30). Neverthel ess, the government has said that it may beforced torevise
the budget.

Monetary & Exchange Rate Policy

Disinflation Momentum May Falter

Consumer price inflation should have ended 2000 more or lessin line with
recent expectations— significantly down from 36.5% at the end of 1999 and
inthe general region of the 18% assumed in the 2000 budget. Nevertheless,
thiswill have been apoorer out-turn than had seemed possible earlier onin
the year.

The headlineinflation rate rosein November for the second monthinarow,
to 19.7% from 19.4% in October, according to our calculations, and, if
Goskomstat’s forecast for December is accurate, will have remained at
roughly the same level in December. BMI estimates a 20% end-2000 rate.
Although the worst fears about amoney supply-inducedriseininflation did
not materialisein 2000, the IMF has argued that the Central Bank of Russia
(CBR)' ssustainedinterventionintheforeign exchangemarket to containthe
rouble’s current account-led appreciation has been “associated with some
uptick ininflation”.

Improvement Is Dramatic
Primary & total federal budget balance, RUBbn

45.0 Primary budget balance

Source: Russian Economic Trends.

In 2001, the authorities risk failing to build on
2000's disinflation unless a more concerted

policy for sterilisation is implemented.

Can Disinflation Continue?
Consumer price inflation
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Source: Russian Economic Trends, Goskomstat, BMI
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Starting To Be A Problem
M2 money supply
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BMI has revised its expectations for the 2000
current account surplus upwards slightly to
22.4% of GDP, incorporating a significant
upwards revision of expected exports growth.
Our forecast for the 2001 current account
surplus is virtually unchanged at 10.1% of

GDP.

The concern now isfor inflation trendsin 2001. Money supply growth has
continued to rise: the y-o0-y increase in M2 reached 66.1% in September
2000, upfrom 63.3% ayear previously. The IMF hasexpressed concern that
the government and the CBR have not overcome differences to implement
aconcerted policy on sterilising foreign currency inflows. Indeed, it appears
that no final decision has been reached on restructuring the Finance Minis-
try’ s debts to the CBR into marketable securities. In addition, the CBR still
doesnot havetheright to issueitsown bonds. In light of thelack of progress
on such issues, the IMF is said to be forecasting an end-2001 inflation rate
of up to 20%.

Balance Of Payments

Projections Modified — For The Better

The current account surplusfell to US$10.8bnin Q2 00 from US$12.2bnin
Q1. Nevertheless, it wasstill equival ent to amassive 20% of GDP, according
toBM |’ scalculations. Thiscompareswith 25%in Q100 and 10% (US$4.2bn)
in Q2 99.

The current account situation has been turned around abruptly by the 1998
economic crisis. In the latter part of 1998 and in 1999, the dramatic
improvement was propelled overwhelmingly by animmediateand sharpfall
inimportsinreactionto theroubledeval uation. Indeed, exportsonly showed
their first positive year-on-year growth since the crisis in Q3 99. High
international pricesfor several of Russia’ smain exports such asoil, gasand
metal shave, however, beenthekey tothereal take-off of the current account
surplusin 2000. Q2 exportsjumped by 45.6% y-o-y, down moderately from
56.2% in Q1. Imports, meanwhile, have continued to be constrained and
increased by just 2.8% y-o0-y in Q2, following 8.3% growth in the previous
quarter.

Given their exceptionally robust performance, we have raised our expecta-

INFLATION AND EXCHANGE RATES

Consumer prices (% y-0-y, end period)
Consumer prices (% y-0-y, period average)
Exchange rate (RUB/US$, end period)
Exchange rate (RUB/US$, period average)

f = BMI forecast.

1996 1997 1998 1999 2000e 2001f 2002f
21.8 11.0 84.4 36.5 20.0 17.0 14.0
47.7 147 27.7 85.7 21.0 18.0 15.0
5.560 5.960 20.650 27.000 28.000 29.000 32.000
5.121 5.785 9.705 24.620 28.000 28.250 30.500

12

Business Monitor International Ltd



ECONOMIC OUTLOOK

tionfor full-year 2000 exports growth to 40% from 20%, which should have
taken them to around US$105bn. Also, given marginally higher-than-
expected expansion, weareestimating full-year importsgrowth of 12.5%, up
fromour previous10%forecast. ThissuggestsaUS$59bn merchandisetrade
surplus. Making adjustmentsfor bal ance of paymentspurposesandfactoring
in a poorer showing than in 1999 from the remaining current account
components, the 2000 current account surplus is likely to have been in the
region of US$46.8bn, or a startling 22.4% of GDP, up again from 1999's
record 13.5% surplus.

In2001, BM I isexpecting the average Opec basket oil pricetofall to US$22/

b (revised upwards from US$20/b), down from the US$28/b now expected
Surplus To Remain High In 2001

for 2000 (revised upwards from US$25/b). After 2000’ s oil revenue-related oo Current account, US$mn
surge, and with aslowing of economic growthinkey export marketsand real tagoo 1 7 Tl paenee | 1
exchangerate appreciation, weare anticipating ayear-on-year fall in exports iizzz vl

8,000 1
6,000 1

of around 13%. Imports have already turned around significantly in 2000

from the massive 20% fall seenin 1998. We are expecting import growth to 4000

increase moderately to 15% in 2001, taking the merchandise trade balance 2'0027 LLLRLIELLLLE mlﬁ il
downto US$39.1bn, and the current account surplusto US$25.5bn or 10.1% jzzz 1 '

of GDP. 6,000
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Source: Russian Economic Trends, Central Bank of Russia.

Thelatest balanceof paymentsfiguresconfirmthat foreigndirectinvestment
(FDI), meagreat thebest of times, hasyet to recover fromtheadditional blow
imparted by the 1998 economic crisis. In Q2 00, direct investments into
Russia amounted to a paltry US$517mn, down from US$751mn in Q2 99.
Following an equally poor performance in the first quarter of the year,
foreign investment fell to US$1.086bn in H1 00 from US$1.393bn a year
previously. A certain time delay beforeimproved sentiment towards Russia
filtersthrough into investment on the ground was to be expected, and BM |

is still expecting a rise in FDI in 2001. Even assuming that political and
economic stability continues, and that the government pursuesthe economic
and legal reforms needed to make Russiaalessrisky destination for foreign

investment, ajumpinforeigninvestment to levelsmore commensurate with

Russia ssizeand natural resourcesstill hingeson the government improving

CUSTOMS TRADE AND BALANCE OF PAYMENTS

1996 1997 1998 1999 2000e 2001f 2002f
Customs exports (fob, US$bn) 88.6 88.2 74.2 74.7 104.5 91.3 95.1
Customs imports (cif, US$bn) 68.8 73.7 590.1 40.4 45.5 52.3 61.2
Customs trade balance (fob-cif, US$bn) 19.8 14.5 15.1 34.3 590.1 39.1 33.9
Current account balance (US$bn) 12.45 2.55 1.04 24.96 46.80 25.50 22.00
Current account (% of GDP) 3.0 0.6 0.4 135 22.4 10.1 7.9

f = BMI forecast.
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Slow progress in negotiations with the IMF is
delaying talks with the Paris Club of sovereign

creditors on rescheduling Russia’s debt.

Helping Improve Russia’s Credit Rating

Gross international reserves (excludina aold). US$hn
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Source: Russian Economic Trends.

the legislation surrounding production sharing agreements (PSAs), with
particular relevance for the oil sector (see Key Economic Sectors).

External Debt

Paris Club Deal Still Elusive

The government’ sslow progressin reaching an agreement with theIMF has
clearimplicationsfor theexternal debt situation. Without such an agreement,
the Paris Club of sovereign creditorsismarkedly lesslikely to heed Russia's
overtures for another debt rescheduling like that agreed for 1999-2000, let
alone arestructuring, which was the authorities’ origina hope.

There has been no suggestion that the Russians would turn their backs on
their debt obligationsif negotiationswiththel M FandtheParisClubfail. The
speculation has been made, however, that, providing relationswith the IMF
and the Paris Club are making progress, the authorities might make a
technical default when the first large Paris Club payment fals due in
February 2000, on the assumption that the Paris Club would be understand-
ing. This would not best serve the country in its attempts to boost its
reputationasaborrower, especialy inlight of itssurging economic perform-
ance which has given it the ability to pay, and with the rating agencies
gradually improving their assessment of the country. Paying off foreign
debtswould also helpinthefight to sterilise strong foreign currency inflows.

As we had anticipated, Moody’s credit rating agency has followed Fitch
IBCA’sQ3 upgrade of Russia slong-term foreign currency credit rating. In
November, it announced a one-notch upgrade to B2 from B3 and awarded
it astable outlook. This puts Moody’ srating on apar with Fitch’s B rating,
leaving only Standard & Poor’s (S&P) one level below on B-. With the
exception of apossible S& P upgrade to match the other two major agencies
(with the stable outlook on its current rating suggesting that such amoveis
not imminent), BMI is not expecting any further upgrades soon. While
noting the significant economic recovery since the 1998 crisis and the

beginnings of structural reform, Moody’ s emphasised the large number of

FOREIGN RESERVES

1996

Foreign exchange reserves (US$bn) 11.2
Import cover (months) 1.4

f = BMI forecast.

1997 1998 1999 2000e 2001f 2002f
12.9 7.8 8.5 24.5 28.0 30.0
15 1.0 1.6 4.8 4.9 4.7
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reforms still to be undertaken and, that in its assessment of Russia, it would
be focussing on “the restructuring of the banking system, the affects on the
real economy of policies which determine the exchange rate and rate of
inflation, and the private sector’ srate of fixed capital formation” . And, while
uncertaintiesremain about thelatter twofactors, it can be said unequivocally
that restructuring of the banking sector isgoing nowherefast. Fitchwasalso
wary, when announcing itsupgrade, of assuming that anew eraof economic
reform is assured in Russia.
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chapter

Key Economic Sectors

Overview

Mixed Fortunes

The external sector was the driving force of economic growth in 2000.
Imports remained limited by the 1998 rouble devaluation, but exports also
grew much more rapidly than initially expected, and their growth wasto a
large extent dueto soaring oil prices. With the price of oil aready beginning
tofall, we therefore examinein thisissue how far theindustry hastaken the
opportunity to prepare itself for harder times. Externa price devel opments
in 2000 were not favourable for al sectors of Russia s commodity-based
economy. Consequently, wefollow with alook at how the goldindustry has
coped after global pricesfell to 20-year lowsin 1999.

The opportunities and challenges facing the Russian economy from beyond
itsbordershave not just been related to prices, and wefinish our review with
the aluminium sector, in which monumental changeswere inspired in 2000
by thewaning of the*tolling’ system which had all owed the sector toreorient
itself to the external market in the immediate post-Soviet period.

Oil

Starting To Invest

The rouble devaluation and the soaring global price of oil have been ahuge
boon for the Russian oil sector, and a small share of the windfall profitsis
beginning to find its way into investment. Chronic post-Soviet under-
investment isone of the greatest challengesfacing the oil industry, although
this was due to oligarchs buying up the sector in the 1990s and diverting
earnings to other interests, rather than to underlying unprofitability, as has
been the case with many other sectors of the economy. Output had fallen to
6.18mn b/d in 1999 from 11.14mn b/d ten years previously, and there have
been warnings of a further significant decline.

External factors brought mixed fortunes for
Russia’s sectors, the key beneficiary in 2000

having been the oil industry.

Windfall profits reaped from the rouble de-
valuation and the high global price of oil are
finally being invested, but this is only the

beginning of what is needed.

Business Monitor International Ltd
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The major companies’ plansto listtheir shares
abroad is providing an incentive to introduce

greater transparency.

Withmost costsin roublesand earningsin USdollars, theoil sector hasbeen
the prime beneficiary of the 1998 devaluation, and has reaped further
rewardsfromrisingworldoil pricessince1998. Thecountry’ ssecond largest
oil company, Y ukos, reported net profits of US$1.37bnin H100 (according
to generally accepted accounting principles, or GAAP) against US$1.15bn
for full-year 1999. Oil companieshavetriedtotakeadvantageof rising prices
by ramping up production and exports as much as possi ble— domestic prices
aresignificantly lower than international ones—but thereislimited room for
manoeuvre. The concern iswhat happens now that oil prices are beginning
to fall again. Some companies are beginning to invest for the future. Oil
major Sibneft has announced that it will nearly triple capital expenditureto
US$595mn in 2001. Y ukos has a so attributed an increase in production in
the first nine months of 2000 in part to increased investment. Nevertheless,
greater amounts are needed, with some estimates putting the amount of
investment required by the sector over the next five years at US$25-40bn.
Thiscompareswithtotal investment in 1999 of just US$3bn. Companiesare
aware of the need for foreign capital, from the international marketsand in
the form of direct investment.

Share Plans Turn Thoughts To Transparency

A number of Russia’ s largest oil companies have announced plans to issue
shares abroad. This has necessitated moves to clean up their act, and
transparency and corporate governance have become the new buzz-words
for the industry. Y ukos has announced plans to issue American Depositary
Receipts (ADRs) by June 2001 —following a consolidation of the company
by the beginning of 2001 —possibly for around 5% of thestock. Thecompany
is recovering from a severe setback during the 1998 crisis, when its shares
were used as collateral against doomed M enatep Bank. It is attempting to
make itsfinances more transparent and improve investor relations—along-
running feud with USinvestor Kenneth Dart had been asignificant drain on
sentiment, although its resolution still leaves many investors unconvinced.
Tyumen Oil Company (TNK —recently declared to be theworld’ s best oil
company in 2000 by the Financial Times Group) has also said that it plans
to sell ADRsin late 2001 or early 2002, perhaps for as much as 10-15% of
the company or US$600mn, after consolidating by as early as mid-2001.
Thisis to be accompanied by the issue of rouble-denominated bonds and
Eurobonds over 2001-02.

However, athough there are notable exceptions such as Surgutneftegaz,
Russia soil sector isstill amurky world, including interms of ownership (of
all the oil majors, the ownership structure of Sibneft is probably the least
transparent, although it is believed that oligarchs Boris Berezovsky and
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Roman Abramovich are important shareholders). The country’s largest ail
company, L UK qil, has declared itsintention to list on the New Y ork Stock
Exchange, but surging profits appear to have persuaded its management that
theprocedure can be delayed until autumn 2001. It apparently, therefore, felt
in no rush to adopt GAAP (a trend initiated by Sibneft and one of the
preconditions for a listing), but seems to have backed down in response to
sharehol der disquiet, and has said that the GA AP reports should be ready by
the end of 2000.

Movestowards greater transparency in the Russian oil sector have been set
inmotion. However, just how much transparency thelistingswill guarantee,
for example, is another matter: gas monopoly Gazprom has been releasing
financial statementsin line with International Accounting Standards (IAS)
since 1998, and is one of the most secretive companiesin Russia.

FDI Needs More Encouragement

Russia has failed to realise its potential to attract foreign direct investment The key to realising the potential of foreign
(FDI) toitsoil sector, and there have been some high-profile cases of foreign direct investment lies with the Production
companies having their fingers badly burned. However, some of the coun- Sharing Agreements.

try’s largest oil concerns are looking for foreign partners, and Russia is
becoming a more attractive proposition in light of the high price of oil and
an improving investment climate. Of particular importance is the govern-
ment’ sintention to improve legislation on Production Sharing Agreements
(PSAs), which providetax breaksfor foreign companiesinvolvedin exploit-
ing Russia's natural resources. The aim is to simplify and speed the
procedure and reduce the risks for foreign companies.

The potential of the PSA to attract foreign investors has been illustrated
recently by the UK’s BP Amoco’ srevelation that it is engaged in tentative
discussionswith state-owned oil company Rosneft over purchasing some of
the latter’ s 40% stake in the far eastern Sakhalin 1 project. The project is
covered by aPSA, providing BP Amocowith much morecertainty thanit has
had in its previous Russian investments (BP' s disastrous investment in one
of Russia sother leading oil companies, Sidanko, has become something of
a cause celebre, and has yet to be resolved). Nevertheless, given the
importance of theindustry at stake, it cannot be guaranteed that progresswill
be easy on the PSAs.

A potentially revolutionary factor for the development of Russia soil sector
isWestern Europe’ sinterest in Russian energy supplies as an adternative to
Opec. The plan currently being put forward by EU Commission President

Romano Prodi would see a 20-year deal under which Europe would help
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Government policy is having mixed implica-
tions for the sector, promoting greater trans-
parency, but keen to capitalise on high oil

prices by raising taxes.

Against a poor outlook globally for gold, Rus-

sia has managed to raise output.

upgrade Russia's oil production and transportation systems — Russia’'s
crumbling pipelinesystemisaserioushindranceto the sector’ sdevel opment
— with a view to doubling the EU’ s imports of Russian energy. However,
plans are at an early stage, and it is not clear how far the EU’s increased
dialogue with Russiais designed to put political pressure on Opec.

Government Pursues Tougher Line

The Putin administration’s policies have had mixed implications for the
industry. September’ s privatisation of the smaller Onako oil company was
alandmark for the economy asawhol e, sending animportant signal that the
daysof sell-offsto well-connected businessmen at knockdown pricesareon
thewane. It raisesthe hopethat the next oil sector privatisationswill also be
transparent, thereby increasinginterestinthem. Thegovernmentisintending
to compl ete the privatisation of LUK oil, and has estimated that the disposal
of a 4.5-7.0% stake in the company could raise US$1bn. It also plans to
dispose of ablocking stake of 25% plus one sharein Rosneft and 19.7% of
Slavneft (the last two big oil companiesto be privatised).

The government is also mulling the introduction of an oil export quota
system in order to increase transparency in the sector, where the award of
export quotasisat themoment to alarge extent conducted behind the scenes.
The main oil companies have raised objections to changing the system, and
arealso up in armsover the government’ s keennessto capitalise on the high
oil priceby raisingtaxes. Export dutieson both crudeoil andrefined products
were raised several times in 2000, the latest, effective from November,
taking the tariff on crude up to EUR34/tonne from EUR27/tonne. To the
horror of the oil companies, it looks like further hikes are on the way, but it
isworth noting that Russian duties are below the norm in other countries.

Gold

Global Trends Are Not Encouraging

The global outlook for the gold sector ispoor. In recent years, the metal has
increasingly lostitstraditional roleasultimatestoreof value, ascentral banks
have sold off their reserves and investment demand has faltered against a
strong US$ and the attraction of bond and stock markets. The price of gold
has plummeted, reaching a 20-year low of US$252.8 an ounce in summer
1999. Even the September 1999 agreement between 15 European central
banks to restrict gold sales has only had a limited impact in raising prices:
towards the end of 2000 it was around US$271 per ounce. And, athough
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non-investment demand for gold — such as for jewellery-making and
industrial uses — is expected to rise in the short-term, the key investment
demand seems unlikely to rebound unless there is a sharp rise in global

€conomic uncertainty.

Against thisunfavourable backdrop, the Russian gold sector hasmanaged to
raise output. In 1999, production increased — contrary toinitial expectations
— for the first time in two years, rising by 10% to 126 tonnes. Output is
expected to have risen by afurther 15% to around 145 tonnes in 2000 —its
highest level inyears—andisforecast to remain broadly at thislevel in 2001.
Thereis scope for afurther considerable rise in output. Russiais the sixth-
largest producer of goldintheworld, but itsreservesaresecond only to South
Africa’s. However, a shift to more expensive production methods is re-
quired. At present, alarge share of total output comesfromalluvial sources,
theso-called ‘ placers . Theseare running out, although they are estimated to
provide 60-70 tonnes of gold annually for the next 10-15 years. There are,
on the other hand, large unexploited underground gold reserves, which will
require considerable investment to develop.

Foreign Investment: Battling Against The Odds
Domestic sources of investment are limited, and the Union of Gold Produc-
ersrecently blamed the 5% export tax imposed in April 1999 for exacerbat-
ing thesituation. Anobvioussourceof fundsisforeigninvestors. Thesehave
already madetheir mark onthesector. Canadian companies, for example, are
estimated to have invested US$500mn in Russiad s natural resource sector,
90% of whichin gold. And there are plans for more: the Nevyansk Mining
Company joint venture between Russia’s Uralelektromed and Canada's
Placer Dome hasannounced itsintention to raise US$200mn to develop the
Nevyansk gold field in the Sverdlovsk region. A further US$60mn of the
venture’ sown fundsisto be invested in the project. However, asisthe case
with so many other sectors, foreign investment faces its problems. The
number of Canadian companiesworkingin Russiaisreportedto have halved
to nine from 18 since 1995, with problems related to taxation, unequal
treatment of foreignersand the complicated procedure for exporting having
been cited (under the current system, the vast majority of joint venture gold
exports have to be conducted through Russian banks).

The drawn-out saga over the Sukhoi Log deposit in the Irkutsk region
perhaps best illustrates the difficultiesfaced by foreign investors. A licence
to develop the deposit — estimated to be the largest yet to be developed in
Eurasia — was originally awarded to Australia’ s Star Mining Corp. in
partnershipwith Russia sL enzoloto. Y et when thelatter’ s privatisation was

With domestic funds limited, the obvious

source of funds to exploit Russia’s consider-

able untapped potential is foreign investment.
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The aluminium sector has undergone sub-
stantial consolidation in 2000, precipitated by

the ending of internal tolling.

ruled illegal in 1997, the stake was revoked. More recently, a dispute has
emerged between the Ministry of Natural Resources and the I rkutsk admin-
istration over whether foreign investors should be allowed to participate at
all inanew tender for thedeposit. Theministry hassaid that it doesnot favour
foreign investment in the gold sector at the moment, and that Russian
producers should be supported. However, the local authorities believe that
domestic companieswill beunableto comeup with the necessary financefor
the project, which has been estimated by Placer Dome and fellow Canadian
Barrick Gold (both potential bidders) at US$1.5bn. Thelow gold price has
also led to delays in the tender process.

Aluminium

Aluminium Sector Rings The Changes

2000 was a year of consolidation for one of Russia’'s most important
industries. The process was topped in September with the registration of
SUAL Holding, which brings together producers Siberian-Urals Alu-
minium Company (SUAL) and Trastkonsalt. Through its control of four
of the country’s largest smelters — Irkutsk, Urals, Bogoslovsky and
Kandalaksha — SUAL Holding will account for 20% of Russia's total
aluminium production. The movefollowsthe ground-breaking formationin
April of Russky Alyuminy by Sibir sky Aluminium Group and agroup of
shareholdersin oil major Sibneft. Russky Alyuminy accountsfor amassive
80% of the country’s output through its control of another four of the
country’s largest smelters: Bratsk (the largest), Krasnoyarsk, Sayansk and
Novokyznetsk. Who actually owns the companiesis harder to discern. The
whole process, like much of Russian businessin the 1990s, has been murky.
Sibirsky Aluminium Group, which brought the Sayansk smelter and
Ukraine's Mykolayivsky alumina plant to Russky Alyuminy, has said
recently that it is 70% owned by its president, Oleg Deripaska, and 20% by
M DM Bank (it did not account for theremaining 10%). Sibneft hassaid that
itsshareholdersactedinaprivate capacity when, earlier in 2000, they bought
controlling stakes in Bratsk, Krasnoyarsk and the Achinsk alumina plant,
apparently from UK-based Trans-World Group. However, it can be of no
significancethat Sibneftiscontrolled by |eading oligarch Roman Abramovich.
Theissueisfurther complicated by the fact that in early 2000, a controlling
share in Novokyznetsk was bought by LogoVaz, a car dealership chain
controlled by oligarch Boris Berezovsky, who is also believed to have an
interest in Sibneft. The mergers have at various stages required the blessing
of the anti-monopoly ministry, suggesting high-level political contacts.
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What iscertainisthat foreign investorshave been largely excluded fromthe
industry, with Trans-World Group having sold its stakes in the sector and
announced that it will no longer market Russian aluminium.

Investment Plans Detailed

Although the Russian aluminium sector is profitable, there are important The sector looks likely to now receive some of
challengesfacing the refashioned industry. It has managed to reorient itself the much-needed investmentwhich has been
extremely successfully tothe external sector after the post-Soviet collapse of denied it during the 1990s.

domestic demand, to the extent that in 1999 about 3.12mn tonnes, or 99% of
the 3.15mn tonnes produced were exported. Asaresult, in 1999 aluminium
was Russia smost important export after oil and gas, accounting for 4.9% of
total shipments. But, the sector’s adaptation to the new conditions was
achieved through the practice of ‘tolling’, under which cash-strapped pro-
ducers turned in the 1990s to foreign metals traders, such as Trans-World
Group, to pay for raw materias such as bauxite and alumina. The trader
would then sell the aluminium subsequently produced on the international
market and pay the smelter for the processing. The problem was that the
foreigntrader kept thelion’ sshare of the profit, leaving the Russian smelters
—aswith much of the rest of the country’ s industry —without the means to
invest. The sector’ s other weaknessesarethat it cannot rely on cheap energy
suppliesforever, and the shortage of domestic raw material s (around 60% of
aluminiumexportsuseimported aluming). The Putinadministration’ savowed
intent to reform the* natural monopolies' could, therefore, present aproblem
if thenet result isarisein energy and transportation costs, given the sector’s
energy-intensive nature (energy accounts for around 30% of the cost of
production).

The outlook for the global aluminium industry would seem to be good,
provided that production costs can be cut, because, although it hasanumber
of advantages over other metals in relation to weight and versatility,
aluminium isexpensive. It wasthe scrapping of the‘internal’ tolling system
(where the foreign group supplies domestically-produced raw materials) at
the beginning of 2000 that led to the withdrawal of Trans-World Group and
subsequent consolidation. And thereareindicationsthat the new aluminium
giants are at least intending to invest and are coming up with development
strategies. SUAL Holding has said that it aimsto invest US$170mn over the
next two years and to increase the share of value-added products. Russky
Alyuminy has said that it will invest around US$120mn during the next 10
years to modernise the Krasnoyarsk smelter and expand production by
29,500 tonnes/year over the period (the plant produced 836,500 tonnes in
1999). The company will spend a further US$12mn in 2000-2001 on
rebuilding a plant that produces high-quality aluminium, so as to boost
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output by afurther 20,700 tonnes. Russky Alyuminy hasyet todetail itsplans
for the Bratsk plant, but the chief aim isto make it more resource efficient.
Even larger output increases are envisaged from the group’s alumina hold-
ings. US$40mn isto beinvested in the Mykolayivsky plant in Ukraine over
the next two years to lift production, which is seen rising to 1.5mn tonnes
from 920,000 in 1999, while the Achinsk producer is to benefit from
US$14mn in investment. Importantly, although Russky Alyuminy expects
aluminium exports in 2001 to be around the same level as this year's, it
intends to lift the share of alloys and semi-fabricated products to 15% from
the 5% anticipated for thisyear. SUAL Holding also intendsto increase the
share of value-added products — a key to boosting the sector’ s prospects.
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chapter

Global Growth Outlook

Global Economy Starts To Slow

Economic conditions within the G7 area have become less favourable and
thistrend is likely to continue in 2001. It isincreasingly probable that the
growth rate peaked in H1 00 and that the global economy isnow entering a
cyclical slowdown. Indeed, while retail spending remains firm, consumers
are being hit by the combination of higher energy prices and interest rates.
Asset pricefallshave primarily been limited to the high-tech sector, but this
will still have someimpact on consumer confidence and spending growthis
likely toslow. Theevidenceat thisstageisstill mixed, however, with money
supply growth still above the long-term average. This could suggest that
there is still potential for above trend growth in 2001 and a significant
inflation threat.

Credit Concerns Will Increase

The severity of any downturn will also be influenced by the credit and
banking cycle, particularly inthe USA. Credit conditionshavetightened and
fears of afull-scale credit crunch have increased. The banking sector will
continue to be amajor focus during H1 01 amid fears of rising bad loans.

The downturn will aso be sharper than expected if oil prices remain high.
Although they fell below US$30/b in early-December, thereisstill arisk of
winter spikes. While Opec hasnot ruled out afurther increasein outputinH1
01if market conditionstighten, thisisnow lesslikely and BM | expectsto see
agradual contraction of Opec supply in 2001. A fall in oil pricesfall inH1
01, will gosomeway toward cushioningtheglobal economy fromapotential
hard landing. In these circumstances, consumption patterns will be little
changed. However, should prices remain high — due to a larger-than-
warranted supply withdrawal from Opec, or stronger-than-anticipated glo-
bal growth —the downturn in the industrial sector could be compounded by

weaker private consumption.

4 Global Assumptions

A cyclical slowdown in the developed econo-
miesis underway and s likely to last until end-
2001. Global recession should be avoided,
however, especially as interest rates look

close to peaking.

There is a risk of a hard landing, reflecting
concern over deteriorating credit quality. Oil
prices need to remain below US$30/b by Q2
01 to minimise the threat. Developments in
the USA will remain crucial to the global

economy.

On A Downward Curve?
Brent Crude, US$/b
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A cooling in investment spending and less
buoyant stock market conditions will slow the
US economy. At present, the odds still favour
a soft landing, given the improved underlying
performance, but there are risks to this fa-

vourable outcome.

The Slowdown Has Arrived
Quarter-on-quarter GDP growth, annualised rate, %
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The Federal Reserve should be able to avoid
a further increase in interest rates, but cuts
could be delayed until the second quarter,

especially if the dollar weakens.

United States

US Investment Set To Slow

GDP rose at arevised annualised rate of 2.4% in Q3 00 compared with an
original 2.7% estimate and 5.6% in Q2. Government spending accounted for
0.6% of growthin Q3 compared with anet addition of 0.8% in Q2. Housing
construction fell sharply and growth in corporate profitability and housing
investment was also the slowest for more than ayear. A key foundation for
the extended US expansion has been the positive influence of rising profits
andinvestment on productivity and growth. The USeconomy has performed
remarkably well over the past few years, proving resilient to changing
circumstances, but there will now be greater concern that this favourable

cycleis starting to wane.

The signs of potential difficultiesin the corporate sector have continued to
intensify, particularly inthehigh-yield junk bond market. Yield spreadsover
USTreasurieshaveincreasedto around 700 basispoints, wider thanthat seen
during the 1998 market turbulence. Therehasal so been asubstantial increase
in the number of credit downgrades and a tightening of lending standards.
Companieswill findit moredifficulttorai sefundsfor expansionand thiswill
restrict their ability to invest. Commercial banks have been reporting arise
in problem loans at atime of strong GDP growth and record profitability.
This suggests that lending standards were poor during the heyday of the
boom and that, although they have been tightened up more recently, banks
have accumulated large stocks of loans that will turn bad when the US
economy slows. It also pointsto serious stresses within the banking sector if
the US economy does suffer a recession.

Interest Rates Should Have Peaked

Consumer inflation remained at afive-year high of around 3.5% in October,
buttherehasstill beenrelatively littleincreaseinthecoreinflationrate. There
is now evidence that the labour market is softening dlightly, with weekly
jobless claims rising to an 18-month high. The Federal Reserve remains
concerned at the potential impact of a tight labour market on wages and
inflation, but thesefearsshould easeduringthenext year. Thereisincreasing
market optimism that the Fed will be ableto cut interest ratesearly next year
and there should be ashift to aneutral biasat the next Federal Open Markets
Committee meeting.

The Fed will need to tread carefully asit has been criticised for creating the
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impressionthat it will put afloor under share prices. It will not want rate cuts
to beused asatool aimed at preventing asharp declinein asset pricesasthis
could perpetuate artificially high market valuations. If the US currency fell
sharply, it is possible that the Fed would have to put up rates in an attempt
tocurbinflation. Historically, however, the Fed haspreferredtol et thedollar
depreciate during a downturn and it will be reluctant to sanction a credit
tightening to defend the currency.

Legal Battles Undermine Presidency

Theincoming US president, George W Bush, will have aweak mandate and
legal battles surrounding the hotly-contested presidential election result will
underminehislegitimacy. Historically, thishasnot usually posed significant
difficulties, but the position this time will be complicated by the near
deadlock in congress. Thereisa50-50 tiein the senate and the Republicans
only have atiny majority in the House of Representatives. The line of least
resistance would be to push ahead with tax cuts, but also boost social
spending. This could compromise the budget position, especialy if the US
economy suffers a hard landing. The markets have generally welcomed
congressional inertiaover the past four yearsasit has prevented the adoption
of controversial policies. It is doubtful, however, whether markets would
respond so well to paralysis.

Euro-Zone

Euro-Zone Growth Will Level Out

L atest figuresfor the euro-zone economy continueto suggest that thegrowth
rateis slowing. The German IFO index slipped to 97.2 in October from 98
the previous month and euro-zone GDP growth slowed to an annual rate of
3.4% in Q3 00 from 3.7% in Q2. There has been a downturn in French
confidenceand the ltalian economy isal so struggling to make any headway.
There is still momentum in the peripheral countries such as Ireland and
Finland, but these countries have asmall weighting in the overall euro-zone
economy. Domestic demand is till relatively firm and in the short term at
least the manufacturing sector will be able to take advantage of the weak
euro.

Consumer inflation remains above the European Central Bank’s (ECB’s)
2% target, at 2.7% in October. Energy pricesare still high but, although the
coreinflation hasedged upto 1.5%, thereisstill no sign of aseriousincrease
in the underlying inflation rate. Money supply growth has also peaked at

Downhill From Here

Federal Funds Target Rate, %
10.0 q

9.0 1
8.0 1
7.0
6.0 1
5.0 1
4.0 1
3.0 1
2.0

1.0

0.0

Jan-90
Nov-90 -
Sep-91
Jul-92 4
May-93
Mar-94
Jan-95
Nov-95
Sep-96
Jul-97 4
May-98
Mar-99 4
Jan-00
Nov-00 -

Source: Federal Reserve, BMI.

The incoming president will face near dead-
lock in congress and the strong fiscal per-

formance could be squandered.

Growth in the euro-zone will moderate, espe-
cially with high energy prices, but monetary
policy is not overly restrictive and a rapid

slowdown is unlikely.
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Reduced enthusiasm for the US economy
and assets will improve the prospects of a
sustainable euro rally, although the single

currency still faces major hurdles.

around 5.5%, close to the ECB’s target range. Provided the euro can be
stabilised, there is now a reduced threat of further aggressive monetary
tightening by the ECB. A 0.25% rateincreaseis possible early next year, but
rates should now be capped at 5%.

US Slowdown Will Help Euro

The ECB hascontinued to interveneto protect thevalue of theeuro, but there
has been no further assistance from the USA. Market sentiment towards the
euro has strengthened to some extent, reflecting increasing evidencethat the
USeconomy isslowing. Indeed, itisprobabl ethat the euro-zonegrowthrate
wasstronger thantheUSin Q3 00. Evenif the USA can secureasoft landing,
its growth rate is unlikely to be significantly higher than the euro-zone in
2001, in sharp contrast to the position since 1998. There have been further
portfolio capital outflows from Europe, but there has certainly been a
deceleration.

There will be less take-over activity in the telecoms sector, especially as

GLOBAL ASSUMPTIONS
1997 1998 1999 2000 2001 2002
Real GDP growth (%) USA 3.9 4.3 4.2 5.2 3.3 3.0
Euro-Zone 2.7 2.7 25 34 3.0 2.9
Japan 14 -2.8 1.0 1.7 1.8 2.0
Consumer inflation (average) USA 2.3 1.6 2.1 3.4 3.0 2.8
Euro-Zone 2.0 1.2 1.2 2.6 2.1 1.9
Japan 14 0.6 -0.3 -0.5 0.1 0.6
Current Account (US$ bn) USA -144 -221 -331 -450 -420 -380
Euro-Zone 95 87 15 20 25 15
Japan 95 121 107 95 100 75
Short-term Interest rates USA 5.6 54 5.2 6.4 6.1 5.7
(3-mth average) Euro-Zone 33 35 3.0 4.5 4.8 4.0
Japan 0.6 0.7 0.3 0.3 0.6 1.0
Long-term Interest rates USA 6.3 5.3 5.6 6.1 6.5 6.3
(10-yr average)
Exchange rates (end year) USS$/EUR 1.13 1.18 1.00 0.90 1.05 1.12
JPY/US$ 121 113 102 112 105 125
Commodity prices (average) Gold - US$/oz 331 294 279 275 270 280
Oil - Opec basket US$/b 18.77 12.28 17.47 28.0 22.0 18.0
Copper - US cents per Ib 103.1 75 714 83.6 88 85
Source: BMI.
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financing has become tighter, and the downturn in US markets should curb
enthusiasm for US assets. The more favourable capital flow trend should,
therefore, be sustained over the next few months. The euro will still face
major challenges over the next few years, but the euro-zone is not suffering
from serious imbalances and there is a greater probability that there will be

asustainablerally in the euro.

Japan

Deflation Will Persist In Japan

GDP growth estimates for fiscal year 1999/2000 have been revised to 1.4%
from 0.5% after the adoption of revised calculation methods, which give
greater emphasis to technology spending and diminish the impact of tradi-
tional industries. The economy is, however, still struggling to achieve a
sustainablegrowth rateabove 2% and thereislittle evidencethat the position
will change in the short term. The industrial sector is still performing
relatively well and manufacturerswill gain from the weaker yen, but output
growth has slowed to 3.4% with a monthly dip in October.

Household consumptionisstill falling at an annualised rate of around 4% and
consumer confidence remains weak. GDP recorded annualised growth of
1.0% in Q3. There is little prospect of a short-term increase in business
investment and the economy is still gripped by deflation. Tokyo pricesfell
1.1%intheyear to November and the Bank of Japan expectsconsumer prices
tofall over the next year. This price weaknessis even more surprising given
that energy prices have risen sharply and the yen has wesakened. The
deflationary threat has raised fears that the economy will sink back into
recession during 2001. The Bank of Japan is still being criticised for its
August monetary tightening and the government has threatened to strip the
bank of itsautonomy oninterest rates. It will aso push for Governor Masaru
Hayami to be dismissed if the economy falters again. There will be further
progress on economic reform; but, if the pace does not accelerate, it is most
likely that any beneficial impact will be overshadowed by a cyclica

slowdown.

In the short term, the government will retain an expansionary fiscal policy.
The government has passed a JPY 4.78trn supplementary budget package
anditwill alsoissuean additional JPY 2trninbonds. Total bondissuancethis
yearislikely tobeat |east JPY 87trn. Thedebt/ GDPratiowill becomfortably
above 130% in 2001 and it will reach 150% by 2003. The government has

The Only Way Is Up, Surely
USS$/EUR exchange rate
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The Japanese economy is still stuck in a low

growth cycle and the risk of deflation persists.

Dragged Down By Weak Consumption
Japan - real GDP growth, % g-o-q
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software investment. Source: IMF/Economic Planning Agency.
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Weak government is set to continue in the
short term, despite increasing evidence of

longer-term reform momentum.

had no difficulty infinancing thedeficit and government bond yieldsare till
below 2%. Thereis, however, little prospect of thegovernment sustainingthe
expansionary fiscal policy inthemediumterm. Theeconomy will, therefore,
need another forcetodrivegrowthwithinthenext twoyears. Inthelongterm,
a shift to an expansionary policy and weaker yen will be needed.

Weak Government Will Slow Reform

Prime Minister Yoshiro Mori has survived the latest chalenge to his
leadership despite very weak internal and external support. Mori’ sapproval
ratings are stuck below 20% and theselevelshave usually signalled an early
change of government. Reformist Koichi Kato’ s challengefailed, however,
as he eventually abstained from the no-confidence motion after his rebel
group were threatened with dismissal from the Liberal Democratic Party
(LDP). Mori's victory primarily reflected the party’s desire to avoid a
potentially fatal split rather than confidencein the primeminister. The LDP
istoo weak to govern with any conviction, but is also still too strong to be
removed from power. Thereissomesignthat reform momentumisgathering
pace and a generational shift in Japanese politics is underway. Radical

political and economic reformis, however, still unlikely in the short term.
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