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FOREWORD

The Russian agricultural sector has tremendous untapped productive potential,
and assisting countries with their agricultural development is amainstay of the work of
the World Bank. It would appear, therefore, that the prospective benefits for cooperation
in this sphere would be great. But after what appeared to be a promising beginning, this
cooperation has foundered. Early in Russia stransition, after a series of Rehabilitation
Loans, the World Bank hel ped finance two projects specifically to support agricultural
reform. The Agriculture Reform and Implementation Support Project (ARIS) has helped
develop market information systems, wholesale markets, and capacity for production of
quality seeds. The Land Reform and Implementation Support Project (LARIS) has
assisted land registration in alimited number of oblasts. But further support from the
Bank for the agricultural sector has been quite limited, with no major investment projects
in the current pipeline. The reasons for this are many, but the single most important
constraint has been the failure to reach agreement on the key elements of areform
program.

This volume summarizes the conclusions reached by a World Bank team that
carried out astudy of recent and current Russian agricultural policy. The authors would
like to acknowledge the assistance and insights they received from the Ministry of
Agriculture staff, and in particular the staff of the Ministry and other participants in the
organized discussions of this report.

The objectives of carrying out such a study were three-fold:

* To engender debate regarding agricultural policy among the Bank, other donors,
the Russian government, and Russian non-government representatives, in order to
stimulate thinking about that policy;

» Through the publication of the Bank’s report, to contribute to greater
understanding of the Russian agricultural sector outside of Russig;

* Todefine aframework for further collaboration between the Russian government
and the Bank in the rural sector.

The above objectives are important because there has been very little debate among
Russians and Russia’ s partners on rural development strategy; knowledge of the
agricultural sector isvery weak in most of the World; and thereis presently little
collaboration between the Bank and the government in the rural development sphere. It
is also important because Russian agriculture has great under-exploited potential.

The study formed the basis for an in-depth discussion in aworkshop hosted by the
Ministry of Agriculture of the Russian Federation and the World Bank in October of
2001. Participantsincluded several ministries of the Russian Government, the OECD,
academics, and representatives of civil society. While it would not be accurate to say that
there was a virtual consensus on the direction that should be taken by future policy, there
was nonethel ess a widespread recognition that many of the policies of the past have been
counterproductive and should be reformed. The Government wishes to prepare a



program to do this. While the recommendations of the World Bank team differ in
significant respects from the current policies, there are a number of areas of agreement.
This report attempts to reflect the areas of consensus as well as the differing views, based
on the discussion in the workshop. But more importantly, it attempts to offer suggestions
for further policy actions in a constructive manner in those cases where the Bank team
feels that further reforms are needed.

It is our hope that through a continuation of this dialogue, there will be afurther
convergence of views, so that the World Bank can deepen its work in partnership with
the Government to support Russian agriculture in realizing its full potential.



Chapter 1. Performance of the Agricultural Sector

John Nash, Vera Matusevich, and Holger Kray

l. PRIMARY AGRICULTURE IN THE NATIONAL ECONOMY

The Russian agricultura sector fared poorly during the transition period of the 1990s. In
1990, at the beginning

of the reforms, | Figure 1.1: Shareof Agriculturein GDP and Employment
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According to official figures, there was a 61.2% decline of the Gross Agricultural Output
(GAO) in constant prices in 2000 compared to 1990°. While there are reasons to question the
comparability of the figures from the early 1990s with those of more recent years, and so the
official figures may overstate the decline, it is nonetheless clear that production has falen
significantly. It is aso clear that this decline of the sector’s share in GDP was accelerated by a
notable change in relative prices in favor of the input sector®, i.e. a negative development of
sectoral terms of trade. However, agricultural output has been growing since 1999 (see Table
1.1), mostly due to crop production. The physical index of agricultural production increased by
4.1% in 1999 and 5% in 2000, including 9.1% and 8.9%, respectively, in crop production.*

! The decline of the sector's share in GDP — a phenomenon observablein amost all advancing market economies —
ison its own not necessarily an indicator of inferior sectoral development, but might also be driven by increasing
contributions of other sectors to the total GDP.

2 Russiain Figures, 2001, Goskomstat, p.200

% Tradable inputs, such as e.g. mineral fertilizers, pesticides, mineral supplements to livestock feed.

4 Agro-Industiral Complex of Russia, Goskomstat, 2001, p. 14
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Table 1.1: Position of Agriculturein the National Economy

1995 1996 1997 1998 1999 2000

Share of agriculturein GDP 7.0 7.1 6.4 56 6.8 75
Share of agriculture in employment 147 140 133 137 133 130
Share of food and agricultural raw materials (except textile) in total exports 34 37 2.8 32 27 26
Share of food and agricultural raw materials (except textile) in total imports 283 253 250 249 261 218
Share of food and agricultural raw materials (except textile) in exportsto non-CIS 35 3.8 2.6 28 24 22
Share of food and agricultural raw materials (except textile) inimportsfromnon-CIS ~ 29.4 249 260 273 284 239
Share of food and agricultural raw materials (except textile) in exportsto CIS 2.8 32 3.6 40 44 53
Share of food and agricultural raw materials (except textile) in imports from CIS 254 261 226 181 20.0 182
Gross agricultural output, nominal 2039 286.9 309.2 304.5 606.1 844.9
Gross agricultura output, real 669 635 645 560 583 612
Share of crop production in GAO 531 546 555 494 535 583
Share of livestock productionin GAO 469 454 445 50.6 465 41.7

Source: Goskomstat, Agriculture In Russia. 2000, p. 18, 19, 32, 33, 34, 137, 140. Sharesin tota imports and
exports were calculated by authors on the basis of this source, pp.137, 140;

The 2000 data is caculated using “Russia in Figures’, 2001, Goskomstat of Russia, pp. 199 — 200 and
corrected by the amount of fish export outside CIS countries that was not accounted by the Customs statistics
in 2000.

The GAO index in constant prices can be driven by distortions in the constant prices
relative to international prices. However, it will not be affected in the short run by the dynamics
in domestic trade in agricultural goods and other commodities and services. As stated in Vades
(2000),” variations of the real exchange rate or in sector or commodity specific relative prices
can cause a change in the sector’s share in GDP separately from variations in an index of gross
output. If agricultural prices decrease relative to other prices in the economy, agriculture' s share
in GDP will decline even if output remains constant. If the shift in relative prices is sustained, it
is likely to feed into production incentives and to contribute to a decline in the index of gross
output. In Russia over the period studied in Valdes (1994-97), gross output declined, the real
exchange rate varied, and agricultural prices for input and output were subject to a number of
pressures. Some of the factors influencing prices originated in imperfections of the rather chaotic
Russian market environment, while others can be attributed to governmenta policies adopted
during this period.

In some Europe and Centra Asia Region (ECA) countries, similar trends were observed
after the previoudly artificialy high allocation of production factors to agriculture was left to the
decision of free market forces. In essence, output fell as resources exited from the sector. In
contrast, in Russia, the share of agricultural workers in the total of the economicaly active
population (12.9% in 1990, 13.3% in 1999) has remained fairly steady and quite high®; the share

> Alberto Valdes, ed., Agricultural Support Policiesin Transition Economies, The World Bank, 2000.

® Taki ng the aforementioned shares in the Gross Domestic Product into account, it indicates a drop in output per
worker since 1991, an average labor productivity significantly below the national average, and suggests growing
hidden unemployment in rural areas.
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of the agricultural sector in total (i.e., national) fixed assets fluctuated year to year, but remained
relatively constant (11.5% in 1990, 13.9% in 1996, and 10.2% in 2000"); and the rural population
has remained at about 27% of Russid's total population — most of it dependent on agriculture to
make its living. Thus, more than a quarter of the population has to make a living from far less
than a tenth of the national income. Although cultivated area has declined somewhat, primary
factors of production have not left the sector in proportion to their fall in production, which
indicates that their productivity has declined dramatically.

Figure 1.2: Foreign Tradewith Agricultural and Food Products, 1994-2000
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Sour ce: Russian Economic Trends — www.recep.ru

Russia’s foreign trade relations have also been subject to important institutional changes
throughout the 1990s°. Food and agricultural products traditionally represented a substantial part
of Russia s foreign trade. At the end of the 1990s, the sector accounted for around 11% of total
trade turnover (see Figure 1.2). In 2000, food and raw agricultural commodities (without raw
skin, fir and textile) accounted for 7.3% of Russia's foreign trade turnover, including 11% of
trade turnover with the Commonwealth of Independent States (CIS). It had a large share in total
imports, but only a small proportion of exports. in 2000, the shares stood at 21.8% and 2.6%,
respectively (see Table 1.1). The agro-food trade deficit amounted to $4.7 billion compared to
$6.1 billion in 1999, down from $11.0 billion in 1997. In value terms, Russian agro-food imports
fell again in 1999 and were 40% below the pre-crisis levels of 1997. Besides the weak
performance of domestic producers, potential reasons for the earlier rise in imports were the

" Goskomstat, 2000, op.cit., p.23.

8 Russia was forced to negotiate new trading arrangements with each of its traditional partners after the collapse of
the Council for Mutual Economic Assistance (CMEA) and the disintegration of the Soviet Union. Among the new
trade agreements that have been concluded the most important are the Partnership and Co-operation Agreement with
the European Union (EU) and various agreements with the New Independent States (NIS). Russia is also in the
process of negotiating accession to the World Trade Organization (WTO).
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appreciation of the ruble, as well as subsidies applied by some exporting nations to exports to
Russia. After the 1998 crisis, the subsequent depreciation of the ruble led to an import substi-
tution in favor of domestically produced agricultural and food products. The Organization for
Economic Cooperation and Development states that the Russian food industry output rose by
7.5%, benefiting from the sharp depreciation of the ruble® (Figure 1.3). Despite lower household
incomes, fall in agro-food imports indicates higher aggregate demand for domestically produced
food products. According to this report, this import-substitution effect enhanced production of
margarine, canned meat, granulated sugar, cigarettes, baking yeast, beer, pasta, and food
concentrates whose output rose by between 20% and almost 60%; meat and dairy production
(with the exception of canned meat and ice cream) were reported to have declined.

Figure 1.3: Exchange Rate of Russian Ruble Against US Dollar —
July 1992 - October 2000
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There was a further growth of food industry output in 2000. The highest growth rates were
observed in the production of vegetable oil (1.5 times), mayonnaise (28%), beer (22%), wine
(30%), sausages (12%), cheese (15%), and whole milk products (9%). According to expert
assessments, the food industry is Russias most dynamic sector in 2001, and its output is
predicted to grow by 8.9% relative to 2000. The production of meat and sausages is expected to
increase by 14%, granulated sugar by 16%, and beer by 28%.°

During the first post-reform years, the geographica structure of Russian imports changed
substantialy; while agro-food imports from OECD countries, especidly the EU, increased, the
imports from traditional suppliers, such as the Central and Eastern European Countries (CEECs),

°"Agricultural Policiesin Emerging and Transition Economies 2000" OECD, Paris, Jan. 2000.
19\/edomosti, November 21, 2001, page A3
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have declined. Since the mid 1990s, Russia's main food suppliers were Ukraine, the USA,
Germany, Moldova, Kazakhstan and the Netherlands. By now, the relative share of imports from
the Commonwealth of Independent States (CIS) and non-CIS countries have returned almost to
pre-crisis levels, i.e., both groups of countries have been affected by the fall in Russian imports
by about the same proportion.** But there is a big difference in the composition of imports; pre-
crisis, Russia was importing mostly processed foods, and post-crisis, processed food imports
dropped sharply in favor of unprocessed agro-food products, such as raw sugar, carcass meat,
raw tobacco, wheat, corn, and soybeans. This trend is likely to continue in 2001 because Russian
agriculture cannot provide domestic processing plants with adequate supplies of necessary raw
materias, particularly meat, milk, sugar. Grain is the only exception, and its exports may exceed
4 million tons in 2001. Exports of raw agricultura commodities have aso been growing faster
than exports of processed food, and this trend is unlikely to be reversed in the near future. In
addition to a production not always being competitive by international standards, the Russian
food industry does not have an adequate access and linkages to international markets.

As becomes obvious from these introductory comments on the position of Russids
agricultural sector in the total economy, agriculture remains tremendously important in Russia,
but its efficiency (as reflected in the low share in GDP compared to its high share in resource
alocation) seems to have dropped significantly since 1990, relative to other sectors of the
economy. Even if the traditional long-term trends in the development of market economies
(increased importance of industrial and service sectors, alongside with a decrease in importance
of the agricultural sector) are likely to occur in the Russian Federation, the rural sector (with
agriculture as its main component) remains — in a medium term outlook — a critical sector for
rural incomes and thus for the national economy.

General Trendsin the Performance of Primary Agriculture

Agricultural production
not only decreased relative to
the national product, but it did
so aso in absolute terms of
GAO. By 1999, agricultural
production was only 57.7% of
its average 1989-91 level (see
Figure 1.4). In 2000 it grew
to 62% that indicates a dlight
recovery in the sector.
Moreover, Figure 1.4
indicates that the performance
of the food and agricultural 0
sector has been rather

different  for individua
subsectors. Sour ce: Goskomstat - www.gks.ru

Figure 1.4: Dynamics of Gross Agricultural Output 1990-2000
[1989-91=100]
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1 Agricultural Policiesin Emerging and Transition Economies 2000" OECD, Paris, Jan. 2000.
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Crop production, which is the dominant sector in terms of GAO contribution, did contract
less than the average of the agricultural sector but it experienced a higher fluctuation (Figure
1.4) — most probably in response to weather conditions in the main production regions™. This
main trend, i.e. a secular reduction in crop production, is the combined effect of a decrease in
both area sown (see Table 1.2 and Figure 1.6) and per-hectare yields (see Table 1.3). Dueto a
sharp decline in the number of animals and small changes in yields per animal, livestock
production a so declined over the same period.

According to data in Figure 1.5, the most significant portion of these negative develop-
ments are attributable to the poor performance of the agricultural subsector that succeeded most
of the traditional kolkhozes and sovkhozes, i.e, the current subsector of agricultural
enterprises™. Compared to 1990,

the 2000 agricultural output Figure 1.5: Dynamics of GAO by Farm Type|rel. to prev. year]

decreased by 38.8% in constant 1995 199 1997 1998 1999 2000
prices, including a reduction of
61.1% in output of agricultural 25
enterprises, while the output of
household plots rose by 20.7%
over the same period.™*

Agricultural enterprises
account for 82% of the tota
agricultural land area, including
86% of arable land, and produce
about 90% of Russia's cereals,

sunflower seeds and sugar beets.
In livestock production, Sour ce: Agriculture in Russia, Goskomstat, 2000
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agricultural  enterprises account
for, depending on the particular commodities, one-haf to two-thirds of the national production —
with the remainder carried out on household plots and individual farms.

Household plots account for 6% of agricultural land, including 4% of arable land, and
produce about 1% of cereals, sunflower seeds and sugar beets, over 90% of potatoes, more than
2/3 of vegetables, and over 1/2 of milk, livestock and poultry production. Overall, household
plots produced 54% of all agricultural products in 2000 (versus 32% in 1992)."> Thisis a hint at
the high productivity of these plots. However, it should be noted that households use a
significant area of municipal and other lands for agricultural production: exact figures are not
available, but according to the best estimates, the area actually used by them amounts to 12-15%
of agricultura land.

121n 1998 especidly, farmers suffered from extremely adverse weather conditions which brought about a very poor
harvest (see Figure 1.4).

'3 A more detailed discussion of farm restructuring issuesis provided in Chapter 3 of this report.

% Russiain Figures, Goskomstat, 2001, p. 200

! Russiain Figures, Goskomstat, 2001, page 199
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In 2000, individua farms accounted for 3% the total agricultural output (including 3.8% of
crop production and 1.8% of livestock production) by official figures; in 1992, that share was
1%. There are some reasons to believe that the sector’s actua share is 5-6% rather than 3%, but
in any case the private sector does not play a significant role in rura development. The
reformers’ hopes for a rapid ‘farmerization’ of the country, which they expressed in the early
1990s, did not come true. However, at present there is arisk of a priority development of large
agricultural enterprises to the detriment of the other types of agricultural production (see Chapter

5).

As indicated by Figure 1.6, the share of the most important crops in arable land did not
change much over the second half of the last decade, with the exception of a large expansion of
sunflowers. Table 1.2 indicates that there was aso an increase in the area occupied by
vegetables and fallow land in 1992-2000.

Table 1.2: Area Sown, All Farm Types, 1995-2000, thou. hectares

1992 1995 1996 1997 1998 1999 2000 2000 to 1992
%
Total areasown 114501 102500 99626 96554 91660 88272 85419 745
Ceredls 61930 54700 53388 53634 50724 46525 45636 737
Wheat (winter- and spring-) 24284 23900 25707 26056 26100 23013 23204 95.6
Rye 7574 3200 4147 4005 3777 3385 3531 46.6
Barley (winter- and spring-) 14564 14700 11800 12500 11300 9900 9177 63.0
Oats 8540 7900 6900 6400 5200 5300 4518 52.9
Corn 810 643 622 918 787 703 813 100.4
Millet 1875 700 1228 1086 975 1609 1588 84.7
Buckwheat 1709 1600 1369 1112 1226 1338 1577 92.3
Rice 265 171 172 151 146 173 175 66.0
Leguminous plants 2266 1800 1430 1340 1185 1071 922 40.7
Flax 327 177 153 114 107 104 108 33.0
Sugar beets (industrial) 1439 1100 1060 933 810 900 806 56.0
Sunflowers 2889 4100 3874 3588 4168 5585 4629 160.2
Potatoes 3404 3400 3405 3352 3265 3256 3252 95.5
Vegetables 862 758 737 749 743 820 833 122.1
Fallow land 13026 17400 17800 17800 18600 17600 18042 1385

Source: Russiain Figures, 2001,Goskomstat, p. 207
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Figure 1.6: Area Sown and Shares of Selected Crops, 1995 - 1999
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Table 1.3: Yield of Selected Crops, All Farm Types, 1991 — 2000, in tons per hectare

Average

1991-1995 1996-2000 1995 1996 1997 1998 1999 2000
Grains (after cleaning) 157 151 131 1.49 1.78 1.29 1.44 1.56
Flax-fiber 0.38 0.40 044 043 025 043 036 055
Sugar beet (factory) 17.9 17.7 18.8 174 186 15.3 185 18.8
Sunflower 1.05 0.85 106 081 08 084 083 090
Potatoes 11.0 105 118 114 111 9.7 9.7 10.5
Vegetables 145 14.6 148 145 147 141 149 146

Source: Agro-Industrial Complex of Russia, 2001, Goskomstat of Russia, p. 30

Of course, the poor performance over the past decade has raised concerns in the various
groups involved in agricultural issues in the Russian Federation. Foremost among these is the
government, which has tended to view high levels of production as a desideratum, regardless of
cost, and has viewed self-sufficiency as an ultimate objective. However, in an open economy,
efficiency of production should be the main concern, not volume - whether food is domestically
produced or imported depends on the relative resource cost of producing it domestically versus
buying it abroad. Viewed in this light, some of the contraction in Russian agriculture was
explicable (and, in some cases, even desirable) due to the highly subsidized nature of Russian
agriculture in the pre-reform period™®. Much of the support was delivered via cheap inputs,
especially fertilizer and fud, leading to its ineffective use (most often its over-use and waste) that
did not trandlate into proportionate growth in production. Such subsidies declined dramatically
after 1991; as a result of this and general price de-regulation, input prices have increased much
faster than output prices (Table 1.6). Farm gate prices grew only 2.7 times from 1991 to 1999
(taking redenomination into account), while agricultural input prices overall grew 8 times. Prices

'8 The issue of agricultural protection is discussed in Chapter 2 of this report.
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at dangerously low levels".

Table 1.4: Use of Selected Purchased Inputsin Primary Agriculture, 1995 — 2000

1995 1996 1997 1998 1999 2000 2000 k 1995

%
Fuel for engines [million ] 104 9.1 9.8 8.3 7.1 6.8 65.4
ow. diesd [million ] 7.1 6.2 7.0 59 51 5.0 70.4
gasoline  [milliont] 33 29 2.8 24 20 18 54.5
Mineral Fertilizers [million {] 15 15 15 13 11 14 93.3
Organic Fertilizers [milliont] 1274 1078 861 721 691 66.0 51.8
Lime(-stone)* [milliont] 35 21 17 19 20 2.2 62.8
Pesticides** [1000 t] 159 125 113 5.8 9.8 9.7 61.0

* Production

** Production, in 100% active ingredient equivalents

Sour ce : Agro-Industrial Comlex of Russia, 2001, Goskomstat, pp. 19, 20

The changes in relative prices among inputs also caused a large shift in the proportion of
spending on different inputs. Table 1.5 shows a huge reduction in the share of "agricultural
services' (i.e.,, mainly mechanized services purchased from third party service providers) partly
due to the increase in the share of expenditures for fuel and energy. The share of spare parts
also increased -- from 4.6% in 1991 to 13%-- as outdated machinery and equipment require

larger scale maintenance.

'7 Successive governments have responded to this in ways that have not encouraged increased efficiency or private
sector development, though these efforts have been constrained by budget pressures, and have never come close to
previous subsidy levels. Thisissueis also discussed in Chapter 2 of this report.
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Table 1.5: The Structure of Agricultural Inputs (% %)

1991 1999

Agricultura input - total including 100 100
Industrial goods 75.1 99.4
Ag. equipment 85 3.6
Tractor 3.2 20
Trucks 29 15
Spare parts 4.6 13.0
Minera fertilizers 7.1 4.2

Fuel (for engines) and lubricants 7.9 33.1
Combined feed 229 24.5
Construction materials 3.7 14
Electric energy 21 7.8

Solid fuel and firewood 22 4.1
Services 24.9 0.6

As is clear from Table 1.6, agricultural output prices were growing at a higher rate than
agricultural input prices in 1998 and 1999. However, the trend was reversed again in 2000. At
the same time, the growth rate of the farm-gate price index (136%) was much higher than the
consumer price index (120%) or consumer price index for foodstuffs (118%) in 2000.

Table 1.6: Price Indices (changein % to the previous year)

1991 1992 1993 1994 1995 1996 1997 1998 1999 199?_t0 1901, 2000
Imes
Farm-gate prices 160 940 810 300 330 143 110 111 200 2.7 136
Agricultural input prices 190 1620 1070 420 320 164 118 109 161 8.0 148
(industrial goods and services)
gef’r(‘”sc‘ger prices for goods and 260 2610 940 320 230 122 111 184 136 6.0 120
Including consumer prices for
foodstuffs (including al cohol)* 240 2630 900 310 220 118 109 196 136 55 118
without al cohol n.a. 2670 940 330 220 113 108 202 135 n.a. n.a.

*Index of consumer prices is calcul ated as December to December. Comparison 1999/1991 after re-denomination of ruble

Sour ces: Agriculture in Russia, Goskomstat, 2000, pp. 123, 125, 128;
Agriculture in Russia, Goskomstat, 1998, pp. 115, 116, 119, 122;
Russian Statistical Y earbook, Goskomstat, 1999, p. 547
Statistic Bulletin, #6 (80), 2001, Goskomstat, p. 25
Social and Economic Status of Russia, January 2001, Goskomstat, p. 141

According to Goskomstat data, nomina wages in the agricultural sector were close to the
national average in 1990. Since then, wages in agriculture have increased in nominal terms, but
increases have remained well behind those in other sectors of the economy. By 1999 the average
nomina wage in agriculture had falen to 41% of the national average, and this value was below
38% in the year 2000. This was about 1/3 of the respective indicator for food industry®®,

Nonetheless, some positive trends are evident in farm profitability and purchasing power
of the population during last years. In 1997, the share of loss-making agricultural enterprises was
88% while in 2000 it went down to 51%. There was some rise in agricultural investment in 2000
compared to 1999 (8.8% in constant prices). In 2000, 74.2% of dl investments were own funds

'8 Agro-Industrial Comlex of Russia, 2001 page 57
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of agricultural enterprises, the share of federal budget was 8.5%, and regional budgets — 9.5%.
Further growth of agro-industrial investment is taking place in 2001.

It should be noted that agricultura investment is financed not only by large and profitable
agricultural and processing enterprises, but also by large businesses outside the agro-industrial
complex (the investment of such capital into the agrarian sector is sometimes quite significant).
Vertical integration leads to the establishment of agro-holdings and agro-companies. The number
of new types of integrated agro-industrial entitiesis noticeably increasing.

Consumption

Due to the crisis in 1998, the purchasing power of wages has deteriorated to a significant
degree. Wage arrears have aso had a significant additional negative impact on the purchasing
power of Russian consumers. These arrears were reported to amount to 2.7 monthly wages at the
end of 1996 (3.3 in the agricultural sector), and by late 1998 this aready severe situation
worsened to approximately 3.5 monthly wages. However, this has subsequently improved, so
that by mid-2000 it was estimated to amount to only 0.85 monthly wages. The fal in real
incomes of Russian consumers has been reflected in changes in food consumption patterns.
Consumption of bread, eggs, potatoes, and vegetables increased or stabilized. On the other hand,
consumption of more expensive meat and dairy products decreased notably (Figure 1.8).

Consumption  of  bread . : ,
products and potatoes in rurd Figure 1.8: Per Capita Food Consumption Development,

aress is dightly higher than the 1996-99
mean per capita consumption of 300 -

such products in cities. However,
the level of family income was a o \»7/' 7
much more significant

determinant of the per capita — y —
meat, milk, and egg consumption | 1® W m/\ )

than of grain product | I ﬂ_l]

consumption, reflecting the low 0

income elasticity of the latter. Bedibied  Fomos Ve Mex Bmt  MkEmk  Eoms
The lowest decile income group products products  products

of the population consumed only D19%  Bl%7  B199%  misw

13 kg. of meat per capitain 1999, Source: Goskomstat, Agriculture in Russia, 2000

while the highest decile income

group consumed 93 kg. per capita. The corresponding figures for milk products were 71 and 328
kg; and for eggs 84 and 320 eggs. For grain products, the lowest decile consumed 65 kg., versus
173 kg. for the highest decile; for potatoes — 53 kg and 141 kg accordingly.*

The structure of expenditures on final consumption by rural households differs
significantly from the structure of such expenditures in urban areas. Thus, expenditures of rural
households on purchased foodstuffs in 1999 amounted to 39% of al fina consumption
expenditures while the share of in-kind food products was 28.3%. In cities, purchased foodstuffs

9 social Status and Standard of Living of Russian Population, 2001, Goskomstat, pp. 144, 145
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accoug(’)ted for 49.1% of all household expenditures while the share of in-kind foodstuffs was
6.2%.

[I. DEVELOPMENTSIN SELECTED AGRICULTURAL COMMODITY MARKETS

The major food sub-sectors are the grain, meat, and milk markets. These products al have
a high share in retail foodstuffs turnover: in 2000 the share of meat and meat products was
18.3%, for bread products (including flour, groats and macaroni) it was 11.3%, and for milk
products [without margarine] it was 9.3%.% Of equal significance is the strategic and social
importance of these markets. Because of the net grain deficit in the country in recent years, this
sub-sector is now considered in terms of national security. Grain market issues are discussed at
Kremlin meetings chaired by the President and Prime Minister. For regional authorities, the issue
of bread availability and affordability is a magjor determinant in their ability to stay in political
power. Bread products help meet up to 40% of daily food needs. Grain production provides
about 10 million jobs and involves about 70 thousand enterprises and entities.? The meat market
sub-sector is of speciad concern because, despite all of the attempts to stop declines in meat
production, the contraction continues. Per capita consumption has falen dramaticaly in the
transition period, which is an especialy sensitive issue, given the historical emphasis given to
meat consumption in pre-transition Russian society.

Trendsin Grain Production and Mar keting

Despite the general decrease in grain production in the 1990s, between 1996 and 1999 the
share of food grains in total grain output actually increased. The share of wheat grew at the
fastest rate among all food grains. In 1991-1995, wheat production amounted to 43% of grain
output; in 1996-1999, this increased to 53%. In 2000, grain production increased to 65.5 million
tons (including 34.5 million tons of wheat), and gross yield in 2001 amounted to 82.5 million
tons, which is 1.5 times higher than the 1999 level, but lower than the 1997 level.

The growth of food grains in the share of overall crop production was stimulated by the
favorable increase of its prices as well as Russias efforts to achieve grain self-sufficiency by
relying on its own production capacities, which was aimed at supplying local populations with
affordable bread products. This led to a shift from regional specialization in grain production to
an agricultural multi-production. As a result, the level of productivity of grain production in
some “non-speciaized regions’ isvery low.

The production of fodder grains has been substantially reduced. From 1990 to 1994, the
annual average production of fodder grains was 39 million tons. In comparison, from 1995 to
1999, fodder grain production averaged only 23 million tons. The share of fodder in total grain
production in 1991-1995 was 41%, as compared to 34% in 1996-1999. The share of grain
legumes dropped from 2.5% to 1.3% during that period. But in 2000, the share of grain legumes
rose to 1.8% of total grain production.

20 gocia Status and Standard of Living of Russian Population, 2001, Goskomstat, page 136
2 Calculated on the basis of: Agro-Industrial Complex of Russia, 2001, p. 45
22 Ekonomika sel skokhoziaystvennykh i pererabatyvayuschikh predpriyatiy, No.10, 2001, page 19
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Most agricultural enterprises lack upgraded grain storage capacity. Only about half of all
enterprises have any storage capacity to store grains for a long-term period. At the same time,
existing storage facilities are being underutilized: 30% of agricultural enterprises surveyed by
Goskomstat had some type of grain processing capacity, of which 30% of enterprises used less
than 25% of their available capacity, and another 20% used between 25 and 50% of their
available capacity.

The decrease in grain production volume has been accompanied by a decrease in the
volume of marketed grain (Table 1.7). In 1991-1995, the average annua sale of grain amounted
to 36.8 million tons compared to 30.4 million tons in 1996-1999. In 2000, the sale of grain was
32 million tons, or 48.8% of production volume.

Table 1.7: Volume and Structure of Grain Marketed in 1991 — 2000 (all typesof agricultural entries)
1991 1992 1993 1994 1995 1996 1997 1998 1999 2000

Production/weight after

cleaning (million tons) 89.1 1069 991 813 634 693 886 479 547 655

Marketed (million tons) 369 409 419 358 283 302 391 252 265 320
% 100 100 100 100 100 100 100 100 100 100
Including

Procurement organizations

(purchases for the state)

623 639 631 335 278 257 251 122 185 16.9
Processing enterprises,
wholesaetrade, retail trade  13.8 131 124 256 300 287 264 286 260 319
outlets

Consumer cooperatives 0.5 0.3 0.2 0.1 0.1 -- 0.1 0.2 04 0.2
Population (paymentsin 220 202 210 312 290 264 232 281 253 216
kind, public catering)

Barter 14 22 33 96 131 192 252 309 298 294

One of the main trends on the domestic grain market is the reduction of the domestic grain
market capacity. The share of production sold through market channels fell from 76.6% in 1991
to 44.9% in 1999. Consequently, marketing in-kind (including barter) increased from 23.4% in
1991 to 55.1% in 1999 (in 2000 — 51%).

As was widespread in the past, today most agricultural producers do not sell their grain
production directly; instead they use grain to settle accounts with the suppliers of agricultural
machinery, fud, fertilizers, transport agencies, and workers of their own enterprises. The role of
barter transactions has been growing: only 1.4% of al grains were marketed via barter
transactionsin 1991, compared to 30% in 1999. The share of other non-market channels (besides
barter) of marketing (or the so-called “commaodity credits’ or “offsetting transactions’) has also
increased. According to the Goskomstat survey of the 639 agro-industrial enterprises conducted
in 1999, various forms of payments were used by the grain market participants (see Table 1.8).
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Table 1.8: Forms of Payments on the Grain Market (in % of the number of surveyed enterprises), 1999

Agricultura Enterprise Procurement Grain Processing
Organization Enterprise
Credit Payment 20.8 41.8 41.2
Payment in Cash 33.9 22.4 27.3
Barter, offsetting transactions 40.4 29.8 26.2
Financial Instruments 4.9 6.0 5.3

Barter and other offsetting transactions are the most common type of transaction used by
agricultural enterprises (40.4% of al payments). Transactions by procurement organizations
were carried out by about 30% in the form of barter and offsetting transactions. Conventional
banking transactions (credit or other instruments) were used by agricultural enterprises for only
25.7% of al payments. In some regions the share of barter and other offsetting transactions is
much higher than 40%. Regions abundant with grain supplies tend to have a higher share of
marketable grain in the form of offsetting transactions.

The second main trend is the substantial reduction in sales of grains to procurement
organizations due to the termination of the mandatory system of grain procurement. In 1991,
agricultural producers sold 64% of all marketable grain to procurement organizations; in 2000
agricultural producers sold only 16.9% to such organizations. Demonopolization of the
procurement system is a positive step, which alows other agro-industrial sub-sectors to increase
their share in procurement. The share of processing and wholesale trade organizations is steadily
increasing in the total volume of marketed grain. At the same time, the agricultural producers
shift to these grain market channels does not automatically promote an expansion of monetary
operations. In addition, the number of intermediaries is high. The average number of resales
involving intermediaries from the initia production stage to wholesale enterprises is about two
or three. The further marketing of grain also goes through severa intermediaries, increasing the
costs paid by the final consumer.

Another characteristic feature that shapes the grain market is the regiona isolation of the
grain market. There is the lack of any significant development of inter-regional grain
transactions. In 1999, the share of grain sales outside of the production region amounted to 2.4%
of the total grain sales. Thus, aimost al grains were marketed on the territories in proximity to
production sites. This trend is caused by: (a) the existence of regiona trade barriers; (b) lack of
adequate infrastructure (specifically, grain exchanges in both grain surplus and grain deficit
regions); and (c) the existence of a well-developed shadow grain market. According to some
assessments, the share of the shadow grain market is about 30% of its total volume® The
existence of this shadow grain market is strongly supported by the December 1999 Goskomstat
survey of 639 enterprises. According to this survey, for the 52.7% of the surveyed farm
managers the determining factor in choosing a buyer was an opportunity to sell farm products
either for cash or through barter. These cash and barter transactions are aimed at reducing tax
liabilities, and contribute to the decrease in revenues of agricultural producers since they are not
able to receive “the full price.” This is aso one of the reasons for the much slower growth in
farm-gate prices compared to wholesale prices.

%3 Ekonomika sel skokhoziaystvennykh i pererabatyvayuschikh predpriyatiy, No.10, 2001, page 15
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A further trend in grain market development is the decrease in profitability of grain
production and marketing. This decrease occurred because of the growth in operating costs that
have significantly outpaced the growth of revenues received from grain sales (see Table 1.9).
However, this trend was reversed in 1999, at least partially as a result of the devaluation (and
resultant increase in farm-gate prices) and good weather conditions.

Table 1.9: Financial Indicators of Grain Marketing

1995 1996 1997 1998 1999
Costs of marketed grain (Rubles per ton) 210 450 500 630 850
Price of marketed grain (Rubles per ton) 300 590 570 520 1260
Profitability (the ratio of profit to costs, %) 43 32 15 -19 49
Profitability (taking into account budget 55 42 24 .04 56

subsidies and compensations, %)

Sour ce: Goskomstat

The market mechanisms for price formation do not function normally in grain markets in
Russia. Barter, regional separatism, commaodity credits, various offsetting transactions, numerous
intermediaries, and food aid programs all contribute to the distortion of market signals. In 1992,
following price liberaization, the profitability ratio of grain sold by agricultural enterprises
exceeded 300% (with budget subsidies). However, the profitability ratio decreased substantially
in the years following due to regional trade barriers, undevel oped market infrastructure, and the
introduction of bread price cellings in many regions. In 1993, the profitability ratio decreased to
190%, and in 1994 to 59% (it was 184% in 1993, and 51% in 1994 without subsidies). Between
1998 and 1999, farm gate prices for grains grew by 68% (including a 78% growth of wheat
prices), and consumer prices for bread grew by 70.2%, apparently indicating that in many
regions after the crisis, the local administrative price restrictions were relaxed even more than
they werein 1994.

Another trend in grain markets (that was in place until 2000) is the decrease in the
availability of grain resources. However, the utilization of grain resources has become more
efficient and productive, with smaller losses. The volume of grain resources has substantially
diminished due to the decrease in grain production as well as the decrease in imports (see Table
1.10). Inthe early 1990s, Russiaimported between 17 and 21 million tons of grain on an annual
basis. Grain imports steadily decreased from 1993 through 1998. However, grain imports
increased by four timesin 1999, when compared to grain importsin 1998, largely due to food aid
programs. The share of grain imports increased as a percentage of the total grain resources from
1.5% in 1998 (about 3% in 1995-97) to 7% in 1999. The share of imports went down to 4.7% in
2000, still significantly less than in the pre-reform period. Besides, the utilization of grain for
processing, seeds, and forage, was substantially reduced causing a reduction in import
dependence (see Table 1.10).



16 Holger Kray and Vera Matusevich

Table 1.10: Grain Resources and their Utilization (millions of tons)

1990 1995 1996 1997 1998 1999 2000

Production 116.7 63.4 69.3 88.6 47.9 54.7 65.5
Imports 19.9 4.2 3.6 3.3 17 6.9 4.8
Opening Stocks n.a. 70.9 47.9 46.7 60.8 35.8 317
Total Resources n.a. 1385 120.8 138.6 1104 97.4 102.0
Utilization

Seeds 17.0 15.6 14.0 14.0 13.8 12.4 115
Forage 135 14.5 13.6 13.7 12.7 11.3 10.9
Processing for Food and Grain 94.7 56.5 44.8 46.9 44.8 41.7 40.8
Losses 2.4 14 11 11 1.0 0.8 0.9
Exports 2.0 25 0.6 2.2 2.2 0.9 12
Closing Stocks n.a. 47.9 46.7 60.8 35.8 30.3 36.7

n/a: not available
Sour ce: Goskomstat

The task given to the MOA management over the last years — to make Russiaa great grain
power - can hardly be implemented through public control and regulation of the grain market by
making the state a large wholesale grain purchaser. International experience indicates that it is
inefficient for the state to ‘physicaly’ participate in grain procurement to maintain stable prices.
A better option is to reduce grain sale by agricultural enterprises in the autumn-- and thereby
reduce the magnitude of the resultant seasonal drop in prices -- through measures such as the
reduction of regional trade barriers, dissemination of price and market information,
establishment of grain exchanges, and the use of budget alocations for grain interventions as
seasona credits to grain producers (similar to the arrangements of the US Commodity Credit
Corporation).

Trendsin Meat Production and M arketing

Throughout the transition period, the high level of import competitiveness and the low
purchasing power of the population have reduced the profitability of meat production (meat is a
good with a high income elasticity relative to other foods, so demand has fallen more than for
other food products). As a consequence, the meat market has been narrowing due to the decrease
in meat production and a reduction in the amount of meat marketed off-farm.Total meat
production was 9.4 million tons in 1991, compared to 5.8 million tons in 1995, and 4.5 million
tons in 2000. Thus, meat production fell by more than half between 1991 to 2000 (see Table
1.11). The share of meat products marketed via procurement organizations has been decreasing
too. In 1995, 55% of al cattle and poultry were marketed through procurement organizations,
compared with only 32.5% in 2000. The ratio of meat and poultry products marketed off-farm to
the total output of these products (marketability) has been decreasing from 64.5% in 1995, to
57.4% in 2000. The volume of meat sales outside of meat producing regions (sales to other
regions) has also decreased. In 1999 plagues affecting cattle and poultry reduced both their
numbers and their daily weight increases. The total volume of meat resources fell from 11.85
million tons in 1991 to 6.8 million tons in 2000. The share of imported meat in total meat
resources increased from 12.8% in 1991 to 35.5% in 1997. Due to the August 1998 economic
crisis, the share of imported meat decreased to 29.3% in 1998. This trend continued in 2000
when the share of imported meat dropped to 25.7%. Traditionally the level of meat exports has
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been quite small. This level declined greatly during the transition - 23,000 tons in 2000,
compared to 92,000 tonsin 1991.

The growth in farm-gate prices for cattle and poultry in 1999 substantially outpaced the
growth in consumer prices for meat and poultry, which grew by approximately 40%. As a result,
in 1999, although meat production remained unprofitable even when taking into account budget
subsidies and donations, the level of unprofitably decreased. Profitability of cattle production
was minus 54% in 1998 compared to minus 24% in 1999 and minus 33% in 2000; for pork
production it was minus 29% in 1998 and minus 21% in 2000; and for poultry production it was
minus12% in 1998 and minus 4% in 2000.

Despite the more positive trend in prices and relatively high rates of protection (see
Chapter 2), the negative trends in Russian livestock production have continued in 1999 and
2000. Dueto alow supply of forage, slaughtering of cattle was common. Farmers have no funds
to purchase highly productive cattle, mixed fodder, and fodder mixes. Forced slaughter of cattle
due to the lack of fodder has caused a decrease in the average weight of a sold carcass and a
reduction in the average meat output per head. The estimated meat |osses averaged between 30
and 35 kg. per head (slaughter weight). To preserve breeding cows, herds of milk cows have also
been reduced.

Table1.11: Meat Products Balance (thousand tons)

1990 1991 1995 1996 1997 1998 1999 2000

Resour ces

Opening stocks 912 954 1030 795 617 953 766 560

Production 10112 9375 5796 5336 4873 4703 4313 4457

Imports 1578 1521 2250 2113 2995 2348 2126 1738
Total 12602 11850 9076 8244 8485 8004 7205 6755
Use

Non-food use 320 346 135 102 96 98 68 52

Losses 71 104 46 42 34 38 20 13

Exports 62 92 13 35 14 22 17 23

Human consumption 11113 10313 8087 7448 7359 7080 6540 6218

Closing stocks 954 995 795 617 953 766 560 449
Total 12602 11850 9076 8244 8485 8004 7205 6755

Per capital consumption 75 69 55 51 50 48 45 n.a.

Sour ce: Goskomstat

Milk and Egg Production and M arketing

The production and marketing of milk has been decreasing: total milk resources fell from

67 million tonsin 1990 to 37.6 million tons in 2000 (see Table 1.12). Total milk marketed by all
farms was 20.9 million tons in 1995, compared to 16.1 million tons in 2000. The share of state
milk purchases in the total volume of marketed milk was reduced from 76.6% in 1995 to 62.7%
in 2000.
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Table 1.12: Milk Products Balance (thousand tons)

1990 1991 1995 1996 1997 1998 1999 2000

Resour ces
Opening stocks 3453 2265 1813 2426 1331 1403 1195 1322
Production 55715 51887 39241 35819 34136 33255 32274 32046
Imports 8000 6851 6317 4530 6290 4944 4718 4187
Total 67168 61003 47371 42775 41757 39602 38187 37555
Use
Non-food use 7270 7371 7057 6667 6352 5779 5295 4766
Losses 70 69 61 51 43 44 34 37
Exports 330 144 396 490 232 330 208 407
Human consumption 57233 51498 37431 34236 33727 32254 31328 31161
Closing stocks 2265 1921 2426 1331 1403 1195 1322 1184
Total 67168 61003 47371 42775 41757 39602 38187 37555
Per capita consumption 386 347 253 232 229 221 215 n.a.

Sour ce: Goskomstat

The profitability of milk production amounted to 22% in 1999 compared to -28% in 1998,
as aresult of farm-gate price growth in nominal terms of 130%, while operating costs increased
by only 29%. In 2000, the profitability of milk production was 13%.

The level of imported milk products dropped from 6.3 million tons in 1995 to 4.9 million
tons in 1998, and to 4.2 million tons in 2000. The share of milk imports in the total milk
resources fell from 13.3% in 1995 to 12.5% in 1998, and to 11.2% in 2000.

The production of eggs grew from 1996 to 1999; though the egg production level in 2000
was dtill 0.3% higher than the production level in 1995 (33.9 hillion pieces in 2000 and 33.8
billion piecesin 1995). The profitability of egg production was 21% in 1998 and 20% in 1999, as
the 73% increase in farm-gate prices approximately matched the increase in production costs.
Egg consumer prices grew 2.8 times in 1998 compared to only 0.6% in 1999. In 2000, farm-gate
prices increased by 13% and the production costs by 23%; as a result, the profitability of egg
production decreased again to 12%.

It is worth noting that, notwithstanding falling production, productivity per animal has
increased for milk and eggs at the end of the 1990s. Fertility rates have risen and (in common
with grains) losses have declined over this period (see Table 1.13), at least partially as aresult of
the improved incentives for efficiency brought about by exposure to market price signals.
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Table 1.13: Indicators of Selected Branches of Animal Husbandry, 1994 — 99 (agricultural enter prises)

1994 1995 1997 1998 1999 2000
Average annual productivity
Milk per cow [kg] 2033 2067 2066 2233 2282 2363
Eggs per hen [pcs] 214 212 234 237 248 262
Wool per sheep [ka] 3.0 2.7 29 2.7 29 32
Average live weight. per animal marketed
Cattle [kg] n.a. n.a. 276 279 270 277
Pigs [ka] n.a. n.a. 79 82 76 76
Sheep and goats [ka] n.a. n.a. 32 31 31 31
Average fertility rates per 100 "mothers"
Calves [head] 72 73 72 74 76 77
Piglets [head] 997 973 1029 1147 1218 1178
Lambs [head] 60 56 61 63 67 74
Average losses
Cattle [%] 6.1 6.0 55 5.0 4.2 39
Pigs [%] 15.1 155 12.7 11.6 115 11.3
Sheep and goats [%] 13.7 14.4 11.6 10.2 8.6 7.3

Trendsin the Potato M ar ket

The potato market has changed little during the transition period. Production increased
from 30.8 million tons in 1990 to 34 million tons in 2000. Imports and exports of potatoes are
very low (less than 1%). Human consumption increased from 15.7 million tons in 1990 to 17
million tons in 1999. Per capita consumption grew from 106 kg to 117 kg during this period.
Thisistwice as much as is consumed in the US, and most European countries. Thisis not only a
tradition (potatoes always were called the “second bread” of Russia), but it is aso an attempt to
substitute potatoes for more expensive, unaffordable foodstuffs. While overal production has
remained almost constant, the patterns have changed substantialy, with most potatoes now
produced by household plots (92% in 2000, compared to 66% in 1990). This production is
primary targeted for persona (mostly human) consumption. Thus, the level of marketability of
the total potato production was only 11% in 1999 and 2000, the lowest among all the main
agricultural commaodities.



Chapter 2: Agricultural Pricing, Trade, and
Incentives Policy

Alberto Valdes, Holger Kray, and VeraMatusevich'

[.INTRODUCTION

The key to making Russian agriculture internationaly competitive is to enhance its
efficiency. An important step in meeting this objective is to identify policy instruments that will
facilitate the necessary adjustments in agriculture and agro-industry. This will create an
agricultural sector flexible enough to adjust cropping patterns in response to price signals, as
well as adjustments in the processing industries, input delivery system and product marketing,
for both domestic and foreign markets. Underlying this adjustment process lies a much broader
set of conditions that constitute the economy-wide reform program. These include infrastructure
development, transport, training and education, flexible factor markets (particularly land, finance
and labor), and policy consistency.

While these other conditions are necessary ingredients, trade and pricing policies are
critical elements in this reform process. Importantly, in the context of an economy increasingly
open towards world markets, private investment will only be attracted to the sector if farming
and agro-processing are made profitable, guided by a credible and consistent trade and pricing
policy framework that helps to integrate agriculture more fully with international markets.
Instability in trade and price interventions, high levels of agricultural support and significant
disparities in support levels among agricultural activities al hinder the development of aflexible
and competitive agricultural sector.

The forthcoming WTO multilateral negotiations on agriculture offer an invaluable
opportunity to reduce protectionism and distortions in agricultural markets around the world,
thereby furthering the process of agricultural trade liberalization begun under the Uruguay
Round Agreement. In the context of Russia's eventua accession to the WTO, such a reform
process is particularly important for Russia, which has much to gain through greater access to
OECD and developing countries markets and from reduced competition with subsidized
exports. In preparation for accession to the WTO, Russa may want to intensify its structural
adjustment process in order to improve the economic efficiency of their agricultural sector, as
well as addressing other domestic policy issues such as food quality and safety, environmental
protection, rural development, and so on.

This chapter focuses on government’s pricing policies and trade policies, which influence
prices directly. These form the price signas to producers on the basis of which they make
decisions regarding in what quantities, and how, to use inputs and produce outputs. Section Il is

! This chapter was written by Alberto Valdes and Holger Kray, with the exception of Section V, on food aid, which
was written by Vera Matusevich.
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an overview of the kinds of instruments used by the Russian government and the current policy
regime. Section |1l quantifies the effects of these policies, and shows how they change the
incentive framework at both the national and regiona levels. Section 1V discusses the current
status of Russia's accession process to the WTO, and the implications of the Uruguay Round
agreements and the probable future round of negotiations.? Section V addresses issues associated
with the recent food aid programs, and their effects on the incentive framework for agricultural
production. Section VI draws conclusions and makes some recommendations.

1. MAIN INSTRUMENTS OF AGRICULTURAL POLICY: 1998-2000°

With respect to foreign trade, the Russian federa government remains committed to
implementing a fairly liberal trade environment for agriculture. However, even though by the
end of the 1990s Russia had achieved the basic e ements of a market-based agricultural sector,
the OECD has concluded that “... in 1999 agriculture (in Russia) is still not considered to be part
of a market economy. The government continues to issue decrees on the urgent measures to
ensure (for example) spring sowing and bringing in the harvest, and on measures to provide
agricultural producers with pesticides and fertilizers.”* This same study reports various types of
directed subsidies provided by the local and federal authorities, in which government officials
decide how and where the funds are used. Overal, an interventionist and highly discretionary
policy framework operates - and this is not conducive to enhancing farm restructuring and the
efficient alocation of agricultural resources.

The main instruments used by the federal government are™:

- reductions in input costs; e.g. direct reimbursement to producers, payments for some
inputs with implied credit subsidies, regulated prices and subsidies for some inputs
such asfertilizers and electricity;

- product subsidies, mainly for livestock products;

- subsidized and directed credit to agricultural producers,

- agricultural debt write-offs;

- border protection, albeit at modest levels;

- gpecial procedures for privatization of processing and marketing entities;

- continued state procurement for the food supply of certain consumers (army, northern
territories, supply of food for the large cities) at reduced but still significant level; and

- public investments

21t is outside the purview of this paper to analyze, or make recommendations regarding the negotiating positions of
Russia or its negotiating partnersin WTO.

% A good description of the evolution of agricultural policies in Russia from the early 1990s until 1999 can be found
in OECD (1998), “Agricultura Paliciesin Emerging and Transition Economies — Monitoring and Evaluation 1998",
Paris, a recent update by the OECD (2000), “Agricultural Policies in Emerging and Transition Economies’, and E.
Serova (2000), “Agriculture in the Russian Economy”, in Agricultural Support in Transition Economies, Ed. by A.
Valdes, World Bank Technical Paper No 470, Wash DC.

4 OECD (2000), “Agricultural Policiesin Emerging and Transition Economies.”

® See E. Serova (2000), op. cit. where she reports the level of export duties and Russia’s import duties for the
principa food items.
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Thus, there are numerous types of interventions, but the federal government often does not
have the enforcement mechanisms nor the financial resources to implement the regulation of
food markets in a manner consistent with the government’ s stated objectives, nor, for that matter,
the adequate up-to-date data to implement such policies. In most cases the federa government’s
price datais quite inadequate.

But federal policies are only part of the story. As discussed in the analysis by E. Serova
(2000) on budget support, there has been a dramatic shift from federal to sub-federal policies.
Trying to obtain a clear picture of the overall level and composition of federal and regional
support is difficult because of the considerable use of indirect and non-transparent measures of
support, such as tax privileges and debt write-offs, as well as the large part of the sector that lies
in the informa economy, and the generally poor statistics.

E. Serova's (2000) assessment indicates that sub-federal government budget outlays
amount to approximately 70% of the consolidated budget support to agriculture. Furthermore, as
discussed in V. Vitalis (1999), there is ample evidence of price interventions and subsidies
provided by local governments. Russia' s regions have put measures in place which are expressly
forbidden under WTO rules.® For example in 1994-95, regional custom duties were introduced in
some territories in addition to nation-wide import tariffs. At the same time, a number of
provinces restricted exports of farm produce and food products beyond the confines of their
regions. These inter-regiona trade barriers diminished between 1995 and 1998, but it is our
understanding that many of them were reinstated after the August 1998 crisis.

More important than the volume of transfers to agriculture is the fact that the existing
system of subsidizing the agricultural sector remains inefficient. Rather than being designed to
create links between farmers and the private providers of credit, inputs, and services, the
subsidies crowd out the private sector and preserve the old network of reliance on the state. This
is the case, for example, with: (a) agricultural debt write-offs which worsen financial discipline
and discourage the development of an agricultural commercial lending system; (b) tax legislation
which is cumbersome and frequently changed, exemplified by the wide array of about 10 local
and federal taxes, with markedly different effective rates of taxation on enterprises of different
legal forms; and (c) a Soft Lending Fund (until 2001), which provided credit to agriculture at
highly subsidized rates and discouraged the establishment of private lending institutions in rura
areas; (d) a Leasing Fund, which aso inhibits the development of private commercia leasing in
agribusiness. A significant part of public subsidies to agriculture tends to discourage the
establishment of market institutions, and the share of these subsidies in total expenditures on
agribusiness is growing.

Furthermore, these subsidies appear to be growing in relative terms. The volume of
directed subsidies in 2000 was almost double that of 1999. In focusing on agricultura policies
for the next decade, the process of preparing for WTO accession offers a unique opportunity to
strengthen the coordination between federal and regiona policies.

® V. Vitalis (1999), “Agricultural Support and Trade Distorting Measures at the Sub-Federal Level in the Russian
Federation”, Moscow, New Zealand Embassy.
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Finally, it would be relevant to mention at this point that while macro-economic policies
are not directed at specific sectors, they do, nevertheless, have a strong influence on agricultura
incentives. This is particularly the case with regard to exchange and interest rates. We can see a
clear example of this with the impact of the ruble’s appreciation during the mid-1990s and the
impact of the 1998 deva uation of the ruble, which are both well recognized in Russia now. In
June 2000 the World Bank was informed that, according to recent estimates, agricultural
producers gained about 40 billion rubles as result of the 1998 devaluation.

1. QUANTITATIVE ANALYSISOF TRADE AND PRICING POLICIES: LONG-
TERM TRENDSAND REGIONAL DIMENSIONS

This Section presents a quantitative analysis of the incentive framework for agriculture
focused on price and trade related interventions, both at the federal and at the regional level,
covering the principal agricultural products for 1999. This profile of incentivesis complemented
later in the text with an analysis of budget support to the sector, indicating that recent trends
suggest that currently in Russia the bulk of agricultural support is channeled through budget
support — provided primarily by sub-federal government agencies.

In the Russian Federation (as in other countries in the region) the debate over agricultura
support policies has often focused on the degree of parity between input and output prices, and
its evolution/growth in the process of price liberalization.” The price parity deterioration was
often used as a justification for establishing or increasing agricultural subsidies. This position
neglects to take into account that a comparison with the price situation at a base period fails to
capture the misalignments of policies and incentivesin the base period.

Prices paid for inputs, or received for outputs, should be similar to the real value of those
goods to the economy as a whole; for (internationally) tradable products, prices close to world
market prices reflect these “real values’ for goods. Therefore, our quantitative analysis of the
incentive structure in the Russian agro-food sector is based on two well recognized indicators of
support, namely the nominal and the effective rates of protection (NRP and ERP, respectively),
which compare actual prices and farm income (value added) to those that would prevail in the
absence of current policies and market interventions. A more detailed explanation of our
approachesis provided in Box 2.1 and Annex 2.

A new element of our analysis that is intended to contribute to a better understanding of
the current agriculture support system in Russiais its disaggregation into 11 regional units, each
of them comprising a number of Russian oblasts (for details see Figure 2.1 and Annex 2).
Whereas other studies on this subject analyze some selected oblasts or assess agricultural
protection for al of Russia as one homogenous and geographically undifferentiated market, the
analyses presented hereinafter capture specific groups of regions.

" As has been shown in Chapter 1, a deterioration of the domestic price parity was also observed for Russia during
the 1990s (deteriorating purchasing power of outputs, such as grain, relative to inputs, such as fertilizers).
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Box 2.1: M easures of Protection

The Nominal Rate of Protection (NRP) isthe ssimplest and easiest measurable indicator of price distortions. It serves
as a summary indicator for al actions with regard to taxation and subsidization, causing domestic and international
prices® (which represent the value to society—the “socia price”) to differ from each other. Thus, it can be used to
identify (dis-)incentives to local producers. It is computed based on the ratio of the domestic price (p°;) of a tradable
commodity i to its border price equivalent (p2):
D
NRRm%:(Bﬁ—g[Mm
I
Thus,
if NRP>0%, the actual market price is above the social price, implying an implicit protection of producers and
taxation of consumers.
if NRP<0%, the actual market price is lower than the socid price, implying an implicit taxation of producers and
subsidization of consumers;
if NRP=0%, the coefficient implies a neutral structure of net incentives.

The Effective Rate of Protection (ERP) is an extension to the nominal protection concept. This extension includes the
combined effects of price distortions on output and input markets. For instance, it is possible that domestic prices on
output markets are implicitly taxed, but input use isimplicitly subsidized, the effective protection concept measures the
aggregate impact of all underlying influences on the producer (production factors). The ERP is computed on basis of
the ratio of value-added in the production of i measured at domestic prices (VA®;) over such value-added at border
prices (VA®) (the coefficient a; isatechnical coefficient, indicating the level of the use of the intermediate factor j per

unit of production of output i):
D D
p° =Y &, p]
j

pf =D a;p}
j

—-1/100,

B

D
ERP; in % = (VA —1J (no0 =
VA

Thus,
if ERP>0%, it implies a direct protection of domestic producers of the commodity i. This results in positive
incentives for producers of the commaodity, since they receive higher returns on their resources.
if ERP<0%, it implies underlying disincentives to domestic producers of the commodity i. Domestic producers
will only remainin the activity if they produce more efficiently than foreign producers.
if EPR=0%, it implies aneutral structure of net incentives.

It isvery important to note that the support indicated by these indicators, when positive and
l referred to as “implicit subsidization” does not necessarily imply explicit government
expenditure. And negative indicators, referred to as “implicit taxation,” do not
necessarily imply budget revenues, i.e. an explicit taxation.

8 |t is common practice to use adapted (imputed) prices — the so called “border price equivalents’ or “reference
prices’ - astheinternational ones.
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Figure2.1: Regional Clustersfor Analysisof Agricultural Protection

As in previous studies on this subject, to correctly interpret these results requires that the

following points be kept in mind:

The vaues reported for the various indicators should be interpreted as a rough order of
magnitude and not as highly accurate figures. Even though the authors have been most likely
provided with the best data available, the statistica basis for analytical work on Russian
agriculture is still quite weak. Despite the fact that the analyses carried out in this section of
the report have become a standard for many countries in the region, there are still major gaps
in data availability’ and thus it was necessary to apply approximations. Furthermore, an
analytical exercise for such large and heterogeneous markets as Russia can only provide
rough estimates of the markets' readlity, because, among other reasons, analysts can only
roughly anticipate the broad variety of product qualities traded on one single market;

When positive and referred to as “implicit subsidization” the indicators do not necessarily
imply explicit government expenditure, just as negative indicators, referred to as “implicit
taxation,” do not necessarily imply budget revenues, i.e. an explicit taxation. Indeed, the total
divergences between domestic prices and their border price equivalents are the aggregate
result of: @) effects of domestic policies; and, b) the effects of market failure (or market
imperfection)™. Even in aframework of price support policies, observed domestic prices can
be found to be below border equivalence prices, if primary producers are discriminated
against by the current market structure. As an illustration, take the example of rye grain,
which is an net-imported commodity. Even if it has no direct price subsidies in place, the
Federal Government imposes an import tariff of 5% on al imports of rye, which raises the
domestic price received by producers. Nevertheless, the implicit (net) tax to domestic
producers of rye prices in 1999 on Russia’s domestic market™ (negative NPR) is likely to be
the result of structural failures, i.e. imperfect marketsin the regions of Russia.

° Data needed include regular and reliable observations on farm gate -, wholesale -, retail -, and border prices of
agricultura and food industry products as well as transport and processing margins, wholesale prices, input prices,
input use, and detailed information on federal and regional instruments of agricultural and trade policy.

191n this context it might, of course, be discussed to which extent market failures are the result of (existing or
missing) policy interventions.

" The analysis revealed that rye grain prices on domestic markets in 1999 were 13% lower than their border price
equivalents. It should be noted that OECD estimates indicate that for most years, domestic rye prices have been
above border prices.
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Results of Quantitative Analyses™

Although some livestock products enjoyed positive nominal protection, on average,
Russian primary producers of major commodities received prices that are lower
than international reference prices...

This finding of Valdes (2000)* for the years 1994-97 could be affirmed for 1999 by
examining the profile of nominal protection (NRP) from a federa perspective. For al crops and
for milk, moderate but negative levels of nominal protection were revealed. However, a certain
negative correlation between Russia's integration into internationa trade in agricultura
commodities and the degree of implicit taxation of product prices seems to prevail. For those
crop products in which Russia trades larger total amounts (wheat, sunflower seed) domestic farm
prices are very close to the border equivalent price for those commodities. In fact domestic prices
were 3.8% and 0.6%, respectively, below their international reference prices (see Table 2.1);
which can be considered an insignificant difference. Conversely, producers of commodities such
as barley, rye, and oats received prices 8%, 13%, or amost 15% below their corresponding
international reference prices — these products were implicitly taxed to a much higher degree. On
the other hand, our analysis revealed an implicit subsidization of livestock related activities such
as cattle and pig finishing™.

From a regiona perspective, the analysis of nomina protection of outputs revealed a
significant differences in the levels of protection across regions™® for al products. These
differences are more pronounced for crops than for livestock products. For import-competing
crops, the effects of current policies and market structure translate into an implicit taxation of
product pricesin al regions, whereas paradoxically prices for exportables - barley and sunflower

12 An important caveat to the conclusions of this section is that the analysisis based on 1999, the year following a
significant macro-economic crisis and devaluation, which sharply raised border pricesin ruble terms. Tariffs were
also reduced in the period 1998-99. Both of these effects tend to lower the NRP estimates. The results should not be
automatically generalized to subsequent years.

13 When reviewing this section, it should be taken into account that poultry production was not included in the
analysis, while poultry is one of the most heavily supported products in Russian agriculture. Nevertheless, the share
of poultry in gross agricultural output is about 5%, therefore, the level of support of this sub-sector does not have a
very significant impact on the general conclusions of this section.

14 Alberto Valdes, ed., Agricultural Support Policiesin Transition Economies, The World Bank, 2000.

5 All livestock production activities are computed on the basis of live weight equivalents. Conceptudly, the
estimates for livestock may be less reliable than those for crop activities, since the definition of comparatorsis more
difficult than in trades with clearly standardized products. Furthermore, potentially incomplete data on the quality of
the traded product may add to certain analytica weaknesses. In particular in the following sections on regional
protection, single digit rates should be interpreted as ‘ dmost no protection’ rather than * protection of x%'.

18 | not stated otherwise, al results, indicators and averages presented in this section do not include the ‘Far East’
region. As can be seen from Table 2.1 the price statistics for this region show large differences from those of other
regions, for outputs as well as for inputs. A main reason might be that the price records for this region were only
obtained from one or two oblast and furthermore were only available for some months of the year. For ailmost all
commodities the prices recorded for the Far East region are significantly above the average of the other regions and
even exceed the second highest price by often more than 50%. As examples take the prices of pigs (44661RUR/t;
average 25953RUR/t), milk (5240RUR/t; average 3190RUR/t) or barley (1867RUR/t; average 1279 RUR/). This
variation was even more distinct for tradable inputs.
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seed - were higher than their border price equivalents in aimost haf of the regions. On average
(for dl crops), the lowest levels of taxation were observed in the Central region, the Northern
Caucasus region and the Ural region. Interestingly, the average levels of implicit taxation were
found to be higher in the main production regions, i.e., VolgaVyatka, Central-Chernozyem,
Povolzhye, and the Western Siberian Region.

In this context it is important to note that the available price statistics disaggregated those
shares of the produce traded on regular regional markets and those shares subject to state
procurement (e.g., through the commodity credit program). Since the latter is partidly financed
from the State budget and subject to an explicit subsidy mechanism, its inclusion in the analysis
of agricultural protection would “artificially” reduce the levels of domestic prices and thus bias
the derived rates of nomina (and effective) protection.

... but for most of their purchased inputs they also pay prices that are lower than
international reference prices.

As a further step to examine the impact of current policies and market structure on net
returns to primary producers, the anaysis is extended to cover the effect of price and trade
policy on the domestic price of tradable inputs (e.g. purchased inputs) used by producers in the
various activities examined. This requires estimates of the nominal protection of purchased
inputs for agriculture™. As illustrated in Table 2.2, at the federal level, al inputs to crop
production have negative NRPs. The mineral fertilizers nitrogen (as N2-equivalent), phosphate
(P20s), and potash (K20) are, on average, available to domestic producers at prices which are
lower than the corresponding border price equivalents (by 22%, 5%, and 45%, respectively).

From a regiona perspective, the nominal protection for mineral fertilizers varies
significantly. Interestingly, the variation is most pronounced for phosphorus fertilizers. In regard
to al mineral fertilizers, the nominal subsidization of fertilizer consumption is the highest in the
western-most regions. These are also the regions where the majority of fertilizer producers are
located. This price effect might either be due to favorable market-determined prices in close
proximity of the production facilities (fewer intermediaries and lower transport costs), or perhaps
as the result of regiona policies that favor the use of mineral fertilizers from regional producers
(some sort of indirect subsidy provided by these regiona governments that lowers the price of
locally produced fertilizers).

On average at the national level, domestic prices for feed used in livestock activities were
close to their border equivalents. Our estimates suggest a slight subsidy, in the order of 2.2% in
the case of feed for milk cows, 3.5% in the case of feed for cattle fattening, and 3.6% in the case
of feed for pig fattening (see Table 2.2). This implicit subsidization is consistent with the fact
that — as explained earlier in this section — the most important ingredients of commonly used
feeding mixtures in Russian livestock husbandry (wheat, barley, oats and milk) had dightly

1N this context, some words on the ‘reverse’ interpretation of the NRPs on tradable inputs have to be said. Since
Russian farmers are consumers of these inputs rather than producers, positive NRPs on tradable inputs have to be
interpreted as discrimination (implicit taxation) against farmers, whereas negative NRPs indicate a protection of
farmers ‘consuming’ this particular input or input-mix.
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negative rates of nominal protection’®. Across regions, the protection indicators for animal feed
were found to be relatively similar. Since the implicit taxation and subsidization of the feed stuff
ingredients partially (or even over-) compensate each other, the variability of protection ratesis
higher for those feeding mixtures that are made from a smaller number of agricultural raw
products. As an example, the regiona variation of pig feed (two components, mainly barley) is
much more distinct than the one of milk feed (four components).

Differences among the NRPs of tradable inputs and their repercussions on agricultural
producers might also be raised to explain comparative income differences.

» whereas diesel fuel prices are, on average, only about 4% lower than reference prices,
electricity isimplicitly subsidized by 35%. Comparing a livestock and a crop farmer, the
former uses relatively much more electricity - relative to markets where these inputs are
traded at reference prices, the livestock farmer enjoys a comparative advantage over the
crop farmer’® - and hence subsidized electricity does not have a neutral effect among
various activities, as it represents a stronger incentive for livestock farmers than for crop
farmers,

» the findings on price wedges for plant nutrients in mineral fertilizers have implications
for better understanding patterns of input use. First, artificialy reduced prices of
fertilizers create incentives for their more intensive use compared to what would prevail
when priced at border equivalent prices. Although current fertilizer use is at very low
levels compared with input use during the pre-reform period, farmers would use even less
fertilizers if prices were to increase to border equivalent levels®. Second, the decreased
prices for plant nutrients also decreases the (shadow) value of organic fertilizers (e.g.
manure from livestock activities), thereby reducing the total output value of those
activities where organic fertilizers are a valuable by-product. Even if it may only beto a
limited extent, and without making judgments on their particular importance, the implicit
subsidization of mineral fertilizers favors the crop sector vis-a-vis the livestock sector

18 Conceptually, price divergences for animal feed were derived as a weighted mean of nominal protections of the
individual feeding stuff ingredients. The weights were obtained from statistical information on the cost structure of
theindividual livestock activities

19 Even within the group of crop farmers, different effects by different implicit taxation of inputs are conceivable:
for example, a farmer who owns drying and storage facilities is in an advantageous situation compared to a farmer
who sells hisgrain directly , since those activities consume a high amount of electricity.

% Unless the fertilizer industry receives compensations in form of other (in-)direct subsidies, the implicit
subsidization of fertilizer prices to farmers corresponds to an implicit taxation of the fertilizer industry.






Table 2.1: Results of Regional Analysisof Agricultural Value Added (VA) and Protection, Russian Federation, 1999
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Table 2.2: Nominal Rates of Protection for Selected Inputsto Primary Production, 1999 [in %]

Russian North- Volga Central- Northern Western Eastern
Federation Northern Western Central Vyagka Chernozyem Povolzhye Caucasus Ural Siberian  Siberian Far Bast
Diesdl fuel -4.3 -7.0 -135 -8.0 8.7 -6.7 -11.2 -135 -65 5.7 134 18.3
Electricity -364  -265 -41.8 -324 -43.0 -48.9 -17.4 -28.6 -495 -52.7 -13.7  -28.2
Nitrogen fertilizer® -224  -33.6 -31.4 -26.8 -22.3 -134 -11.5 -28.5 -26.5 -16.3 -15 -1.8
Phosphor fertilizer® -5.0 -30.9 -30.5 -3.7 0.6 -12.5 1.0 17 241 8.1 17 2185
Potash fertilizer® -45.3 -58.8 -47.3  -62.0 -29.0 -55.6 -39.7 -335 -42.1 -37.2 -39.8 14.7
Feed for milk cows” -2.2 2.2 -2.5 -2.5 -9.3 -8.8 -3.8 13 -12 -11 7.8 13.9
Feed for cattle” -3.5 -3.5° -35°  -35° -10.8 -9.2 -3.3 11 -19 -1.6 5.7 11.2
Feed for pi gsb -3.6 -3.6° -36° -3.6° -13.6 -16.1 2.2 10.1 5.8 5.8 24.2 29.8
& computed on basis of farm-gate prices net of direct subsidies
® computed as weighted mean value of NRPs of feed ingredients (e.g., grains, silage, milk)
¢ some feed ingredients (e.g. wheat, barley, oats) could not be analyzed for these regions: NRPs for feed stuff have been set to average values for Russian
Federation
Source: own calculations
Table 2.3: Value Added Relativeto Total Revenue of Selected Agricultural Activities, 1999 [in %]
Russian North- Volga Central- Northern Western  Eastern
Federation Northern Western Central Vya?ka Chernozyem Povolzhye Caucasus Urd Siberian  Siberian Far Bast
Wheat 68.2 n.a. n.a 70.0 66.4 68.2 67.4 69.6 68.0 64.9 64.6 62.7
Rye 53.7 n.a. n.a. 55.6 49.8 54.4 52.5 n.a. 50.5 50.3 51.6 n.a.
Barley 66.6 n.a. n.a 69.1 65.2 62.3 65.5 68.3 66.7 61.5 63.8 65.8
Oats 61.6 n.a. 64.5 64.9 56.2 56.7 615 63.8 61.2 50.1 59.2 56.2
Sunflower seed 66.1 n.a. n.a. n.a. n.a. 67.9 64.8 61.3 66.7 58.7 n.a. n.a.
Milk 26.9 32.0 30.3 254 19.2 184 199 19.6 29.1 215 31.6 43.2
Cattle fattening 26.9 29.2 17.0 205 19.6 313 30.3 19.2 26.0 317 26.7 37.2
Pig fattening (-74)° (-16.1) (-146) (-23.1)° (-25.0) 74 (-106) (-13.8) (-155) 9.1 3.0 9.8

REMARK: Tota revenueis computed as value of main products plus value of by-products (e.g. milk production: main prod.: milk; by-prod.: cow, calves,

manure).

()" Negative values because value added in these regionsis negative, i.e. sum of tradabl e inputs exceeds total revenue. Absolute val ue indicates negative balance

[ (total revenue) —( cost of tradable inputs)] relative to (total revenue).
n.a.: not analyzed / not applicable
Source: own calculations
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Table 2.1 reports
estimates of value added
per unit of output during
1999, that is gross value of
output minus purchased
inputs, at the farm level.

Box 2.2: Example Calculation for Cattle Production in the Central Region

The example below gives an insight into the arithmetic that lead
to extremely high ERPs in cases of activities with relatively low
value added at reference prices. In the example provided, the
NRP of the main output (cattle) is 25%, the NRP of the main

and Table 2.3 reports | jnput (feeding stuff) is only —4%. Even if the nominal difference
value added levels relatlvle between value added a domestic and reference prices,
to tota  revenues?.

Whereas for most of the
crop production activities
value added accounts for

respectively, is less than a fifth of the total output value the
computed ERP amounts to 855%.

@ domestic

@ border equi-

dlightly above 60% of total Valuation prices valence price l[\l(;;
revenues (fye s the fowes! main-product: cattle [RUZRE 283 [RURl]Q 351 25
\ia\g;[:]l;d f?g(:ﬁ)%arr:i]?\g I\rl]amz _by-prcl?duct: manure 1:191 1:816 -34
. . . input: calves 1,867 1,488 25
production of livestock is | input: feed 18,242 18,905 4
rather low, at around 20% | input: electricity 155 229 -32

of the gross value of ERP
output The most extreme B L
Value added 5,210 545 855

case is pig fattening,

which according to our
estimates has a negative value added. Thisis an activity which consumes high levels of feedstuff
per unit of output, and the estimates indicate that the total cost of the purchased inputs is worth
more than the whole value of pig production! In other words, agriculture as a whole would have
a higher value added without any pork production activities . Of course this does not apply to al
producers and all regions. Nevertheless, the evidence available from data provided to the team
indicates that, in general terms, the production of pigmeat in Russia is extraordinarily
inefficient®.

A second important implication of these low value added shares is that it shows how
dependant agricultural production is on purchased inputs. Thisis consistent with the evidence for
other countries, namely that the dependence of agriculture on purchased inputs increases
alongside with further improvements in production technology, and thus policies affecting
tradable input prices are very influentia in the final outcome on farm production. Policies that,
intended or not, influence the prices of tradable inputs employed in agriculture have a significant
impact on net returns to farming. As an example, one might imagine an agricultural policy

2L While the computations of NRP only accounted for nominal prices of the activities main products (e.g., milk as
main product of milk production), the revenue position in the computation of value added aso account for by-
products, e.g. in the case of milk production the by-products ‘calves and ‘manure’ have been integrated into the
assessment of revenues.

2|t is necessary to take into account that in our estimates Russian agriculture was considered to have a commercial
production orientation, with corresponding use of purchased inputs. However, about 50% of the sector’s gross
output is generated by household plots (over 50% for pigmeat). Such production uses relatively few purchased
inputs, but isintensive in the use of household labor, which has alow opportunity cost. Thus, even for products that
are estimated to have a low or negative value added under conditions of commercia production, (e.g., pigmeat
production) production by househol ds may have positive value added and may be quite rational .
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initiative that increased the price of grains or support income in agriculture; given the lack of
substitutes, arisein grain prices reduces the profitability of livestock husbandry since grains are
the most important feedstuffs. Similarly, protection from foreign competition to the
manufacturing sector producing agro-chemicals and machinery and equipment raises the cost of
production in agriculture and hence reduces farm income.

The aggregate impact of price related interventions on output and input prices as it relates
to the income of primary producers (i.e., proxied by value added), was computed using the
Effective Rate of Protection (ERP) concept, which measures the combined effects of price
distortions on output and input markets™ (for concepts see Box 2.1, for results see Table 2.1).
For some of the analyzed activities, the levels of effective protection are more pronounced, in
some cases even with a different sign from those of nominal protection. No single pattern of
effective protection applies to our set of activities®. In commodities such as wheat or barley, in
spite of the fact that output prices are lower than border price equivaent prices, the net effect on
farm income is offset by the effect of inputs that are also available at domestic prices which are
lower than their reference equivaents — the remaining impact on producers incomes is amost
zero in both cases (0.2% and 0.7%, respectively). Depending on the respective input-mix, the
implicit taxation of outputs may aso be overcompensated by the implicit subsidization of
tradable inputs, so that the remaining net effect corresponds to a significant implicit subsidization
of the producers income — producers of sunflower seeds enjoy on average an income that is 36%
higher than it would be if all outputs and inputs were priced at their international market values.
The main source of the differences between the nominal and the effective rates of protection is
the implicit subsidization of intermediary input consumption mainly through the domestic price
levels of fertilizers (especially nitrogen and potash) and energy sources (especidly electricity).
Nevertheless, an implicit taxation remains as a net effect on the incomes of producers of rye
(11%), oats (12%), and milk (14%). In milk production, the border equivalent price of the main
product—milk-- is slightly higher than the domestic price (5%) but the border equivalent price of
the by-product—calves-- is lower price than its domestic price. Due to the low productivity in
milk production, the impact of revenues from calves per ton of milk is relatively more significant
than at higher productivity levels.

The ERP estimates for the two livestock fattening activities ‘cattle’ and ‘pigs revea a
substantia increase in farm income resulting from price and trade intervention on output and
inputs (by 175% and 45%, respectively)®. This income transfer to producers of livestock
products results from the pattern of nominal protection described earlier: The domestic price of

2 A caveat on the ERP estimates provided here: the available cost structures have not been adjusted for the impact
of changes in relative prices of tradable inputs on the input matrix (i.e., it is assumed that coefficients are fixed).
Such an adjustment is conceptually possible but it is beyond the scope of this study as it requires fairly sophisticated
input data and a clear notion of the relevant production function. The consequence of the fixed coefficient
assumption isthat it could overstate the true output costs.

4 Due to the lack of disaggregated data on production volumes of the individual coarse grains and meat production,
no reliable weighted average could be calculated to indicate the aggregate effective protection for the sector as a
whole on aregiona and federal level.

% A study on agricultura protection in transition economies published by the OECD arrives at similar findings.
Even if the results in terms of PSE differ (for conceptual reasons) in their value from the ERPs described in our
study, the OECD also states that “In Russia livestock farmers were implicitly subsidized, while negative transfers
were observed in the crop sector”.
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live animals is higher than the corresponding border price equivaent while most of the grains
and also milk are currently priced in the domestic market at prices lower than the corresponding
border price equivaents. Thus, producers of livestock products are favored by higher selling
output prices and lower inputs prices, relative to border price equiva ents.

To sum up:

* pig fattening is a highly inefficient commercial activity in Russia today. Given the
domestic level of input use per unit of output, our analysis shows negative value added at
both domestic and under border equivalence conditions. This raises a mgor policy
guestion — what can be done to raise efficiency, and simultaneously induce the exit of
many producers from this activity which are unlikely to become competitive under a
more neutral trade and price regime?

» the ERPsfor cattle production are quite high, as observed in Table 2.1.

Figure 2.2 and Figure 2.3 provide a comparison of nominal and effective protection
levels, respectively, identified for the Russian Federation with those of other transition countries
in theregion, as well as with levelsin Germany as a European Union country. The results for the
other countries were obtained from recent World Bank studies on the subject which made use of
the same empirica approach and of similar methodological assumptions, thus ensuring a
required degree of comparability among the results. This comparison reveals that in a regiona
(i.e., Central and Eastern European) context, the protection levels revealed for Russia can al be
referred to as relatively moderate. For the commodities wheat and milk, the indicators of nominal
and effective protection are even rather low. Whereas both indicators for pig husbandry are on
average levels, the effective protection ratio for Russian cattle growing appears — of course with
the exception of the EU levels —to be above the regiona average.

Figure 2.2: International Comparison of NRPsfor Selected Agricultural Outputs

Wheat Cattle/Beef Pigs/Pork Milk
110

B Russia E Bulgaria B Estonia E] Germany £ Lithuania ] Poland ] Romania B Ukraine
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Remark: Results for Russian Federation: 1999, for Bulgaria: 1998, other results: 1997.
Sources. Csaki, Nash, Fock & Kray, 2000; Valdes (ed.), 2000; Csaki, Vades & Fock, 1998; Valdes & Kray, 1999;
own calculations.

Figure 2.3: International Comparison of ERPsfor Selected Agricultural Outputs

Wheat Cattle/Beef Pigs/Pork Milk

B Russia B Bulgaria Bl Estonia E1 Germany [ Lithuania 1 Poland [E] Romania B Ukraine
Remark: Results for Russian Federation: 1999, for Bulgaria: 1998, other results: 1997.
Russiawheat ERPisso small that it appearsas O in figure 2.3.

Sources. Csaki, Nash, Fock & Kray, 2000; Vades (ed.), 2000; Csaki, Vades & Fock, 1998; Valdes & Kray, 1999;
own cdculations.

From a comparison of our results for 1999 with those protection indicators derived by
Vades it can be concluded that the levels of nominal protection decreased (in absolute value)
significantly over the last 5 years. Whereas the study by Valdes found domestic prices to be
substantively below or above their border price equivalents, the levels for 1999 seem to be fairly
moderate. The 1999 results on effective protection also follow the same trend for grains, but for
livestock products our results suggest a decrease in income support for milk and a decline in
implicit subsidization of pig and cattle growing farmers. Again, it is important to note that the
ERPs for cattle growing in the recent study should be interpreted with care since its high value is
a result of the arithmetic of the indicator — the transfers to farmers in 1999 were significantly
lower than the ones revealed by Vades (2000), the ‘inflated’ ERP arises due to the relatively low
value added at reference prices which is the denominator of the ERP calculation®.

% To a certain extent, these developments can be attributed to the fact that for Russia, the fall in the exchange rate
was an important contributor to a decline in market price support. This phenomenon was also addressed in recent
OECD analyses of PSEs for the Russian Federation. As an effect of the exchange rate depreciation, the Ruble
equivalents of international prices were significantly inflated. This inflation of equivalence prices occurred even if
international (i.e. “world market”) prices were also faling in US-Dollar terms. On the other hand, parts of the
differences between the trends indicated in the two studies can be attributed to the individual conceptions of the
quantitative analyses. The main differences between the two studies comprise (a) a different number of tradable
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Effects of Current Divergenceson Consumers Real Income

Russian consumers spend a significant share of their income on food. But they
would neither suffer nor benefit significantly from a liberalization of current
agricultural and trade policies.

Russian households, on average, spend about half of their disposable cash income on food;
according to a 1997 household survey, for the lowest-expenditure decile of households this share
is closer to 70% (see Table 2.4). The share of food in total income (cash and in kind) can even
assumed to be higher. Thus, anything that affects prices of agricultura and food will
undoubtedly affect consumers’ real income. To assess how much consumers’ rea income when
all currently existing price divergences are removed would differ from the current real income
we used an approach based on Schiff and Valdes, 1992 (for details see Box 2.3).

inputs taken into account in the individual studies and (b) different assumptions on traders' and handling margins.
Fortunately, the database made available for our current study provided an amost complete coverage of al tradable
inputs employed in the various production activities, whereas the earlier study only accounted for a limited number
of tradableinputs.
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Box 2.3: Approach to Analysis of Effectson Consumers Real Income

To assess how much consumers' real income would differ from current real income in a situation where
all currently existing price divergences are removed, we used the following approach (based on Schiff and
Valdes, 1992, ch. 8). First we computed the effect of the price change in the primary product on the price at the
retail level and then computed the expected change in the cost of the consumers' basket given a constant nominal
income. Different income groups have different consumption patterns and thus this estimate captures this
differential effect of a given change in farm prices. We then express this change in the cost of the consumers
basket as a percent of household income, under the assumption of a constant nomina income. Clearly, thisis a
short/medium type analysis. In the long-term, consumers would adjust their consumption patterns to the changes
in relative prices, and a change (rise / decline) in food prices could have some effect on nominal wages (rise /
decline) and the subsequent share of expenditures on food (decline/ rise). From this point of view, our approach
overestimates somewhat the true longer-run impacts of the change in farm prices. On the other hand, our analysis
does not include al farm products, thus tending to understate the real impact of changesin farm prices.

The expenditure shares were derived from the aforementioned 1997 household survey®’. The available
statistics provided the shares of household income (by deciles) spent on 14 different groups of food products and
beverages. The food products covered by our analysis are bread and pasta, meat and meat products, milk and
dairy products, sugar and confectionery, vegetable fats, ‘dining out,’ aswell as alcoholic beverages™.

Food price changes had to be estimated on the basis of assumed cost shares of purchased agricultural raw
products in the total costs of the food processing industry. Transmission of price changes was computed under
the assumption of constant processing and trading margins, i.e. food price changes are solely the result of raw
products price changes. The relevant price levels in Russia have been evaluated based on the NRP measure
provided above. Thus, food price changes were obtained by adjusting for 1999 food prices (current domestic
prices) by the relative change in nominal protection of raw materials weighted by their share in the total costs of
food production/processing. Similar to the analysis of the farm income effects, this computation correspondsto a
short-term impact, a situation that does not capture the effect of consumers' reaction to the new set of relative
prices. Conceptually, al household deciles face identical food price changes, but the impact of these price
changes on their rea incomes varies as a result of the different weight of the various food items in their
household expenditure. Due to insufficient data on regional consumption patterns, a meaningful regionalized
analysis of consumer effects could not be carried out.

Table 2.5 summarizes the impact of aremoval of all currently prevailing distortions on the
real income of Russian consumers. Since price wedges in 1999 (that is the NPR estimates) were
found to be quite moderate, the impact of a removal of trade and price interventions on retail
prices would be relatively modest, and consequently the potential impact of trade liberalization
on consumers real income would also be small. The expected decline in the domestic retail price
of meat and meat products (by around 5%) is compensated by a rise of most other food prices,
and hence our computations of the net effect on real income of consumers indicates that the net
effect isinsignificant. For the poorest decile the net effect on the household’s real income from
trade liberalization would imply an increase of 0.02%; for all groups together it is slightly higher
(0.09%). In other words, there is practically no impact at all. However, it should be noted that the
analysis of the potential income effect of consumers was done at the domestic and border price

2" Any interpretation of the results should take into account that the consumption pattern might have undergone
some change during the period from 1997 to 1999 (see discussion provided in Chapter 1 of this report).

% |n addition, vegetables and melons, fruit and berries, fish and fish products, eggs, and non-alcoholic beverages
were included in the analysis. Since none of the analyzed agricultural products were assumed to have a direct impact
on the prices of these food products, they will not be displayed in the following results. Nevertheless, the
expenditure on these products remains as a constant in the aggregate assessment of consumers’ income effects.
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NPRs that were prevailing at the time (1999), a year during which international prices for some
farm products were somewhat higher than the norm, and thus large reductions in world pricesin
the future could result in amore significant effect on consumers.

Table 2.4: Expenditure Shares of Russian Consumer s according to 1997 Survey [%]

All By Deciles

households Decile| DecilelV  Decile VI Decile X
Expenditure, total 100.00 100.00 100.00 100.00 100.00
Food & beverages, tota 48.55 66.03 60.63 47.46 34.15
Bread & pasta 7.61 17.72 11.32 6.39 4.03
Potatoes 0.65 142 0.95 0.57 0.35
Vegetables & melons 2.50 3.14 3.05 241 1.85
Fruit & berries 243 2.25 2.66 2.58 1.97
Meat & meat products 12.03 14.11 14.82 12.06 8.33
Fish & fish products 243 2.73 2.84 2.38 1.87
Milk & dairy products 6.12 9.01 8.26 5.81 3.97
Sugar & confectionery products 491 5.93 6.08 475 3.65
Eggs 0.76 1.54 111 0.64 0.45
Vegetable oil & other fats 1.17 2.49 1.76 0.98 0.64
Tea, coffee, soft drinks 242 2.96 2.95 241 1.82
Food outside home 2.78 1.13 2.03 3.39 242
Alcohoal drinks 2.75 1.60 2.82 3.09 281

Table 2.5: Real Income Effects of a Removal of Currently Existing Distortions

Average Decilel
Changein real income [%] 0.09 0.02

Change in nominal expenditure [ %]
Food and beverages -0.18 -0.03
Bread and bread products +0.68 +0.68
Meat and meat products -4.93 -4.93
Milk and dairy products +2.29 +2.29
Sugar and confectionery products +5.18 +5.18
Vegetable oil and other fats +0.24 +0.24
Food outside home +0.49 +0.49
Alcohol drinks +1.94 +1.94

Source; own estimations
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IV.ACCESSION TO THEWTO PROVIDESTHE POLICY FRAMEWORK FOR
RUSSIA’SFUTURE AGRICULTURAL SUPPORT POLICY

Russiais currently negotiating accession to the WTO. Russia first requested accession in
1993, and as part of the negotiation process Russia submitted a description of the main features
of its trade regime. In turn, existing WTO members are scrutinizing a wide variety of trade
policy measures applied by the Russian federation, including trade policy measures, the role of
the state in the economy, and the design and current operation of regional policies. Significantly,
in addition, WTO members are closely monitoring the current legal framework and the current
procedures for enforcing the various commitments that Russia would undertake under WTO
accession.

Eventual membership of the WTO implies that Russia will conform to a set of rules which
have particularly significant implications for the design of domestic agricultural policy. As such,
accession implies that Russia needs to reach substantial agreement with WTO members on the
nature and direction of its farm and trade policies. The three key areas are trade measures on
imports (market access), domestic support, and export subsidies. In addition, the negotiations
aso involve sanitary and phytosanitary regulations, an agreement on subsidies and
countervailing measures, customs procedures, and others.

The Uruguay Round Agreement on Agriculture (1994) constituted a major step forward
towards the establishment of an improved set of rules for agricultural trade, which implies a
major change in the attitude of governments toward the control of national agricultura policy.
The most far-reaching element of the Agreement is a change in the rules regarding trade barriers
on imports (market access). With afew exceptions, under the rule of tarification, all participating
countries agreed to convert al existing non-tariff barriers into binding duties and not to introduce
new non-tariff measures, a clause that imposed changes in import policies on a number of
countries, including the EU, Canada, the US, Japan, and others.

In addition, the 1994 Agreement also set new rules and commitments for the reduction of
export subsidies and for domestic support policies. Under the latter, a set of policies which are
deemed to be less distorting than others are defined, and sent to a “green box” which enjoys
immunity from WTO challenges. Other policies are not sheltered this way and are subject to
reductions through a limit on the total support given by domestic subsidies and price
interventions. Participants also concluded an agreement on Sanitary and Phytosanitary Measures
(the SPS Agreement).

Despite this impressive outcome, the agricultura trade negotiations fell short in some areas
and remain unfinished in others. Perhaps its principal deficiency is the modest access result for
sensitive products and the inability to outlaw export subsidies. Consequently, particularly in rich
industrial countries, agricultural production still recelves substantial subsidies.

Currently, WTO members are preparing for discussions on the continuation of the reform
process in agriculture, as part of a new round of multilateral trade negotiations under the WTO
scheduled to begin in 2001. The long-term objective of such negotiation processes is a
substantial progressive reduction in support and protection to agriculture.
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At this stage, three main areas have been proposed for inclusion in the next round of
negotiations, including: improved market access, strengthening discipline on domestic support
measures, and elimination of the use of export subsidies.

From Russia s perspective, what does the above mean? By the time it joins the WTO, it is
likely that the rules on agricultura trade will be more stringent with regard to agricultura
protection and domestic support and subject to tougher disciplines than under the Uruguay
Round Agreement. It is likely that deeper cuts in tariffs will be demanded, export subsidies will
be prohibited or severely constrained, and domestic support which is trade-distorting will come
under intense scrutiny.

Of particular relevance for Russia today is that the rapid decentralization of economic and
commercia respongbilities has given the regions ample scope for implementing a regiona
approach regarding agricultural support measures. Regions are trying to develop their own
policies on inter-regional trade, prices and agricultura support. Under the ‘second level
obligations under the GATT Agreement, each contracting party is expected to ensure
observance of the provisions of the Agreement by the regiona and local governments within its
territories. Russian regions have measures in place which are forbidden under WTO rules, and
the working party considering Russia's accession has received considerable evidence of the
unnecessary restrictions faced by companies operating at the sub- federal level in Russia such as
price controls, monopoly purchasing, additional certification standards, and so on.

Additionaly, there is evidence that some regions have agricultural subsidiesin place which
will need to be considered part of Russia’ s agricultural support measures and subject to reduction
commitments?.

WTO accession is a great chalenge and an opportunity for Russian agriculture. First and
most important in the long-run, the net effect of implementing reforms in Russia’'s domestic
agricultural policies so as to conform with the WTO guidelines would be beneficial to most
domestic producers and consumers in Russia. The country’s future trade and price regime is a
fundamental component of Russia's long-term strategy for agriculture, and thus the WTO
accession process offers a unique opportunity to establish the main parameters for a coherent
system of rules and institutions compatible with Russia's full integration into the world
economy. It is realistic to expect that WTO membership should bring important benefits to
Russian agricultural producers. As producers of exportables, they will gain from more secure and
trangparent access to foreign markets under a multilateral rule-oriented system. For example, at
present, some WTO members treat Russia as a state —trading economy and therefore are free to
apply non-tariff barriers against Russia's exports, and Russia does not have access to the WTO
dispute —settlement mechanisms. In more general terms, WTO membership will further Russia’s
transition to a market-oriented agricultural economy under a more reliable trade regime. Overal,
in the medium-long term, Russian agriculture should obtain substantial net benefits from WTO
accession.

# Vangelis Vitalis (Sept 1999), “Second Level Regional Policies in the Russian Federation and the Multilateral
Rules Affecting Such Policies’, memorandum, Mr. Vitalis, has been a member of the WTO Working Party
considering Russia' s application for membership, and with the New Zealand embassy in Moscow.
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However, policy reforms worldwide usually have a differentiated impact within
agriculture, between producers of exportables vis-a-vis importables, between geographic zones,
farm size, and sub-periods. Thus, trade liberalization and limitations on the level of government
support is a sensitive issue for producers of import-competing products in some regions, and
hence one can expect considerable resistance to further trade liberaization and lower levels of
support from some producer associations. The uncompetitive sub-sectors will argue that Russian
agricultureis still too weak to face the challenges of competition with foreign suppliers.

Looking ahead, the principal challenges to Russia's farm policy with WTO accession are
likely to center around market access for imports, measures of internal support, restrictions on
export subsidies, and the role of regional policies that affect prices and subsidies to local
agriculture. Specifically with regard to:

Market Accessfor Imports

Currently (as of June 2000), Russia's agricultural tariff schedules are ranging from 0 to
30%, but specific duties also apply in some products, raising the total equivalent tariff. Sugar
has a higher tariff rate, with a seasond tariff of 45%. Most explicit quantitative restrictions have
been abolished. On the one hand, the frequent changes in the tariff levels, such as occurred
during 1998, have led to considerable uncertainty among importers.*® The most contentious issue
is likely to be the connection between current and binding tariffs, if Russia insists on levels of
binding tariffs considerably higher than the current tariff levels. As a guideline, binding rates of
50% were mentioned by some government officials during the World Bank mission in June
2000. WTO members will try to convince Russiato tieits tariffs to binding tariff levels not much
higher than the levels currently being applied, both to make its trade regime more predictable and
to reduce the risk of higher protectionism on imports.

Regarding norms and technical standards, the EU representatives are concerned that the
Russian government was applying tougher import certification inspections regarding food safety
and quality standards compared to those applied to domestic production. Such discretionary
practices would represent a clear violation of WTO rules. Furthermore, there are a number of
regions that have introduced their own testing laboratories and demand that foreign products
meet local standards which are often different from the national standards, with no mutual
recognition arrangements among the regions®. Such disparity in standards will probably
generate objectionsin the WTO accession negotiations.

% For example in August 1998, Russia increased tariffs on raw and white sugar by 74% and 20% respectively. In
February 1998 a minimum duty was introduced for a wide range of products and in July the government announced
a temporary 3% uniform surcharge. See U. Eiteljorge and M. Hartmann (2000) “Russia’s Agri-Food Trade and
Trade Agreements’ in Russia’'s Agro-food Sector, ed. By P. Warheim, K. Frohberg, E. Serova and J. von Braun,
Kluwer Academic Publishers, Boston, Dordrecht and London.

31y, Vitdis, New Zealand Embassy, Moscow, Dec 1998, memo.
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Export Subsidies

Under the Uruguay Round Agreements, there is a ban on new export subsidies (i.e.
products not subsidized in the base period); existing subsidies are, however, allowed to continue,
subject to agreed reductions. The widespread use of export subsidies by some OECD members
has been one of the most disruptive elements in the operation of world markets. Countries that
import farm products have been the gainers from the subsidies, but even these countries have had
problems with domestic producers that compete with imports due to the disruptive effect of such
subsidies on domestic prices. In the Uruguay Round the use of export credits was accepted as a
form of export subsidy, but it did not prove possible to bring them under the export subsidy
constraint.

The topic of export subsidies and export credits is high on the agenda for the forthcoming
negotiations, and influential negotiators such as the Cairns group will press for a complete
elimination of export subsidies. Under the Uruguay Round the limitations on export subsidies are
more flexible towards developing countries, in that they may provide subsidies to reduce the
costs of marketing exports and internal transport and freight charges on export shipments. It is
understood that Russia is requesting to be allowed to subsidize the domestic transport cost of
exports, considering the exceptionally large size of the country and hence high transportation
costs.

Russia is reguesting the notification of export subsidies although they are not currently
applied, which would imply an exception under the Uruguay Round Agreement.

Domestic Support M easures

Including both federal and sub-federal support measures, budget support to agriculture
represents Russia’s principa policy instrument to support agriculture today. In her analysis (see
her background paper prepared for the World Bank, 2000) E. Serova concludes that, unlike most
OECD members where price related transfers represents between 35 and 95% of tota transfers to
agriculture, budget support rather than price related transfers represent the bulk of support to
Russian agriculture.** Moreover, in her analysis of government budget support during the period
1997-2000, she concluded that federal transfers represent not more than one third of total budget
support to agriculture, while regional support represents the remaining two thirds.

WTO accession will take into account both federal and regional support measures. Green
box measures (i.e. "no, or at most, minimal trade distorting effects on production™), according to
the same source, represented between 19 and 26% of total (consolidated) budget expenses during
1995-98. Thisratio increased drastically in 1999.

Thus, negotiations on budget support measures are critical and this accounts for the
attention that the WTO working party assigns to information on budget support, and especially to
regiona budget measures. Harmonization of the regional support measures with the federa

32 1t should be noted that till the mid-1990s price transfers played a more significant role in Russia than budget
transfers; however, thiswas aresult of a heavy undervaluation of the ruble.
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guidelines on budget support and market access negotiated under the WTO accession is likely to
become one of the most critical issues to address during the accession negotiations.

Arriving at reliable and meaningful estimates of budget support to Russian agricultureisan
extremely complex task. Some government outlays are explicitly included in the agriculture
accounts, while others are subsumed under other non-agricultura items of the budget. Moreover,
the government accounts on debt restructuring and tax concessions to farms are another source of
problems in measuring support to agriculture. Furthermore, the structure of the government
budget varies from year-to-year which makes it more difficult to monitor the actual outlays. The
distinction between what are government outlays and what represents true income transfers to
producers is still a field which requires a major effort before one can have confidence in the
figures. During recent talks in Geneva on admission to the WTO, Russids proposal set the
maximum sum of domestic subsidies (both budget funds and price support) at 16 billion dollars
per ar;gum, a figure severa times higher than the estimated level of support during recent
years.

The Base Period for AM Sand Tariff Reductions: A Major Unresolved | ssue

Agreeing on a base period to be used to measure Russia's agricultural commitments has
been difficult so far. It is understood that WTO members are demanding the use of a current base
period, while Russia will be seeking to use the period 1989-91 to establish a base, rather than a
more recent three year period.* According to OECD estimates, Russia had an extremely high
Producer Subsidy Equivalent (PSE) during the period 1989-91, reaching 75%, at a time when
OECD countries over the same period had a PSE of around 41%. Undoubtedly, the period 1989-
91 cannot be considered representative of the current levels of support to agriculture. According
to OECD estimates, Russia s PSE during 1996-97 ranged between 32 and 26%.

V. FOOD AID AND ITSEFFECTSON THE AGRICULTURAL SECTOR

On severa occasions in the 1990s, Russia has been the recipient of large shipments of food
aid. The program launched at the end of 1998 included 2.7 million tons of wheat (1ton from the
EU and 1.7 tons from the US), plus large quantities of rye, corn, soybeans and medl, rice, beef,
pork, dry milk, and poultry. In addition, in March 2000 the US launched a new program to
provide Russia with 520,000 tons of food aid commodities, including 300,000 tons of wheat
(donation), 20,000 tons of seeds, and 200,000 tons of food commodities.

The food from the 1998 Program was distributed to regions, which were supposed to sell it
at market prices and remit the proceeds to a Special Account in the Ministry of Finance from

%3 Estimates of current level of support of approximately 2bn dollars were quoted in areport by I. Sedykhin
“Secondary WTO signs, Russia enters through agriculture”, in the Russian newspaper Segodnyaon March 3, 2001,
as reported in the BBC Monitoring reporting on the latest round of talks in Geneva on admission to the WTO
(March 2001).

% V. Vitdis, New Zealand Embassy, Moscow, Dec 1998, memo.
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where it was to be transferred to the Russian Pension Fund and other Russian Agencies to be
used for agreed purposes®. As of November 2000, 13.6 billion rubles (out of a total collected
15.3 hillion rubles) had been transferred to the Pension Fund. This amount slightly exceeds the
average monthly expenditures of the Pension Fund in 1999. The EU sde proceeds were
transferred not only to the Pension Fund, but aso to the Social Fund administered by the
Ministry of Hedth and Ministry of Labor. Unfortunately, Russian regions failed to raise
substantial funds for the Russian Pension Fund to reduce pension arrears in atimely fashion. As
a result, while virtually al of the proceeds were eventually remitted, there were significant
delays. Shortfdls in deposits to the Specia Account (mostly Russian Pension Fund) were about
1.4 billion rubles, as of November, 2000, with about two thirds of the regions past due on their
payments.

Analyses of the US Government-to-Government Program shows that commodities valued
at $742 million might, at best, generate US $355 million in Russia (see Table 2.6). The “rate of
return” of the initial US commodities cost was actually only 46%. With the Private Voluntary
Organizations Program this indicator was less. The biggest gap was between the US costs for
seeds, dry milk, soybeans and wheat and actual Russian sale proceed for these commodities. For
example, Russian counterparts sold seeds for only 12.8% of the cost to purchase these seeds in
the US. For both packages (EU and US) together, a total announced value of US $1.5 billion
produced only 16.7 billion rubles (about US $596 million).

% All the commodities were to be sold to raise funds for the Russian Pension fund and six designated agricultural
projects, except for 411,400 metric tons of wheat, which were to be donated to Russian social institutions to feed the
most needy. In addition, the Foreign Agricultura Service of USDA selected five private voluntary organizations to
distribute about 97,00 tons of various donated ready-to-eat commodities
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Table 2.6: Fiscal Year 1999 US Food Aid to Russia by Program and Commadity (Dollarsin Millions)

Actual Sale Proceeds

US cost as of November 17,
Program / Commaodity Tonnage Expected 2000**
distributed Sale
(thousands of Commodity Freight Total Proceeds In Per centage
tons) * * Value of US
Cost
|. Gover nment-to-gover nment:
1. Public Law 480, title | sales
Corn 1,009.5 96.4 54.6 151.0 50.7*** 45.8 47.5
Soybean Meal 422.6 716 243 95.9 48.5 48.0 67.0
Soybeans 191.9 363 141 49.4 17.2 14.2 40.2
Beef 441 83.7 9.4 93.1 39.3 37.7 45.0
Rice 100.6 325 122 4.7 22,6 22,6 69.5
Poultry 74.0 395 173 56.8 47.9 474 120.0
Subtotal 1,842.7 359.0 1319 490.9 226.1 215.7 60.1
2. Section 416(b) donation:
Wheat (for sale) 1,281.2 157.7 884 246.1 63.8 63.4 40.2
Wheat (for socia 411.4 506 284 79.0 0.0
institutions)
Subtotal 1,692.6 208.3 116.8 325.1 63.8 63.4
3. Food For Progress donation:
Nonfat Dry Milk 29.9 68.3 5.2 735 19.7 19.6 28.7
Pork 49.2 885 195 108.0 43.6 41.9 474
Seeds 15.0 17.9 3.8 21.7 2.3 2.3 12.8
Subtotal 94.1 1747 285 203.2 65.6 63.8 36.5
Total 3,629.4 7420 2772 1,019.2 355.5 342.9 46.2
I1. Private Voluntary Organizations (PVOs)
Food For Progress donation:
Rice 14.3 55 3.2 8.7 0.0
Samon 3.0 6.9 12 8.1 0.0
Lentils and Peas 155 6.7 4.3 11.0 0.0
Navy Beans 3.0 16 0.8 24 0.0
Soybeans 8.0 15 0.5 20 0.0
Vegetable oil 175 12.4 4.3 16.7 0.0
Subtotal 61.3 347 141 48.8 0.0
Section 416(b) donation
Wheat Flour 27.0 5.3 7.7 13.0 0.0
Nonfat Dry Milk 8.5 20.3 2.7 23.0 0.0
Subtotal 355 256 104 36.0 0.0
Total 96.8 60.3 245 84.8 0.0
Administrative Cost*** 25
Program Totals 3,726.2 802.2 3018 1,106.5 355.5

Note: Thetableis made on the basis of the RF MOA information and the US GAO Report “US Food Aid Program

to Russia...”, pp. 41 —42. Totals may not add due to rounding.
* Includes ocean freight differentia totaling $122.1 million for shipments made under cargo preference

requirements of the Merchant Marine Act of 1936, as amended, and

the Food Security Act of 1985, as amended. This cost, borne by the United States for all food aid programs.

** Reguests for payment (amount) ordered out by Russian Agentsthat isin total by about 5% less than the

amount actualy paid.
***  Edtimated
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In October 2000 the US General Accounting Office (GAO) released its Report on Food
Aid to Russia, which was one of the largest US food aid programs to a single nation. The GAO
analysis focused on the internal control used by the USDA in its management of the FY 1999
government-to-government food aid program, so the issue of food aid impact and potential
distortions created in particular markets was not discussed. Neither the GAO nor a subsequent
independent audit®® found any confirmed cases of fraud, diversion, or misuse. The GAO,
however, did find a number of shortcomingsin that the program i) did not adequately implement
internal controls; i) did not establish adequate procedures to monitor deposit of funds derived
from the sale of food aid; and iii ) was unable to demonstrate the reasonableness of final food
aid commodity prices. The analysis showed that in some cases these prices were significantly
below market prices in Russia The negative conclusions were disputed by the US Foreign
Agriculture Service, and by high-level Russian government officials. However, a report by the
Russian Federation Accounting Chamber cited diversions in food aid delivery, breaches with
regard to payments to state agents, price formation, and inadequate control over debt repayment
by regions for delivered food aid.

The US and the EU teams were only able to adequately track commodities from purchase
(in the US and EU countries) through shipping and arrival at the Russian border. A limited
number of US and EU monitors (only 6 US officials were in charge of this work) simply could
not verify the food aid arrivals in regional facilities, or conduct timely monitoring visits to local
food aid users. It was simply impossible to effectively verify the amounts actually delivered to
thousands of sites in amost 80 regions and detect discrepancies. To get correct information, a
full audit would have been needed in each case, not just Site visits. Besides, one could hardly
expect any adequate monitoring from staff who were not familiar with the Russian accounting
system, business rules and organization, language and traditions.

Apart from the issues of accountability, transparency, and targeting raised by the GAO
report, there are strong reasons to believe that the food aid undermined the development of the
Russia market in agricultural and food products.

First, such quantities of products depress local prices, notwithstanding the efforts of the EU
and USDA to ensure that it was sold at “market” prices. Simple economic theory of supply and
demand indicates that more supply must lower market prices; the only question is how much.
But for severad of these commodities, the quantities were significant enough to have a large
impact. While an increase in supply will lower the market price, even if it is sold at “market
prices’, this effect of distorting the market was magnified by the fact that in the event, the actua
sales prices were in many cases far below local prices.

For example, the 1999 package included 14,000 tons of corn seeds. The corn seed demand
for the sowing season of 1999 was 115,000 tons, so food aid deliveries made up a considerable
part of the total amount of corn seeds utilized. Prices for the food aid corn seeds were fixed at a
level much lower than the prices for domestic hybrids. As a result, economic conditions of some

% According to the USDA (personal correspondence), the independent audit’s findings are that the objectives of the
program were met, the commodities were distributed to the intended recipients, and except for asmall amount still
owed, the proceeds have been deposited into the Pension Fund or other accounts, as specified in the agreements.
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Russian corn seed plants, including two just constructed under the World Bank ARIS project,
were undermined. In April — May, 2000, the US provided to Russia 18,700 ton of seeds,
including 11,600 ton of corn seeds. The 8,900 tons utilized during the sowing season of 2000
were sold on average for 5,000 rubles per ton, while the prices for domestic hybrid seeds in 2000
amounted to 12,000 — 16,000 rubles (on average US $500). Prices for corn seeds imported
through commercia channels varied between US $800 — $900 for corn seeds from Moldova and
Ukraine and US $1,200 from the US.

The rice supplies (100,700 tons from the US and 49,600 tons from the EU) were almost
one third of the annual rice consumption of Russia. A mgjor part of the Russian rice operators
had to curb their independent commercia activities on the world market or refrain from working
with the Russian rice producers and concentrate on food aid supplies. The market infrastructure
built up in this market segment was undermined. A considerable part of food aid rice had not
been sold by the end of November 2000. In December 2000 a decision of the Inter-Agency
Commission reduced the price for rice from 7 rubles to 4.5 rubles per kilo. This will further
undermine the local rice market, but is the only way to get rid of these large stocks of food aid
rice.

With respect to other grains, USDA experts argued that the amounts of grain aid (about 5
million tons, total US and EU aid) are too small a proportion of total production (around 57
million tons in 1999) to significantly affect the market. For a price-inelastic product like grain, a
9% increase in supply could have a non-trivial effect on price. But in addition, this uses the
wrong comparator. Of the 57 million tons of production, all but 28.8 million tons were used on-
farm, and of this 28.8 million tons, most was traded in the form of barter or in-kind payments,
and so played a limited role in price formation and market development (see Table 1.7). Only an
estimated 12.9 million tons were commercially traded through market channels, so an addition of
5 million tons could have a very significant impact in this market segment. And again, the prices
at which the grain was sold were too low. The average price for the US food aid wheat (without
donations) was 1389 rubles per ton, while average domestic procurement prices for wheat were
in 1999: June —1458 rubles; July — 1534 rubles; August — 1383 rubles, September — 1542 rubles;
and October — 1765 rubles.

The distortionary impact on local markets has been widely recognized by Russian experts.
Experts from the Agrarian Market Trends Institute (IKAR) stated that low prices for food aid
pork destabilized the Russian pork market in 1999. Experts from the Agrarian Institute argued in
the press that a delivery of 74 thousand tons of poultry meat from the US “worked” against
Russian poultry producers who at that time (1999) had just started their intensive growth.

Furthermore, the attempt to establish a common sales price throughout the country was a
case of “pan-territoria pricing,” which has been a common practice of state-owned food
enterprises in developing countries, and is widely recognized to distort incentives. According to
Ms. I. Khramova®, in 1999 the regional price dispersion was at the level of 1996. Given this
relatively high regiona market price dispersion, fixing a uniform selling price for the whole
country created clear distortions, and marketing agents given incentives for corruption.

3" Khramova |, an article in the book: “Market Transformation in Agriculture: a ten years experience and
prospects’.- Moscow, 2000, p. 233
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Regiona Administrations also tend to treat food aid deliveries as “purely humanitarian
assistance” to the local population. In some oblasts, for example, Ulianovsk oblast, food aid rye
and wheat were used to bake cheap bread. The loaf of this so-called “gubernskyi” bread was 1.5
rubles, while in other regions this price was several times higher. This was in line with its
Communist policy, and, as it was pointed out by many Russian experts, “the cheapest bread in
the country” helped the Governor of this oblast to win election again this year. Unfortunately, the
oblast budget could not afford these subsidies: deliveries of food aid rye and wheat are till
unpaid.

The program also undermined market development by relying on former state entities to
sell food aid, capitdizing on the existing food distribution network and former staff of these
entities. Fair and transparent procedures for the state agents' selection were not followed.

Finally, food aid donors inflicted further damage by insisting on the imposition of export
controls to try to prevent the re-export of donated grain. They did this with good intentions to
prevent corruption, but the effect was to reinforce the old socialist tendencies to control exports,
which had been largely relaxed as a positive step toward a market economy.

VI. CONCLUSIONSAND RECOMMENDATIONS

Tradeand Pricing Policy

Policy discussions in Russia have tended to focus excessively on the amount of support
given to agriculture, rather than the forms in which it is given. Some types of support and
protection have much worse effects than others. Among trade policy instruments, quotas,
licenses, and similar quantitative restrictions on output, imports, and exports not only fail to give
clear price signals to producers and traders but also create opportunities for favoritism which, in
practice, often results in corruption. In addition, high levels of protectionism on imports reduce
the incentives to expand the production of exportables. At the federa level, the Russian
Federation has wisely avoided imposing high levels of trade barriers, with the result that few
products show substantial divergence between domestic and border prices, as demonstrated in
the analysis of NRPs in this chapter. Nonetheless, as indicated by the ERP analysis, the same
tariff on two final products can imply very different amounts of ‘ effective protection,” depending
on how important tradable inputs (i.e. fuel, feed-grains, machinery and equipment) are in the
production process and on how they are taxed. The analysis showed a greater degree of
divergence among ERPs of different products. And, significantly, there were enormous
discrepancies among ERPs of the same products in different regions, a reflection of different
regiona trade policies. The only way to guarantee a level playing field — avoiding large
disparities in support among different activities (dispersion of effective protection rates) - is to
make tariffs and subsidies low and uniform across al products - that is, tradable inputs and final
products.

On the federa level, the basic recommendation that comes from this analysis is to keep
tariff levelslow and uniform, and to consider phasing out current input subsidies. In their place,
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the government could consider using other support instruments that are WTO-consistent and do
not affect the incentive structure, such as area-based payments that are independent of (“de-
coupled from™) farmers current output or input decisions. These are now the major support
instrument in the US and other countries, and the EU’s recent revisions to the Common
Agricultural Policy move in this direction. The Executive Summary of this report elaborates on
the concept of decoupled direct income support.

Russia should also focus agricultural support on the establishment of requisite institutions.
Underdeveloped market institutes are a key issue of all economies in transition and especially
Russia, and investment in the development of such infrastructure is definitely a “green box”
measure.

On the regiona level, it is even more critica to abide by the principle that any support for
agriculture should be given in a form that does not change prices of inputs or outputs, since
policies that create lower or higher prices of aproduct in one region will require that region to try
to control the movement of that product into or out of the region. These kinds of policies have
resulted in the fragmentation of the internal market of the Russian Federation. Regions should
thus avoid trade barriers as well as support prices and input subsidies, but rather should channel
support through de-coupled area-based payments or support for rura infrastructure, research,
extension, etc.

Rural development and creation of an enabling environment for agricultural production
and adequate living conditions for rural dwellers should be an essentia component of the
regional agricultural policy.

Food Aid

Future food aid should be humanitarian aid (mostly ready-to-eat food) administered
through NGO channels and given (not sold) to the truly needy. Low income social groups can
receive food aid through Red Cross/ Red Crescent organizations. A food aid package might even
include some animal feed, which should be placed into the State Reserves, and distributed in
case of emergency to prevent wholesale slaughtering of livestock if fodder shortages occur.

Any other imports should go through norma commercial channels. If reluctance of banks
to issue letters of credit (LCs) is the constraint, the donor countries could more simply set up a
guarantee program for commercial imports. This could, in fact, be a win-win political strategy
for donors, since it could effectively eiminate their surpluses, while setting up commercial
contacts for the future, when the guarantees could be phased-out as banks become more willing
to issue letters of credit.



Chapter Three: Building a Competitive Agri-Food
Sector

Csaba Csaki

I. LAND REFORM AND FARM RESTRUCTURING

Land reform is not a new phenomenon for Russia. Indeed, by the time of the October
revolution of 1917, there had already been a number of major land reform initiatives. Land
nationalization and collectivization in the beginning of the Soviet era brought sweeping changes
to rurd life in Russia. Attempts to improve agricultural performance were also made during the
subsequent stages of the Soviet period with the view to raising the productivity of the large scale
collective farms while maintaining the state monopoly on ownership of land and alocation of
resources through central planning. At the beginning of the 1990s, as a part of the overal
political and economic transformation, the scope of objectives was also broadened in agricultural
reforms. It is more than one decade ago that a new phase of agrarian reform began, aiming to
transform the agricultural and food sector into a more efficient and productive system, based on
market principles and private ownership.

The land reform and restructuring of traditiona collective and state farms represents the
most critical component of the transition agenda in the food and agricultura sector. This agenda
also includes liberalization of the market environment, privatization of agro-processing and
trade, and the creation of a new institutional framework for agriculture. Measurable progress has
been achieved in all areas of reform. However, the progress has not been smooth. The pace of
agricultural reforms has been characterized by a continuous struggle between pro-reform and
conservative forces throughout the entire past decade. Because of the resulting tensions, and due
to the fact that the agricultural reform was taking place against the background of a system-wide
crisis in Russia, a deteriorating macroeconomic business environment and decreasing solvency
of the population, the government has been unable to implement a consistent set of policies
required to properly address the most critical reform issues. There has been only limited progress
in land reform and farm restructuring, which is the subject of this section. Though the
agricultural sector has been showing some economic growth over the last three years due to an
improved situation in the domestic agri-food market, enhanced investment activity and initia
redistribution of assets of insolvent farms in favor of efficient users, such growth is not yet
sustainable. The overall performance of the sector to date indicates that reforms in the farming
sector have not yet succeeded in improving efficiency and productivity.

TheLegal Framework for Land Reform

Since the late 1980s, several laws were enacted that formed a new legal basis for land
reform and restructuring of large agricultural enterprises. This new legal framework consists of
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the congtitutions, laws, decrees, and other documents issued at the governmenta leve from the
federa to the local. The evolution of the legal framework for new land relations and farm
restructuring has taken place in three magjor phases. During the first stage (1989-1990), till in the
Soviet era, legidation alowed for the creation of non-state agricultural enterprises as
cooperatives, provided the legal basis for individua farming, and land leasing. The second stage
(1991-1993) formed the procedures for privatization of state and collective farms, including the
determination of land and non-land entitlements, and securing their holders wide-ranging rights.
In the most recent stage (1994-present), legisative attention shifted to creating a more precise
legal framework for restructuring large agricultural enterprises, and toward establishing legalized
private ownership of land, and land markets. The government has put much effort into the
development of a land cadastre system that provides physical descriptions of land parcels and
can be used to support a system of registered ownership rights for real estate.

The new legal framework has created a foundation for significant change. Unfortunately,
however, some fundamental steps required by the creation of a fully-fledged market-based
agriculture have yet not been redized, and significant legal problems and contradictions still
exist, even in regard to the most basic issues of agricultural land ownership. In a regional
comparison, the legal framework in Russian farming is far less conducive to an efficient private-
based agricultural sector than in the countries of Central and Eastern Europe, and, indeed, in
many of the other former republics of the Soviet Union.

The most important shortcomings are as follows:

* Though private ownership of agricultura land is recognized, the legal framework is not
sufficiently clear in terms of the “boundaries’ of this ownership. While the legal definition of
individual (physical persons), corporate, and collective ownership has been clearly stated in
the Constitution of the Russian Federation and the Civil Code of the Russian Federation,
agricultural land ownership rights still remain ambiguous. Abovedl, itisnot clear what land
management rights (sale, lease, or collateral) the owners of land plots have.

» At present, foreign physical persons and legal entities may use agricultural lands on a lease
basis. The future of this issue remains unclear, due to the generally negative public attitude
towards foreign ownership. As another option, foreign investors may form Russian legal
entities to get ownership of agricultura land in Russia. Some republics like Tatarstan do
allow private land ownership by foreigners in their local legislation, however that has not
resulted in any significant interest in agricultural land from foreign investors.

» Legidation regarding the status of individually owned land shares in the collective
enterprises is clear, yet there is till a lack of clearly defined procedures necessary for
transferring share ownership into full ownership of a physically defined parcel. One reason
why these procedures have yet to be defined is that there is a concern that, while
implementing this process, land fragmentation may develop, and this will consequently result
in the future need for costly land consolidation procedures.

» While the civil code explicitly permits the purchase and sale of agricultural land, the current
legal framework as a whole only effectively allows the sale of public and municipa land
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plots associated with land shares, as well as household plots, garden plots, and other lands
belonging to the population. Other agricultural land can only be sold back to the state or
transferred to heirs. The only active segments of the land market are the case where
agricultural land is purchased for subdivision and future construction of private homes, and
the market for “gardens’” and “summer homes” in suburban areas near large cities and in the
southern part of the country. A legal framework and procedures for guiding land markets, as
exist in market economies, have not yet been devel oped.

» Dueto remaining uncertainties in the federal legislation regarding land ownership issues and
delays in resolving these issues, several regions have tried to fill the legal vacuum by
adopting their own “land codes.” Y et the way this was done has only added to the confusion
about private property rights to land, rather than providing a solid legal basis for land
ownership. Some of the regional laws, such asin Saratov Oblast, acknowledge unrestricted
private ownership of land and allow the free trading and mortgaging of farm land. On the
other hand, in some communist-led Oblasts (the so-called “red belt” area from Tula to
Krasnodar), regiona parliaments passed legislation explicitly prohibiting market transactions
in land. When these are in apparent conflict with the rather vague federal legidation or the
constitution, it is unclear what legal framework takes precedence.

» The attempts that were made in regions like Saratov to sell agricultural land at auction have
also demonstrated the extremely low demand for agricultural land and extremely low
agricultural land prices. While mortgage institutions are not interested in issuing loans with
agricultural land being used as collateral, the value of agricultural land remains so low that,
even if those financing mechanisms were in place, they would not have been able to provide
the level of financing necessary for efficient farming operations. There are severa underlying
reasons for the low land prices, including the generally unprofitability of farming, but the
uncertainties surrounding the legal status of land ownership also contribute to reducing the
demand and price.

* In most cases farm restructuring and the consequent distribution of land has been carried out
without prior agricultural land use planning. That has not only resulted in further soil
degradation and general damage to the environment, but has also had a negative impact on
the production potential of newly established farms.

» The absence of aunified cadastre that also includes descriptions of improvements attached to
land, limits investment opportunities in agriculture. While the land cadastre system is
operational throughout the country, and is supported by existing legidlation, the data
contained inside it are limited to physical description of land surface boundaries of land
parcels and other related easements and servitudes. The government has already made the
decision to develop a unified cadastre of real estate that would cover both land and
improvements on the basis of the existing land cadastre system.

Changesin the Farming Structure
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As a result of the privatization and the farm reorganization progress, there has been

significant changes in land ownership, as well asin the contribution of various farming sectors to
the overall agricultural output. Asasign of delays in genuine farm restructuring, the pattern of
land use, however, has remained virtually unchanged.

The structure of agricultural land ownership may be characterized by the following data. As
of January 1, 2000 some 129.6 million ha of land were transferred into private ownership,
97.3% of which has been agricultural. The provision of land shares formally transferred the
majority of the agricultural land (117.6 million ha) ownership into private hands. According
to the OECD, at the end of 1997, 62% of agricultural land was considered privately owned,
while the remaining 38% was till formally owned by the state or loca municipalities
(educational farm facilities, breeding farms and etc.). The majority of privately owned land,
however, isin the form of land shares and is used by successor structures of the former state
and collective farms. However, only about 50% of the farms legaly secured the use of such
land by entering into land share lease agreements or contributing the land shares into the
authorized capital.

Table 3.1 reflects the use of arable land. The structure of land use has not significantly
changed during the last several years. The various forms of agricultural enterprises still farm
on most of the land (81.9%), while share of household plotsis only 6%, and individual farms
control 6.9%. At the same time, official land records reflect the actual land use by different
types of farms rather inaccurately, especially with respect to household plots whose owners,
in addition to the land formally given to them, also use some lands belonging to agricultural
enterprises (so-caled field alotments) and rural municipalities (mostly pastures and
hayfields). According to the Agrarian Institute, the actual area of agricultural lands used by
household plotsis about 28 million ha.

Table3.1: Land Use Structure by Farm Type and Land Use Type, as of Jan. 1, 2000

total area aréa used as
arableland fodder area
in million hectares
Agricultural land, total 197.6 120.9 72.6
- agricultural enterprises 161.8 104.0 55.3
- household plots 119 49 5.7
- individual farms 135 104 31
in percent, by farm type
Agricultural land, total 100.0 100.0 100.0
- agricultural enterprises 81.9 86.0 76.2
- household plots 6.0 41 7.9
- individual farms 6.9 8.6 4.3
In percent, by land use type
Agricultural land, total 100.0 61.2 36.7
- agricultural enterprises 100.0 64.3 34.2
- household plots 100.0 41.2 47.9
- individual farms 100.0 77.0 23.0

Source: Agro-Industrial Complex in Russia, Goskomstat, 2001, p. 12.
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» Due to the growing dependence on household plots, the bulk of production has shifted to the
private sector. In 2000, 53.9% of the total agricultural output came from the household
sector, an additional 2.5% came from individua private farms, while the statistically
measured contribution of the large-scale farming sector was only 43.1%. This picture reflects
the failure of the large-scale farming sector to improve efficiency and productivity in a way
one might have anticipated in a market economy environment. However, it should be noted
that the output of agricultural enterprises increased by 5.4% in 1999 relative to 1998 and
4.5% in 2000 relative to 1999 while the respective figures for household plots and other lands
belonging to the population were 2.9% and 4.4%. As a result, the share of agricultural
enterprises in gross agricultural output increased from 39.2% in 1998 to 43.1% in 2000 while
the share of household plots reduced from 58.6% to 53.9%.

The comparison of the output of large-scale farms to actua land use, suggests that a
significant portion of resources and outputs of large-scale farms are being utilized through the
household plots.

Household Plots and Other Lands Belonging to the Population

According to officia statistics, in 2000, about 6.1 million ha was used by about 15.5
million household plot owners, with plots averaging 0.39 ha. In addition to household plots, the
category of lands belonging to the population includes collective and individual gardens kept by
about 14.1 million households on the total area of 1.3 million ha, with the average plot size of
0.092 ha., as well as collective and individual orchards and vegetable gardens kept by 5,134
thousand households on the total area of 437 thousand ha, with the average plot size of 0.085 ha.

Initialy, the household plots were designed to produce products mainly for self-
consumption. However, aready during the communist era, these plots were used to produce
products for the market. But in this transition period, their production remains largely oriented to
self-consumption and not the market. Many families are able to survive only due to production
from their household plots. The share of marketed production in the total production of grain,
potatoes, vegetables, and eggs in household plots did not exceed 10% in 1999; the marketability
of milk production was 16.8%, for cattle and poultry it was 23.4%.

Currently, about 54% of total agricultural output is produced by the household farming
sector, and the share of household plotsis even higher in vegetable, potatoes and fruit production
(see Tables 3.2 and 3.3). These statistics show the significant (but largely invisible) linkages that
have developed between the household and the large-scale farming sector. The large-scale
farming sector provides inputs and services for the household sector. A significant portion of
large-scale farm output is used by livestock activities of the household plots, as well as, utilized
through the household plots. Aswas indicated earlier, the high indebtedness of large-scale farms
has often led to situations where household plots are used as a shelter against outside debt
collection and tax obligations. Loca rural administrations also support household plots by
renting them hayfields and pastures belonging to the municipality, etc.



52

Csaki

Table 3.2: Share of Farm Typesin Total Production, 1995-2000, in percent

Agricultural enterprises

Household plots

Individual farms

1995 1998 1999 2000 1995 1998 1999 2000 1995 1998 1999 2000
Grain 944 922 920 90.7 0.9 1.0 0.9 0.9 4.7 6.8 7.1 8.4
Sugar beet 959 952 938 944 0.6 0.8 0.8 0.7 35 4.0 5.4 4.9
Sunflower seeds 863 876 861 844 14 15 13 14 123 109 126 142
Potatoes 9.2 7.8 7.0 6.5 89.9 912 920 924 0.9 1.0 1.0 11
Vegetables 253 186 209 199 734 796 770 779 13 18 21 2.2
Meat, incl. Poultry 502 415 387 406 482 568 593 574 16 17 2.0 2.0
Milk 571 501 491 478 414 483 492 505 15 16 17 1.7
Eggs 694 695 700 708 302 301 297 288 0.4 0.4 0.3 0.4
Tota GAO 502 392 408 431 479 586 567 539 1.9 2.2 25 3.0
Source: Agro-Industrial Complex in Russia, Goskomstat, 2001, p. 13.
Table 3.3;: Animals by Type of Farm, 1994-2001
1994 1996 1997 1998 1999 2000 2001
Number of animalsin all farm types, in million heads

Cattle 433 39.7 35.1 315 285 28.0 27.2

0.W. COWS 18.4 17.4 15.9 145 135 13.1 12.7

Pigs 24.9 22.6 19.1 17.3 17.2 18.3 16.4

Sheep and goats 345 28.0 22.8 18.8 15.6 14.8 144

Percentage share of agricultural enterprisesin

Cattle - 69.8 67.5 65.3 63.4 62.3 60.7

o.w. Cows - 60.0 57.6 55.4 53.7 52.6 51.1

Pigs - 65.0 60.4 58.0 56.9 54.6 51.4

Sheep and goats - 48.2 43.6 38.6 34.8 32.7 314

Per centage share of household plotsin

Cattle - 28.7 31.0 331 34.8 359 374

o.w. Cows - 38.4 40.8 42.9 444 455 46.9

Pigs - 334 37.9 40.2 42.9 42.9 45.9

Sheep and goats - 47.9 52.4 56.3 59.7 61.8 63.3

Percentage share of individual farmsin

Cattle - 15 15 16 18 19 1.9

o.w. Cows - 16 16 17 1.9 19 20

Pigs - 16 17 18 0.2 25 2.7

Sheep and goats - 39 4.0 51 55 5.5 5.3

The role and the future of the household plots is frequently debated issue in Russian
agriculture. Agricultura policy makers tend to neglect this sector, though it provides the bulk of
the agriculture and food commodities for the country. The support services and input supplies
remain tied to loca large-scale farms, to which household plot users belong. There is no
government strategy to support productivity enhancement in this sector. The current role of the
household sector is obviously a sign of the failure to create a market-based, more productive,
agricultural sector. In the case of accelerated restructuring of large-scale farms and the
emergence of private-based commercial farming activities, the current type of household farming
is likely to undergo a significant transformation. Most household plots would become part-time
or hobby farms for their owners as has happened in Central and Eastern Europe. Some household
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plots characterized by a highly commercialized production would become individua farms. If
large-scale farming remains asit is currently configured, the present household “farming” system
will remain a long-standing phenomenon. Accordingly, public goods should be provided to
household plot owners (either directly, or under the umbrella of a large-scale farm) on a short-
term basis to enhance productivity and quality in this sector.

Individual (Family) Farming

The individual family farming sector, operates on 13.5 million ha or about 6,9% of
agricultural land in Russia. After the demise of the Soviet Union, the number of individua
family farmsincreased quickly to 280,000 by 1995. In recent years, however, development of the
individual farming sector has stopped and the number of individua farms has even declined
somewhat from 1995 levels to 261.7 thous. in 2000. The initia rise in the number of farms was
supported by several factors, including preferential credits and relatively easy access to
machinery. This situation has changed in recent years. Currently, individua family farms are
facing serious operational difficulties and are a'so handicapped by the lack of competitive input
and output markets.

By the beginning of 2001 an average individual farm operated on about 58.3 ha, with the
average farm size increasing every year. However more than 50% of individual farms have less
than 50 ha. Fourteen percent have less than 3 ha (see Table 3.4).

Table 3.4: Land Use Structure by Individual Farm Size (as of Jan. 2000)
number of farms sharein number tota areaof faams shareintota area

[1000] [ percent] [ 1000 ha] [ percent]
landless 16 0.6 - -
<=3 ha 37.3 14.3 88.6 0.6
4-5ha 24.0 9.2 107.2 0.7

6-10ha 37.8 145 306.9 21
11-20ha 45.3 17.4 757.3 5.3
21 -50 ha 52.3 20.0 1,936.2 135
51-70ha 17.2 6.6 1,092.9 7.6
71- 100 ha 154 5.9 1,345.6 9.4
101 - 200 ha 185 7.1 2,765.2 19.2
> 200 ha 116 4.4 5,984.2 41.6
total 261.0 100.0 14,384.1 100.0

While the total land area operated by individual farmers is increasing, the amount of
agricultural land owned by individual farmers is shrinking, with individual farmers preferring to
lease land from local municipalities and owners of land shares.
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Figure3.1: Number of Individual Farmsand land area used by
them
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The modest accomplishments in establishing individual private farming have been modest

for avariety of reasons:

Political and Legal Uncertainty. Controversy over the outline of the general reform
program has distracted the attention from the sectora agenda, and frequent changes of
legidation have created a sense of uncertainty about the future course of reform.

Lack of Supportive Environment. Functioning markets for farm inputs and products have
not yet emerged, which impedes successful operation of the new privatized agriculture. The
financial sector is in disarray. Mortgage finance is an important instrument of agricultural
lending for private investment, but its development requires security of tenure, legd title to
land that can be used as collatera, and existence of land markets that can provide an
objective valuation of land. Land markets do not fully function at present because sales of
some types of privately owned agricultural land are still  subject to a moratorium, despite
repeated attempts by the government to change the law. Fully functioning land markets,
including unconstrained purchase, leasing, and mortgage of land is necessary if Russia is to
develop its potential for high-yielding, high-value agriculture, which is consistent with its
natural endowment and is essentia for supporting rura incomes.

Inadequate M echanisms for Restructuring and Exit. Procedures for further restructuring
a the farm level are still inadequately developed, and individuals and farm managers lack
basic information about available options. The mechanism for exiting collectives with land
and assets is hardly operational. Legally accepted procedures have to be developed for
groups of shareholders to present a proposal of separation, or less radically, a proposa of
internal regrouping, including specification of the land and assets the group would like to
receive for its use. Procedures are also needed for adjudication of disputes that arise when the
remaining shareholders do not approve a specific separation proposal. (At present, such
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procedures are stipulated in Presidential decrees and Government resolutions rather than
federa laws).

* High Risk and Lack of Instruments for Risk Management. Political uncertainty, lack of
clarity in program design, and macro-economic instability create a risky environment for
private farming, and yet even basic instruments such as secure savings and insurance are not
available. Continued high inflation increases the risk for agricultural producers, and
encourages the retreat from markets into interna distribution and inventory accumulation.
Participants in land reform and farm restructuring are likely to opt for remaining within
larger collective units, where distributions in kind provide a hedge against erosion of cash
incomes.

The role and future of individua family farming has been a long debated issue which
cannot be separated from the future evolution of the large-scae farming sector. In Russia, this
sector has developed slower over the last decade than many western observers and local experts
had anticipated. The above mentioned constraints prevented the individual farming sector from
becoming a major component in Russian agriculture. Right now, all the components of the
farming sector: large-scale farms; household plots; and individual farms, have major efficiency
problems and are constrained by federal and local policies and inadequate markets. The
unavoidable further change in the large-scale farming sector and the pressure of farm debt will
most probably lead to a new configuration in the relative roles of the various current farming
components. While it is not probable that individual farming will attain a role like that in
Western Europe and North America, their role will undoubtedly be a substantial one, if hard
budget constraints and transparent financial policies are imposed upon the sector (especially on
the large-scale farms).

Table 3.5: Structure of Farming Enterprises

The Evolution of the L ar ge-Scale Far ming Sector by Type, as of Jan, 2000 (%)
per cent
Since 1991, there have been continuous attempts  joint stock companies, open 38
to reorganize the large-scale farms and improve their  Joint stock companies, closed 14.3
efficiency and productivity. These attempts, however, Limited partnership 14.8
have not brought significant results, since the  Association of farms 2.6
reorgani zation was mainly restricted to changes in legal ~ Cooperatives 33.0
form (provision of land and asset shares to members).  Kolkhozes (non-restructured) 13.0
By the end of 1999, 68% of former state and collective ~ Collectivefarms 2.5
farms had registered in new legal forms, but only afew  Sovkhozes 3.7
actualy broke up into smaller, successful enterprises, i€ Enterprises >3
) : Other 4.2
and relatively few members left to form their own TOTAL 100.0

individual farms. In January 1997 there were 27,000
large and medium agricultural enterprises compared to 25,500 in 1991. In addition, more than
14,000 small enterprises (less than 50 employees) were partially engaged in some sort of
agricultural production. Table 3.5 shows the various forms of large and medium farming
organizations that emerged in the transition. Although formally more than two-thirds of the large
farms can be listed as operating under a new structure, the actual changes in farm operations
have been very limited.
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Most of the large-scale agricultura enterprises have distributed land and asset shares to
their members. This has included the distribution of 117.6 million ha of agricultural land to 11.9
million individuals living in rura areas. As of January 1, 2000 only about 65% of them have
made the decision as to what to do with their land shares and more than 92% of them have
preferred to lease their land back to large farm enterprises. About 3.3% of land share owners
have preferred to invest their land shares into the capital stock of large corporate farms (most of
which have emerged from former state and collective farms). Most of the land operated by large
farming enterprises is not owned by them, thus creating uncertainty and instability in that sector.
Y €, the internal structure has largely remained a ong the lines of the former collectives, and only
a few instances have been noted of imaginative and creative efforts to re-organize these farms
into smaller, functionaly independent, and more efficient units.

In addition to the changes in legal form and the initial steps toward privatization, one can
also observe significant further evolution of large-scale farms. There is only a small percentage
of large-scae farms that continue to operate successfully while maintaining the traditional
collective farm approach. Basically, four different paths of change can be noted:

* Break-up. Thisis the most radical mode of change, resulting in complete liquidation of the
old farm and its division into smaller, but often still relatively large-scale owner-operated
family farms, agricultural cooperatives, or other lega forms of operation. Economically, and
technically, this re-organizational pattern offers the greatest potential for efficiency and
productivity improvements.

» Privatization and ownership concentration within the previous framework. In this case, the
large farm property and land entitlements are concentrated in the hands of a small group of
owners (in most cases the former managers) through the purchase, exchange, and leasing of
land shares. These farms have retained skilled and motivated personnel and are capable of
operating profitably. These enterprises are already large commercial farms, with a few
(sometimes only one) operators, and employ only asmall number of permanent workers, and
lease additional land from local residents. This model aso offers a path toward more
efficient and effective farming. Without the creation of aternative job opportunities and the
recovery of the surrounding non-agricultural, rura economy, this model might not be social
acceptable to the mgority of former members of state and collective farms.

» Shelter for private operations in the framework of household plots. In this case, the large-
scale agricultural enterprise preserves its status and continues to operate, however, in reality,
the main reason for its continued existence is to support the members’ individual farming
operations on the basis of their household plots. The large farm assets are used mainly to
serve household plots to provide inputs, specialized marketing and machinery services, and
to produce feed for household livestock operations. The large-scale farm also functions as a
hedge against taxation and repayment of accumulated debt. These farms are mainly engaged
in barter exchange, and other non-monetary transactions, while the cash-based transaction
are handled on an individual basis by the members, and provide a conducive framework for
moving toward family-based private farming.
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» Technical bankruptcy and continuing deterioration. In this case, the large-scale farm still
maintains itsinitial framework and collective mode of operation, with declining productivity
and worsening financial results. This type of farm is typified by an increasing debt overhang
and very low motivation on the part of its members. There are hardly any new investments
in such farms and the initial capital stock is gradually withering away.

According to several estimates, up to now, only about a maximum of 10% of the large-
scae farms belong to the first two groups mentioned above, or farm successfully according to
the old pattern. The remainder of the farms belong to the third and fourth categories, with
declining outputs and productivity. The high indebtedness of these farms has made the so-called
“farm-debt problem” the most visible sign of failure in farm restructuring efforts, as well as the
most significant roadblock for meaningful change.

While the restructuring of Russia's large-scale farms has the potential for improving
productivity and efficiency of agriculture, the accomplishments (similar to Ukraine), have been
very modest. The major reason for thisis that the overall economic and policy environment has
not improved. Quite the contrary, it has remained the major impediment to creating market-based
agriculture enterprises. Additionaly, the lack of a recovery in the non-agricultural parts of the
rural economy have further limited the scope of any meaningful restructuring in the farming
sector.

Comparative andysis of al ECA countries suggests that genuine macro-economic and
political reforms and overall economic recovery are the driving forces for reform and economic
recovery in the agricultural sector. Countries in the advanced stages of overall economic reforms
with healthy GPD growth also show respectable agricultural performance. General economic
recovery is closely correlated with market-oriented policy and institutional reforms. Thus, it is
hard to expect significant recovery in Russian agriculture, despite restructuring efforts, aslong as
economic decline continues and as long as policy and institutional reforms remain sluggish.
Under the current overall economic and policy environment in Russia, even the international
donor-sponsored farm restructuring projects backed by significant resources (such as the famous
Nishni-Novgorod experiment) have had only limited results, and therefore never became a basis
for nation-wide farm restructuring programs.

The prospects for meaningful farm restructuring, and for Russian agriculture in general,
will largely be determined by a willingness to adopt a number of basic policy measures:

¢ macroeconomic stabilization that would lead to an enhanced demand for agricultura
products,

e drastic reduction of government intervention in agriculture (including intervention in grain
marketing and farm exports);

* radical changeininimical attitude of local bureaucracy to rural reform and relaxation of the
inflexible bureaucratic procedures inherited from the administrative command regime;

* introduction of hard budget constraints and imposition of strict financial discipline on farm
enterprises (to be implemented in conjunction with a comprehensive program of old debt
restructuring and a tangible threat of bankruptcy proceedings for farms that default on new
debt);
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* revision and simplification of the complex and onerous tax system for agriculture;

» development of aternative employment opportunities in rural areas to allow shedding of
agricultural labor as a prerequisite for productivity improvement; and

» gpeedy resolution of the impasse with maintenance and development of rura society
infrastructure through allocation of necessary budgets to local governments.

Farm-restructuring projects implemented by international donors unquestionably made an
important contribution to Russia on the level of technical assistance: people participating in these
projects are much better informed about their options and much more motivated to stand on their
rights than the average rural resident. They have accumulated significant positive experience and
a substantial knowledge base for further work. Y et the long-term success of these rurd initiatives
and their country-wide acceptance depend on the emergence of a supportive policy and
institutional environment, and the ability of the Russian government to achieve the beginning of
an overall economic recovery, aswell asreal reform and restructuring of the farming sector.

The Challenge of the Farm Debt Problem and the Future of Large-Scale Farm*

Farm Profitability and Indebtedness Figre32 Raomntaged UnprditedleFarmEnterprises

The failure of farm enterprises to
restructure their operations in response to
changes in the macroeconomic environment
accelerated the general decline in the ability
of farms to generate profits. The number of
non-profitable farms in Russia increased
dramatically during the 1990s (Figure 3.2),
and amost 90% of al Russian farms (similar
to Moldova and Kazakhstan) were
unprofitable in 1998. Unwillingness or
inability to change the cost structure and the
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! This section is based on Csaki, Lerman, Sotnikov, “ Farm Debt in the CIS: A Multi-Country Study of the Major
Causes and Proposed Solutions” World Bank Discussion Paper, 2001 (forthcoming.)
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for internal needs, consumption, and possibly barter.
» The efficiency with which assets are employed to generate sales (the sales-to-current assets

ratio in Table 3.6) is declining over time.

* Beginning from 1996, the vaue of sales was not enough to cover current liabilities of the

average farm.

» Since 1995-96, cost of goods sold in Russia exceeded sales revenue, profits were negative

(losses).

« Labor costs per unit of sales are generally declining. This, however, is primarily a reflection
of the faster increase in the cost of industrially manufactured inputs, and not the result of a

decreasing labor force.

Two additional factors inherited from
the command economy are generaly
regarded as effectively reducing the level of
farm profits. These factors are maintenance
of rura socia infrastructure and support of
the production activity of household plots.
Expenditures on socia infrastructure are
included into production costs of typical farm
enterprise and may lead to lower profitability.
In Russia the decison to transfer the
responsibility for social assets to local
governments was made in the mid-1990s.
These decisions have not been implemented,
however, due to insufficient budgets in local
communities. On the other hand, the
compensation that farms receive from the
central government for social infrastructure
maintenance has decreased. In Russia, only
10% of the actual expenses on provision of
socia servicesis reimbursed from the budget.
There are no reliable estimates of the share of
socia infrastructure costs in total farm

Table 3.6: Major indicators of sales performance and
debt

1994 1995 1996 1997 1998
Salesin percent of grossagricultural output
Belarus 72 76 75 74 70
Kazakhstan 59 84 79 61 71
Moldova 89 80 78 75 54
Russia 46 56 44 48 51
Ukraine 67 51 51 54 53
Sales-to-current assets
Bearus 0.87 145 136 139 108
Kazakhstan 0.84 1.00 111 1.14 0.92
Moldova 1.02 1.05 0.98 112 0.78
Russia 1.14 0.94 0.80 0.75 0.74
Ukraine 1.68 1.01 0.92 0.84 0.76
Cost of goods sold per unit of sales
Bearus 0.90 088 091 092 097
Kazakhstan 1.08 119 1.22 1.30 1.53
Moldova 0.89 103 109 109 119
Russia 113 1.03 1.30 1.34 1.36
Ukraine 0.54 0.78 1.00 1.13 1.25
Labor cost per unit of sales
Belarus 0.21 0.27 0.26 0.21 0.25
Kazakhstan 0.36 029 025 031 034
Moldova 0.44 038 035 029 033
Russia 0.55 036 038 037 035
Ukraine 0.34 0.35 041 0.45 0.47

costs. The problem is probably less
serious than is generaly believed,
because the overal level of socid
expendituresis declining over time.

Two views of farm debt over
time — in nominal US dollars, and in
real index numbers (Figure 3.4) — show
significant accumulation of debt in
Russia during the 1990s, as was the
case for other countries in the CIS as
well. The total farm debt for the five
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billion in 1997, more than double the dollar level of debt in 1994 (Table 3.6). Because of its
sheer size, Russia accounts for the lion’s share of total farm debt in CIS: 70% of the five-country
debt in 1997. It is followed by Ukraine (20%), Kazakhstan (5%), and Moldova and Belarus (2%
each). The sharp devauation of the Russian ruble in 1998 produced a pronounced downward
adjustment of the dollar farm debt in Russia By officia figures (which may not be directly
comparable to those in Table 3.7), the debt per farm stood at $340,000 in January 2001 (see
Table 3 in the Executive Summary).

The pattern of increases in farm-level debt (i.e., debt per farm enterprise) between 1994-
98 is on the whole similar to the pattern of growth in total country-level debt. Thisis so because
the number of farms in each country remained relatively constant, and the per-farm debt
generally tracks the total farm debt. The average debt per farm in Russia in 1998 was about
$421,000, which was second largest among the CIS countries examined (Table 3.7).

Can agrlculture repay Its Table 3.7: Average Debt Per Farm, 1994-98 (US$ ‘' 000)

governments need to intervene in the Debt per farm enterprise (US$  000)

near future with massive debt write- Belarus 108 169 272 262 345
off programs at the expense of the Kazakhstan 706 843 709 428 3%
taxpayer? The output produced by the '\R"J’S';{'Zva ig; j:g Zg; ‘7‘:; jg‘j
agricultural sector is the main source Ukraine 18 203 a3 486 465

of repayment capacity. The ratio of
farm debt to gross agricultura product increased significantly for al CIS countries (except
Belarus). The level of farm debt in Russia in 1998 was equal to 84% of the annual agricultural
product, up from about 37% of product in 1994. Almost one full year’s agricultural product is
thus needed to repay the sectoral debt. In the US, farm debt is less than 40% of output, and this
ratio has remained constant over time. The increasing trend and the actua level of farm debt
relative to agricultural product in Russia seems to suggest that debt repayment from resources
generated by the sector itself may be problematic.

Another indication of an increasing burden of farm debt in Russia is provided by the
ratio of farm debt to GDP. The share of farm debt in GDP doubled between 1994-98. The burden
of the farm debt on the government budget is expressed by the ratio of farm debt to budget ratios.
This ratio, in Russia, is 18%, and does not appear to be a strikingly high number. The fact that
the farm debt share in the government budget more than doubled, when compared to 1994,
indicates, however, the worsening situation.

Why Debt is Accumulating

Technically, farm debt is growing because of inadequate farm profits. On a substantive
level, however, the accumulation of debt is attributable to lax financia discipline made possible
by the persistence of soft budget constraints.

In market economies, the allowable level of debt is limited by the risk of bankruptcy.
Farms, as all business enterprises, operate under hard budget constraints: if they are unable to
generate sufficient profits to repay their financial obligations, they go out of business. In socialist
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economies, on the other hand, farms operated under soft budget constraints. they aways relied
on flows of funds from the state to cover their losses and repay their debts. The mentality of soft
budget constraints apparently has persisted in Russia during transition. Unprofitable farms with
steadily rising levels of debt do not go bankrupt. There are no self-limiting risk mechanisms on
the amount of accumulated debt. They are able to continue borrowing from suppliers, from the
state, and sometimes even from commercial banks, presumably because everybody — the
borrowers and the lenders — believe that the government will not let the large farm enterprises go
bankrupt and will continue to arrange for periodic bailouts.

Persistence of soft budget constraints makes debt accumulation possible, while lack of
profitability makes debt accumulation necessary. Lack of profitability in Russian farms can be
attributed to a mix of two broad groups of factors: externa policy-related factors and internal
farm-level factors.

External factors related to government policies — elimination of direct producer support,
control of food prices exacerbating the deterioration of terms of trade for agriculture, restrictions
on trade in agricultural commodities — certainly have a negative impact on farm profitability and
thus lead to accumulation of debt. More important and more fundamental, however, are the
internal farm-level factors related to the traditional collective farm structure, which basically has
not changed during the decade of farm reorganization in Russia.

» Thefarm enterprises have not reduced their size to more manageable dimensions.

e Farm managers are till committed to provide al members with jobs, regardiess of cost-
efficiency considerations.

» Farm enterprises are obliged by tradition and sometimes by government pressure to maintain
the socia infrastructure in the village, including the traditional free support to household
plots.

* Farm operations remain largely production oriented, with no overriding emphasis on
markets, consumers, and sales: some farm managers are still production maximizers, not
profit maximizers.

»  Member-workers continue to function in a traditional collective environment, without any
direct accountability for the results of their effort or their contribution to profits and losses.

All these internal reasons are obstacles to improving the cost-efficiency of farms and
necessarily lead to suboptimal profits. Aslong as Russian farms continue their strategy of formal
reorganization, avoiding radical internal restructuring prescribed by market principles, they will
not be able to improve their efficiency and profitability.

Y et the governments’ attitude and policies in Russia create only modest incentives
for the farms to restructure. Persistence of soft budget constraints allows unprofitable farms to
continue to exist and does not create any pressure for restructuring and interna reform. While
production targets have been largely eliminated, both central and regional governmentsin Russia
often set fixed procurement prices and demand preferential deliveries to state organizations
instead of purchasing food products through market channels at competitive prices. In return, the
governments compensate the farms with soft credits for these loss-making operations, as well as
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for their specia role as caretakers of the social rural infrastructure and providers of lifetime
employment to rura population.

The ultimate solution to improving profits and thus reducing the burden of debt is
basically internal. In response to changes in the economic and politica environment, the farms
must reorganize and restructure for greater cost efficiency and higher productivity. This is what
farms in market economies normally do to remain profitable in a changing world, and this is the
lesson that farms in Central and Eastern Europe successfully adapted to their transition in the
1990s. Government policies, in turn, must be changed to eliminate the disincentives that have so
far prevented most farms from switching to a genuine market orientation. Specificaly,
government should stop imposing loss-making activities on farm enterprises, on the one hand,
and cease dlocating morally destructive soft credits, on the other.

Attempts to Resolve the Farm Debt Problem

The policy instruments that were used during the 1990s to deal with farm debt in Russia
changed from write-offs and unconditional rescheduling to conditional rescheduling and
financial rehabilitation (Figure 3.5). Application of the bankruptcy law to agricultureis still very
limited.

In 1998, the government decided on massive rescheduling of farm debt for five years,
with payments to start from January 2000 at an annual interest rate of 5% on outstanding debt.
The 1998 rescheduling was conditional on the farms’ ability to continue discharging their current
obligations in a timely manner. The deferment included 5.7 billion rubles to the federal budget,
10 hillion rubles to the pension fund, 2.5 billion rubles to social security, 1.5 hillion rubles to
medical insurance, and 1.5 billion rubles to unemployment insurance. The social security fund
and unemployment insurance wrote off al penalties for previous non-payments. Another 3.5
billion rubles was written off in 1999 as a compensation for regions with unfavorable natural
conditions.
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Figure 3.5: Russia - Government Rescheduled Debt to Agriculture (min.
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One of the weaknesses of the present debt rescheduling schemes in Russia is the lack of
coordination between various creditors and suppliers that have the right to block the farms
accounts in case of nonpayment. While relief from government debt ensures that the government
will refrain from blocking the farm’s account, there is no guarantee that another parastatal — a
power utility or afuel supplier —will not put a new restraint on the farm.

The participation of agricultural producers in debt rescheduling programs in Russia is
voluntary, and only few farms decided to take part, presumably because of the compliance
conditions attached to the scheme. Bankruptcy is regarded as a viable alternative to debt
rescheduling. So far, however, there have been very few applications of the bankruptcy law to
farms. The government body in charge of bankruptcy proceedings decided back in 1994 not to
engage in farm bankruptcies, concentrating its limited resources on monitoring the financial
performance of much larger debtors. As aresult of this policy, only 71 of 27,000 farmsin Russia
were involved in bankruptcy proceedings as of 1999.

The efficiency of the bankruptcy law depends on severd criteria

» Thedefinition of insolvency;
» Opportunities for financial rehabilitation; and
» Theorder of priority of creditors’ clamson farm assets.

According to the Russian Law on Bankruptcy, any company (not necessarily a farm) can
be declared bankrupt if it does not pay its obligations within three months after due date and the
level of debt is at least 500 times the minimum wage. The decision of the Arbitration Court is
needed to declare a company bankrupt.
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In Russia, the bankruptcy law is biased against the rights of the creditors. The claims of
secured creditors are preceded by the claims of bankruptcy administrators (court and
administration expenses) and the claims of members and workers (disability and health claims,
wage arrears, socia payments), while unsecured non-government creditors are at the bottom of
the order of priority.

The Russian order of priority is similar to that in Germany, Holland, Hungary, and
Poland (Table 3.8). In the USA, on the other hand, secured creditors have the first priority in
settling claims, (asimilar situation is observed in the Czech Republic).

In addition to the obstacles associated with the relatively low order of priority, creditors
are deterred by the high cost of court proceedings and the low probability of being paid even in
case of afavorable judgment. The total absence of a system of lien registration in Russia makes
collateral and security extremely nebulous concepts. The secured creditor has no control over the
collateralizing asset, and assets offered as collateral can and have been sold in the same pool
with other assets.

Because of these difficulties and complications, bankruptcy proceedings are seldom
invoked for settling debts in Russia. Instead, creditors use the more flexible arbitration courts to
get an order allowing them to seize some of the most valuable assets without taking the debtor
through full-scale liquidation. The seized assets are then auctioned to cover the debt.

Table 3.8: The Order of Satisfaction of Creditors’ Claims

Russia Kazakhstan USA Germany, Hungary Poland Czech
Holland Republic

Court expenses 1 1 2 1 1 1 1
Administrative expenses 1 1 2 1 1 1 1
Creditors with collatera 3 2 1 2 2 2 1
Other creditors 5 5 3 4 4 4 3
Payment of wages 2 3 2 1 1 1 1
Tax authorities 4 4 2 3 3 1 2
Social funds 4 4 2 3 3 3 2

Source: TACIS, Farm Insolvency in Russia: Identified Problems and Possible Solutions, Project RF27, Brussels,
August 1999, p. 36.

The government has most recently attempted to address this issue with aresolution on June
8, 2001—the Resolution on Agricultural Debt Restructuring. This Resolution sets up a process
for restructuring arrears (the principal, fines, and penalties) on federal taxes and duties and social
charges and payroll taxes to the budgets of the government extra-budgetary funds. After
acceptance into the program, a farm is alowed to repay arrears on federal taxes and duties and
insurance payments to the budgets of the government extra-budgetary funds during 6 years (in
equal installments). Arrears on fines and penalties must be settled during the subsequent 4 years
(in equa installments). After one third of the arrears have been repaid (and in case a farm made
current payments properly during 2 years after it was accepted into the program), 50% of fines
and penalties will be written off. If afarm pays back principal arrears during 6 years, al fine and
penalty arrears should be written off during the next 4 years. If a farm fails to follow its debt
restructuring schedule, the decision on its debt restructuring will be annulled. According to the



Building a Competitive Agri-Food Sector 65

MOA, only about 800 farms participated in the Program as of October 1, 2001. The Government
extended the application submission deadline till April 1 next year, but that measure can hardly
lead to a significant increase in the number of farms willing to have their debt restructured on the
stated terms and conditions. Some experts believe that only about 20% of farms with overdue
arrears can do so.

Financia rehabilitation of agricultural enterprises remains the most urgent agricultural
policy issue for the coming 10 years. Though the share of loss-making agricultural enterprises
fell from 88% in 1998 to 52.7% in 1999, it increased again by 1.4% in 2000. Besides, the share
of farms with overdue arrears is still high: 89.1% (2000). According to the Agrarian Institute,
only 22% of agricultural enterprises may be classified as financially viable; another 17% are
temporarily insolvent (see Table 3.9).

Table 3.9. Groups of Agricultural Enterprisesin Russia: 2000

Groupsof farms
I - - - IV - V-
Financially | Temporary I nsolvent Bankrupt Farmswith destroyed
viable insolvent financial and
economic system
Number of farms 6,208 4,820 4,379 4,617 7,745
% of thetota 22 17 16 17 28
Share, %
in commercial production 52 21 12 9 6
in overdue arrears 8 15 19 21 37
Per employee, thousand rubles

Sale proceeds 76 52 39 31 20
Balance sheet profit 17 4 -0,1 -7 -14
Accounts payable,
total 20 36 48 54 83
including overdue 6 18 8 3 54
accounts payable

Source: the Agrarian Institute data

It should be noted that the number of farmsin the first and last groups tends to grow. These
data indicate that the Government is still pursuing an inefficient financia rehabilitation policy in
respect of agricultural enterprises.

First of all, it is worth noting that financia rehabilitation is being approached from the
accounting positions as a purely financial or debt restructuring issue. In fact, it is primarily a
structural task related, first, to the improvement of agricultural market conditions; second, to land
and liquid property transfer to efficient owners and users; and third, to relieving agricultura
enterprises from the burden of expenditures on services to household plots (these relations shall
be commercialized), as well as expenditures on maintaining rural socia and physica
infrastructure assets.
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Second, when making debt restructuring decisions, the government usually confines itself
to the arrears to the public budget and extrabudgetary funds, without attempting to involve in the
restructuring process large commercia creditors (primarily RAO UES and Gazprom) or regiona
and local budgets.

Third, investors are not actively involved in the financia rehabilitation of insolvent
enterprises, which isrelated, in particular, to uncertain land plot titles.

What Can be Done to Resolve the Farm Debt Problem — Why Not Smply Allow Bankruptcy?

Accumulation of farm debt is caused by two sets of factors: externa factors related to
government policies that produce a non-conducive economic environment for farm operation,
and interna factors related to farm organization and structure that lead to low productivity and
growing losses. Effective resolution of farm debt requires governments to address both sets of
factors. Only then can they decide to invoke bankruptcy, which is the standard market tool for
dealing with highly indebted insolvent farms.

In market economies, unprofitable farms that are unable to repay their liabilities are
declared bankrupt by a court of law and go into liquidation. Perhaps the most obvious option for
resolving farm debt would be to follow the practice of market economies and the experiences of
some countries in Central Eastern Europe. Insolvent farms would be declared bankrupt and go
into liguidation, clearing the stage through debt restructuring for the creation of new financially
viable units. This is how insolvent farms are treated in mature market economies, and how the
more successful transition countries, such as Hungary, have dealt with the resolution of farm
debt problems since the beginning of transition. Indeed, many experts recommend following this
path in the CIS countries as well. All CIS countries have bankruptcy laws that in principle can
impose liquidation of insolvent farms with the objective of satisfying the creditors claims (at
least partialy).

However, certain experiencesin other parts of the world suggest that the traditional court-
driven bankruptcy procedures may not offer a desired solution given the specific circumstances
in Russia. First, a very large number of farms (in some countries more than 50%) are technically
bankrupt in the sense that they report losses and cannot repay any debt from current cashflows. A
strict approach to bankruptcy would require initiating court proceedings in a volume that is
simply not practicable given the fragile administrative and judicia structuresin Russia. There are
no effective bankruptcy courts, and very few bankruptcy cases have actualy been tried to
completion in Russia.

Second, the experience in the few farm bankruptcy cases launched in Russia indicates
that the lack of potential buyers for farm assets is another obstacle to forma court-driven
procedures. In central and eastern Europe, subsidized credit schemes were offered by the
governments to support the purchase of farm assets in the process of liquidation. Such schemes
do not exist in Russia, and the rura population suffers from a severe shortage of capital. The
absence of potential buyers would be a significant constraint in a mass bankruptcy and
liquidation of insolvent farm enterprises.
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Third, mass bankruptcy and liquidation of farm enterprises will affect the very large rura
population in Russia, which is basicaly dependent for its livelihood on these farm enterprises,
however unprofitable. By satisfying the claims of the creditors, the traditional bankruptcy
procedures are likely to cause irreparable social damage to the rural population, thus producing a
politically untenable situation in the transition countries, which still have no alternative
employment opportunities for their farmers and peasants. This danger is particularly acute
because of the unclear standing of collectively shared land in bankruptcy proceedings. courts
may decide to auction off not only buildings, tractors, and livestock, but aso farmland, leaving
the rural families without any sources of income.

On baance, when politicians, socia scientists, and even economists have to weigh the
interests of creditors — businesses or government — against the interests of a large rurd
population, the balance would naturally tilt in favor of the rural population. After dl, it could be
argued that the creditors were lending to the farm enterprises in the expectation of making a
profit, and if they have miscalculated, they should bear at least part of the responsibility. The
rural population, on the other hand, had no say in the debt decisions and should not be penalized.
Since courts would not necessarily be guided by such considerations, this is another argument
against imposing traditional bankruptcy proceedings on Russian farms as an immediate sol ution.

Future of Large-scale Farms: Solutions for Farm Restructuring and Debt Resolution

Given the actual conditions in Russia, the optimal approach to facilitate the creation of
viable farming enterprises and resolving the farm debt problem should include a set of actions
that address both macro- and micro-level factors.

* Creation of an incentive system and a macro-policy framework for agriculture that allows
efficient agricultural producers to make profits and to invest.

* A onetime process of expedited debt settlement conditioned on genuine internal
restructuring and privatization of the farms participating in the debt-settlement program.

» Creation of necessary economic conditions for the recovery of the restructured (and entirely
new) farms emerging from the debt-settlement procedure.

* Introduction of hard budget constraints forcing the farms to operate under strict financia
discipline.

* Implementation of a working bankruptcy system that will prevent accumulation of new debt
in farms created through the process of restructuring and debt settlement.

The unique feature of this general program is the integration of debt resolution (handled
as an out-of-court managed process) with internal restructuring of farms and a shift to hard
budget constraints.

Certain conditions are essential for successful implementation of such aframework:

» Legal framework for land ownership and titling isin place;
» passing afederal law affirming the rights to buy, sell, and mortgage agricultural land;
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» establishing procedures for land transactions, including leasing as well as purchase and
sae
» establishing aframework for the dissemination of land market information;
» Procedures for farm privatization have been adopted;
» improving procedures for providing titles for physically identified parcels to individual
land share owners;
» restricting the lease of l1and shares;
» privatizing remaining state-owned farms;
* Thereispolitical consensus for a complete and comprehensive approach to farm privatization
and farm debt settlement; and
* Thetask is of manageable size and the technical implementation is feasible (e.g., adequate
donor support is available).

The linkage of debt settlement with farm restructuring and privatization offers many
advantages under the current conditions in Russia. Yet the implementation of an integrated
program linking farm restructuring with debt settlement raises a number of fundamental issues
that require close attention.

* The relation of farm members to accumulated debt. In an established market
environment, owners are obviously responsible for any debt. In Russia, however, the farm
members (the potential beneficiaries of land reform and the shareholders of new corporate
structures) had no influence in the past on the decisions that led to the accumulation of old debt,
and by right they should not be held liable for the full debt overhang. Strict application of the
principle of owners responsibility for the full debt would have harmful social and economic
consequences for the process of land reform and farm restructuring. Socially, the implication is
that a large number of collective farm members would leave the socialist system empty-handed,
without a minimal inheritance from the past, even though they had not been actively involved in
the past decisions. Economicdly, this would drastically decrease the incentives for individual
farming and make the creation of viable individual farms more difficult. Yet it is hard to absolve
the potential beneficiaries from all liability. The best solution is probably somewhere in the
middle, for instance, to exclude the essentia factors of production, such as land, animals, and
basic machinery, from the pool of assets available for debt settlement, but to allow other assets
to be used for debt settlement.

*  The degree of necessary farm restructuring for debt settlement. Experience shows that
if debt is written off while the farm organization remains unchanged, the result has never
prevented re-accumulation of new debt. In paralld with treating the outstanding debt, it is
essential to implement a genuine restructuring of the farms in line with market principles with
the goal of improving productivity and profitability. Without addressing basic ownership and
management problems, including the development of realistic business plans, debt restructuring
programs have very little value. We recommend starting the process of restructuring with the
alocation of physically identified land parcels with ownership titles to individuals. The new
owners then should be allowed to choose freely the actual farm organization in which they prefer
to continue using their land and other resources.
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= Policy of investor involvement in the financial rehabilitation of insolvent agricultural
entities. According to the Agrarian Institute, investors could be involved in the financial
rehabilitation of 60% of insolvent farms. Potential investors include: successful agricultural
entities that are extending the scope of their business; processing enterprises establishing their
own raw material suppliers; sale and procurement entities; former nonagricultural enterprises
trying to diversify their activities. To encourage investors to participate in financial rehabilitation
programs for farms, the legidation should clearly formulate land plot purchase/sale rules;
investors should be granted the debt restructuring right in case they merge or absorb insolvent
farms; and a procedure for public debt sale to investors should be put in place.

. Relation of newly created farming entities to land. In the case of individua private
farms, this question does not arise. Individual farmers cultivate their own land, and they may
lease additional parcels from others. In the case of corporate farms, the method of acquiring use
rights in land remains an essentia question. In the initial phases of land privatization, when land
markets are not yet functioning and owners are not fully aware of their rights, individuals should
choose a mechanism to transfer the use rights to their land in a form that allows for relatively
easy changes and adjustments in the future. The investment of land in the equity capital of a
joint-stock company is thus the least desirable option because of its permanency. From the point
of view of the owners' interests, a medium term lease (not longer than three to five years) is the
solution that retains enough freedom for future decisions.

* Role of government in the debt settlement process. The governments have an obvious
role in the debt settlement process, since a significant portion of the debt is owed to the
government. The most obvious solution is to settle this debt (net of the amounts that government
procurement owes to the farms) against the value of social assets and use the process to take the
social assets off the farms' balance sheet. The debt to the government is probably the component
where a write-off may be appropriate if certain conditions are met. In addition to making
arrangements to resolve the government component of farm debt, the governments aso need to
be involved in the settlement of the remaining debt. In theory, one might argue against giving
any role to the government in settling debt to the private sector. In practice, however, the
potential benefits of a quick resolution of farm debt, e.g., in the form of increased tax revenues,
can easily offset any expenditures and costs that the government will incur in facilitating the
debt-resolution process. Therefore, the government definitely should be involved, even to the
extent of using some budget resources, in reaching a full settlement of all farm debt, including
debt to the private sector.

[I. FOOD INDUSTRY AND MARKETING OF AGRICULTURAL PRODUCTS

Satus of Agro-processing Industries

The agro-processing industry, which is capable of producing international competitive
food products, is an essential pre-condition for the recovery of primary agriculture in Russia.
Without an efficient food industry, Russian products will not be competitive on domestic
markets, and of course, will not find export markets either.  This industry should provide
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markets for a large portion of domestic primary agricultural products and facilitate agricultural
growth.

In the past, state enterprises have dominated Russia's economy. The country has a large
agro-processing industry which was built to transform the products of Russian agriculture for a
largely domestic market. A range of state-owned food plants were established around each of
the larger urban centers for processing the local agricultural production. As a result of this
policy a large over-capacity of agro-processing remains compared to the current output of
primary agriculture. Lack of investments during the 1980s and 1990s has left most of these
plants with outdated equipment; most of which is now in a poor state of repair and ill-equipped
to meet the challenges of a comparative market. In many instances, the quality and range of
products they are able to offer are poorly suited even for competition on the Russian market.
Also, unit costs of agricultural raw materials appear to be low in comparison with other
countries. Notwithstanding these low raw materias prices, inefficiencies in processing and
marketing often result in a finished product cost that is relatively high in relation to quality, and
which has limited competitiveness. At the same time, domestic food consumption also decreased
significantly. It is not surprising, therefore, that the utilization of current agro-processing
facilitiesis at the level of 40%-50% of technical capacity.

The privatization of the Russian agro-processing industry is amost fully completed. By
1996, 96% of food processing enterprises, producing 93% of food products, were fully or partly
privatized. The food industry had the largest number of Russian industrial enterprises (about
5,700, or more than 20% of the total) of any economic sector, and the smallest number of
employees per enterprise (273, compared to the average of 780 in 1990). Thiswas an advantage
during the privatization process. Most of the food processing enterprises were included in the
genera privatization program, adopted in 1992. Primary food processing enterprises involved in
direct purchasing from agricultural producers, were privatized with the same special preferences
given to raw material producers. State ownership, however, has been retained in some of the
largest agro-processing enterprises.

The result of the privatization have been mixed, at best. Asaresult, alarge number of new
enterprises were created, increasing the number from 5,700 in 1990, to 13,700 in 1996. This
change indicates a somewhat better adaptation to a more differentiated farming structure, and
more differentiated consumer desires. The agroprocessing industry, however, still remains in
poor shape. In the last decade, food production levels decreased amost 50%, while the total
number of employed in the sector, remained relatively constant at 1990 levels. The low level of
capacity utilization resulted in high fixed cost. Unfortunately, most of the new owners do not
have the financia resources for technological improvement and many privatized facilities lack
proper management. This agro-processing industry cannot be an engine of economic
development for Russia. During the last decade, it has contributed to the implicit taxation of
primary agricultural producers.

Foreign direct investment (FDI) in the agro-processing sector in Russia, and in the whole
of the food and agriculture sector of the country has been relatively small (see Figure 3.6). Only
about 3% of food processing enterprises were privatized with the participation of foreign capital.
In recent years, however, a steady increase in FDI to the agro-food sector and mainly to the
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processing sector has been observed. About one quarter of total FDI stock is related to the agro-
food sector; out of that, 58% was invested in food processing, and 40% in food retailing and
catering. The share of FDI in primary agriculture is only 2%. Foreign investors are involved,
especial in the production of high-vaue food products such as confectionary, tobacco, baby food,
and ice cream.

Figure 3.6: Cumulative Stocks of Agri-Food FDI in Central and
Eastern European Countriesin 1997
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Critical Issuesfor the Agro-Processing Industries

A working and efficient agro-processing industry capable of producing products for
domestic and international markets, and efficient rura services, are critical elements for the
improvement of the agricultura sector in Russia. Further actions are needed to create
independent and private owners of agro-processing who can efficiently control management and
bring in additional investments. Priority should be given to promotion of foreign direct
investment and rural small and medium enterprise development. To achieve this, the following
actions should be taken:

* post-privatization programs, including the revision of initial commitments in order to give
owners more flexibility to change production and employment if necessary, should facilitate
the restructuring and consolidation of ownership in the newly privatized processing
companies;

» the emergence of secondary markets for ownership of agro-processing enterprises should be
promoted and facilitated, including the promotion of foreign investment;

» dtrictly enforced bankruptcy legislation should be used to consolidate the newly established
private sector; and

» the emergence of rural small and medium agro-processing and service enterprises should be
facilitated by improved registration procedures and advice.
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The quality of food products represents one of the major chalenges for the Russian food
industry. In most cases, the current quality criteria are lower than international standards and
reguire extensive revision. The control of food quality and safety, notwithstanding the significant
progress made in recent years in Russia, is still based on regulations originating in the 1970s and
1980s. The laws and control procedures of that system relied extensively on end product testing
and state responsibility for quality rather than producer/manufacturer responsibility. Food control
systems under this concept were not oriented towards food safety. The identification and anaysis
of critical control points were not part of the manufacturing practices in general. Currently,
control services continue to rely on end product testing at most of the Russian food processing
enterprises rather than a quality assurance approach based on sampling for quality throughout the
production process. While the role and importance of HACCP/GMP, under which producers and
manufacturers carry greater responsibility for food quality, is recognized in Russia, there are
only a hand-full of multinational food processors utilizing these systems.

At each stage in the agricultural and food marketing chain, farmers and entrepreneurs
should have the responsibility of ascertaining the quality of the products delivered to their
clients, in particular, in relation to potential health hazards, environmental impact, and other
services attached to the product. The Government of Russia is fully aware of the pending
problems of harmonization with international standards, of the legislation on these matters and of
its enforcement. Among the decisions that have not benefited from a similar level of attention,
one could list the transfer to private sector of arather large number of tasks currently undertaken
by numerous state agencies, and a paralld reduction in the number and a substantial
reassignment of the roles of implementing state agencies on standards, quality control, health
safety. This new approach would include a significant change in the incentives given to food
processing enterprises while adjusting to this new set of responsibilities transferred to them.

Marketing Primary Agricultural Products

The state monopoly has been replaced with the monopolistic behavior of local processing
entities and dictate of regiona officials. Russia's regions have in place a number of measures
aimed at controlling food trade and prices, which are expressly forbidden under WTO rules.
These include price controls, additional standards and certification requirements, re-
establishment of monopoly purchasing, uneven enforcement of customs regulations, and other
direct or indirect non-tariff barriers to trade, either among regions or with the outside world.?
Sales of ceredls in many regions are controlled by oblast administrations through “commodity
credits.” In the spring, they alocate financial resources from their local budgets for sowing
purposes (in most cases, providing inputs in kind through barter deals) and in the fal they
demand debt repayment using cereals and ban free sales outside the oblast. Regional (and, in
fact, federal) food corporations set up as a vehicle for market regulations have, in effect, turned
into some sort of oblast administration offices used for signature of the contracts that are hard

® See V. Vitdlis, “Second Level Regional Policies in the Russia Federation and the Multilateral Trade Rules
Affecting Such Policies’, mimeo, New Zealand Embassy, Moscow, September 1999.
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bargains for the peasants. There are aso attempts to revitalize the commodity credit system on
the federal level .®

In the sale of many other farm products, since alternative sale options are not available, the
producer is forced to sell meat, milk, vegetables, and other perishables to the nearest processing
enterprise at unfavorable prices. Only a small number of the large farm enterprises have been
able to expand the scope of their operation and improve their production efficiency through the
construction of their own warehouse, refrigeration and processing facilities or integrate their
production and business with those of the agroprocessing and trade enterprises. The law “On
Parity of Prices for Agricultural and Industrial Products (Services) Used in Agriculture and
Compensation of Losses Caused by Its Offense” approved by the Duma (but not yet signed by
the President) authorizes annual calculations of the difference between growth of agricultural
input and output prices, and mandates that agriculture’s “losses’ from this be transferred back
from the state budget. This law also authorizes reduced prices for agricultural inputs (fuel,
energy, fertilizers) and various forms of state control over pricesin agribusiness.

Recommendations

Public policy toward marketing should be aimed at development of new private channels
for supplying farm products and inputs (wholesale markets, exchanges, fairs, marketing and
supplying cooperatives, revival of the procurement function of the consumers’ cooperatives);
liguidation of the local monopolies and regional food separatism; expansion of agri-industrial
integration; improvements in operation of market information services; and a cardina change in
the line of activities of the food corporations by making them a tool for regulation of—not
intervention in—the agricultural market. These changes, combined with improvements in the
genera business environment and reduction of barriers to entry, should increase competition in
these markets.

New regulations should be aimed at regulation of agribusiness in ways consistent with the
conditions of the market economy. Concrete measures to advance this objective are:

» Setting up a new system for government procurement and sale interventions only under
clearly delineated conditions (e.g., emergencies);

 Supporting the development of mechanisms to pledge or provide advance payments to
procure farm products;

- Prohibiting the establishment by federal or local governments of ultimate consumer prices
or a level for trade mark-ups or indicative coefficients for wholesale/procurement,
retail/procurement price ratios.

® A governmental Resolution dated January 27, 2000 (“On measures to regulate grain market by the state”)
envisages introduction of acommaodity credit mechanism.



Chapter 4. Developing Rural Financial Markets

John Nash and VeraMatusevich

. EVOLUTION OF THE RURAL CREDIT SYSTEM AND POLICY

Russias rura financia system is one inherited from the Soviet Union, in which
centralized loans were provided to agriculture and agro-industry by administrative decision,
mostly from the state budget, with no evaluation of creditworthiness, and minimal expectation of
repayment. About 90% of allocated centralized credits were not paid back as of 2000, and as of
today, arrears for these credits and interests amount to 21 hillion rubles.* One of the primary
motivations for the Government’s use of these subsidies was to reimburse agriculture for losses
caused by the disparity in price movements between agricultural inputs and outputs..

Since the start of the transition, rura financia policies have evolved through severa
stages. Agroprombank was created in 1991 from the 43 regional branches and 1,300 local offices
of the agricultural bank of the Soviet Union. It was to serve as a dedicated agricultural lender
under the ownership of the state, which controlled 72% of its charter capita. Interest rates were
highly subsidized in the Soviet times —1% to 5% for short-term loans and 0.75% to 2% for long-
term. Price liberalization in 1992 brought soaring inflation and interest rates, but rates to the
agricultural sector were kept at highly subsidized rates. In 1992 the interest rate for individual
farmers was 8%-25% and 12-25% for collective enterprises, while the Central Bank rate by the
end of 1992 reached 80%. Losses of the Agroprombank were compensated from the federal
budget. Inflation and general interest rates continued to increase, but Agroprombank’ s rates were
kept at about the same levels until the end of 1993, by which time the Central Bank rate had risen
to 210%.% At that point, the |osses became so heavy that they could no longer be sustained, so the
subsidy for agricultural credit was abolished and Agroprombank’s rate was raised to 213%,
which was a level sufficient to cover its cost of funds. Notwithstanding the fact that this very
high nominal rate was just barely positive in real terms, producers were unhappy with the system
and pressured for areturn of subsidized credit.

In 1995, the system of cash loans was replaced by a barter-based “commodity credit”
system, another form of centralized regulation of rural credit markets. Under this system, input
suppliers, mostly fuel and lubricants producers, provided goods directly to farms during the
sowing campaign, but were not paid by the farms. Rather, the farm debts were assumed by the
government, and written off against taxes owed to the government by the input suppliers. Farms,
in return, were obliged to deliver their just harvested products, mostly grains, to the State for its
use (for state reserves, for the army, or for sale). The State was represented by the Federa Food
Corporation which handled most of transactions with collected agricultural products. Although

! Yanbykh, R., Chapter 9 in the book “Agrarian Reform in Russia: Concepts, Experience, Prospects.” Moscow:
Publishing House “Encyclopedia of Russian Villages’, 2000, p. 310

21bid., p. 312
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this system survived at the federal level only through 1996, a number of regiona administrations
still operate under a similar system, and local government-owned food corporations or firms are
fully engaged in this business. Farmers are unhappy with this system but cannot break this
vicious circle: in spring they need working capital and are forced to sign contracts with
unfavorable terms. In the contracts, agricultural input prices are quite unfavorable — 20-30%
above the market prices -- because input suppliers (fuel, energy, fertilizers companies) are not
chosen by farmers. Farmers are forced to re-pay with their production in the fall, when prices are
low. Thus, commodity credit remains one of the barriers to developing progressive forms of
marketing. Most arrears to the Federal budget for the 1995-1996 commodity credit currently
remain unpaid — about 6 billion rubles. But the negative impact of this system on Russian
agriculture is much bigger. In January 2001, the Russian Federation Accounting Chamber stated
that the agro-industrial complex suffered damage in the amount of 90 billion rubles as a result of
using this “untraditional” form of financing in 1996-1999. Agricultural enterprises received
“financing in-kind” instead of real financia allocations, though there was no legal basis for this
type of financing. The actua value of input received by agricultural enterprises (as a substitute to
real money) was 30% less than the amount of the suppliers’ debts which were written off as a
result of this transaction. In addition, agricultural producers bore additiona expenditures
associated with goods delivery, VAT, commission.

The system at the federal level was changed back to a cash basisin 1997 with the creation
of the “Soft Loan Fund,” which was operational through 2000. The Fund provided short-term
(one year or less term) credit to primary producers (including individual farmers) and processors
at arate of interest not to exceed 25% of the Central Bank rate. Banks on-lent with a margin of
no more than 3%. The Fund was managed by an inter-ministerial committee headed by the
Ministry of Agriculture and Food (MOAF). This committee set the amounts to be distributed to
each region and participating bank. In its first year, the Fund disbursed loans of 5,647 billion
rubles (5.6 billion rubles after redenomination, or US $947 million) out of a planned 6,822
billion rubles (US $1.14 billion) through two banks: 72% through Agroprombank, and the rest
through Alfa Bank.

In 1997, to make arrangements for the 1998 campaign, participating banks were selected
through a tendering process (this mechanism was aso used for selection of banks to work in
1999 and 2000). This tender was organized by the Ministry of Finance and the Ministry of
Agriculture and Food. Twelve banks were able to meet criteria set for servicing the Soft Loan
Fund. Thus, more banks received access to the Federal budget funds in 1998, thereby eliminating
the quasi- monopoly of SBS-Agro (created when SBS Bank purchased the remains of the
insolvent Agroprombank at the end of 1996) and Alfa Bank. In 1998, loans amounted to 6 billion
rubles (re-denominated) (US $988 million in dollar value as of January 1998, and US $289
million as of December), of which 44% were disbursed through SBS-Agro Bank. In addition,
there was a specia line of 163.5 million rubles for private farmers, for a total of 6,122 million
rubles.

In 1999, because of the economy-wide crisisin 1998 and failure of many banks, only five
banks were selected for participation. In 2000, as a result of the SBS-Agro collapse, only four
banks continued this work. Loans worth 4.6 hillion rubles were distributed in 1999 (US $170
million) and 2.3 billion rubles in 2000 (US $82 million). Repayment rates from the Soft Loan
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Fund have been low every year. In 1998, only about a third of the loans were re-paid. By the
beginning of 2001 the total amount of Soft Loan Fund reached 8.5 billion rubles; 6 billion rubles
of soft loan credits out of this Fund was in arrears. The necessity to change the system of
agricultural credit became obvious. In the latter part of 2000, the system was again changed in a
fundamental way. The government announced an interest rate subsidy scheme, whereby a
borrower would be compensated from the federal budget for up to 20 points of the Centra
Bank’s interest rate. This was operational from September 15 to December 15, 2000 to help
finance the harvest operations. Mr. Gordeev, Deputy Prime Minister in charge of agriculture,
stated that this mechanism attracted an additional 1.17 billion rubles in soft loans to agriculture,
at a cost of only 55 million rubles from the Federal budget. More than 1,000 agricultura
borrowers participated in the program; 60 banks from 48 regions provided these credits. The
MOA concluded that this experiment was successful, but in the future the number of individual
borrowers should be expanded at the expense of food processing enterprises.

Given the fact that during Quarterl — Quarter 3, 2000 about 1.6 billion rubles of soft
loans were provided to agriculture and that the repayment rate was low, the interest rate subsidy
mechanism may be a considerable improvement over the previous system. The Federal budget
does not assume the repayment risk; the whole risk is assumed by banks, so they must evaluate
the risk of the loans. This has the potential to encourage banks to begin to develop their own
expertise in agricultural project and risk evauation, after which they may begin to lend on their
own, without subsidy. The amount of credits with subsidized interest rate (1.17 billion rubles
during Q4) is relatively higher than in the previous months under the old system. At the same
time, this new scheme’ s implementation remained limited from the point of view of commercial
banks and territories involved. About 62% of the total amount of credits were issued by
Sherbank, 3.4% - by another State bank — V neshtorgbank. The remaining 58 commercia banks
delivered only 408 credits (1154 — 746) in the amount of 408 million rubles. Among these 58
banks, there are 24 banks that provided just one or two loans. The number of loans varies
considerably by oblasts: just four credits each in Leningrad, Orel, and Smolensk oblasts; 10 in
Nyzhny Novgorod oblast; 51 in Krasnodar krai; 58 in Stavropol krai; 90 in Rostov oblast; and
108 in Orenburg oblast.

In the Federa budget for 2001, 1.4 billion rubles (about US $50 million) has been
allocated for interest rate subsidies, from which it is planned to leverage 10,000 million rubles in
commercial bank lending. The MOA estimates that each budget ruble to subsidize interest rates
will be able to generate seven rubles of “owned” funds of commercia banks. On March 7, 2001
the Government issued a resolution on a new agricultural credit scheme. This scheme was
developed on the basis of the September — December, 2000 subsidized |oans experience. The
MOA is in charge of this credit arrangement and will distribute the budget allocation for this
subsidy among the regions. Within the limits of the budget allocation, the subsidies are granted to
borrowers of any form of ownership. The subsidy amounts to two thirds of the Central Bank’s
refinancing rate, as of the date of granting the credits, if the borrower repaid the agreed percent
on the credit. Banks with tax debts to the Federal or regional budgets are not eligible to
participate in the scheme.

In 2000, the government also revived Roselkhozbank as a source of short-to mid-term
credit to the sector. Roselkhozbank was constituted from a part of the defunct SBS-Agro bank to
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serve as the main channel of providing budget money, including financing of the Soft Loan,
Leasing, and Crop Insurance programs in agriculture. The bank started its activity with 24
branches in various regions. As of January 1, 2001 the bank’s charter capital was 375 million
rubles (with financing provided by the Agency for Credit Organizations Restructuring, or
ARKO); by the end of May 2001 the charter capital is expected to reach 2.8 billion rubles, and
the number of regional (oblast) branches is expected to reach 60 (with more than 100 branches at
raion level). Most of the charter capital increase is from budget alocations: 430 million rubles
from additional revenues of the 2000 budget, and 2,000 million rubles from the 2001 budget. In
addition, Roselkhozbank is alowed to increase its charter capita by adding soft loan debts
collected from debtors in the amount that exceeds Ru 4 billion. In other words, the bank has a
plan to recover enterprises’ debts in the amount of 4 billion rubles; everything collected above
this“plan” goes to the Roselkhozbank charter capital. In the 2002 budget 2,000 million rubles are
also planned for the Rosselkhozbank.

In 2000, Rosselkhozbank provided credits to the sector’s enterprises in the amount of 340
million rubles. The bank’s profits in 2000 were 3.42 million rubles. According to a new scenario
of banking sector development prepared by the Central Bank of Russia, the State will have shares
in a smaller number of, but larger sized, banks. Currently, the Government intends to maintain
the state status of the following banks: Sberbank (to attract population’s deposits); Russian Bank
for Development, and Rosselkhozbank (to provide credits to productive sectors);
V neshekonombank, Vneshtorgbank, and Roseksimbank (to service foreign trade transactions).
Thus, support to Rosselkhozbank is envisaged by the Governmental and Centra Bank’'s
programs. The Duma is considering both a separate draft Law on Rosselkhozbank and relevant
changes and additions to the Law on Banks and Banking.

The Ministry of Agriculture plans to give Rosselkhozbank a new function.
Rosselkhozbank is intended to play the role of the principal bank for rural development and a
financial channel for all public programs, not only those relating to agriculture. One of the ideas
is to conduct deals with arable land through this bank. The government seeks to control all land
transactions because of fears by agrarians of possible speculation in land and use of arable land
for non-agricultural purposes.

It is a well-known fact that a monopoly rural bank does not promote the creation of a
competitive environment. However, those who established it were guided by the following ideas.
First, Rosselkhozbank, with its country-wide network, would be able to act as a public agent in
socialy significant spheres of rural development (e.g., rura construction, infrastructure and
micro credit system development, land mortgage, etc.), which are not very attractive for
commercial banks due to inherent high risks and low profitability. Second, programs involving
the receipt and distribution of budget resources (e.g., interest rate subsidization, financial leasing,
financial rehabilitation of agricultural enterprises, etc.) could be implemented on a competitive
basis, so that potential problems from oligopolistic market conditions could be avoided . Third,
the bank could be the ‘last resort’ for rural entrepreneurs, i.e. play arole similar to that of the
Agricultural Development Agency and the cooperative Farm Credit System in the US.

Intentions of the MOA to assign some non-banking functions to Rosselkhozbank are
understandable, because this bank is seen as a manageria tool in hands of the MOA's officials.
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While these new proposed duties may be outwardly in line with market rules, in redlity, the
detailed functions-- such as land price control and mandatory registration of al land deas
(including sales on the secondary market) — are likely to undermine market devel opment. Even if
these functions were market-oriented, monopolization of their performance by one State bank is
anti-competitive. All interested commercial banks should receive access to this market.

In addition, a mgor drawback is that Rosselkhozbank combines for-profit commercial
activity and functions of a public agent relating to the reception and distribution of budget
resources (which is one of the public regulatory functions). Such a combination of functionsis
not reasonable: it creates conflicts of interest both within Rosselkhozbank and between this bank
and the

Besides, there are few if any international examples of efficient specialized agricultural
banks. The argument that commercial banks are not willing to work in agriculture became
groundless at the end of 2001, when private capital started expressing a strong interest in agrarian
projects.

While bank loans have continued since the early 1990s to cover more or less the same
fraction of working capital requirements of enterprises, the ability of the enterprises to meet the
remainder with their own resources has deteriorated. Credits and loans covered 16.5% of the
agricultural enterprises’ working capital, as of October 1, 2000 compared to 28.6% as of January
1, 1992, and 26.5% as recently as 1997 (Table 4.1). The share of own resources in working
capital fell from 66.2% in 1992 to only 1.0% in 2000. Thus, in 2000 the agricultura enterprises’
demand in working capital was mostly covered by arrears to suppliers, budget, pension funds,
and other off-budget funds. Meanwhile, long-term bank credit is minimal.

Table4.1: Theroleof Creditsin the Working Capital of Agricultural Enterprises

Asof Jan. 1, Asof Jan. 1, Asof Jan. 1, Asof Oct. 1, Asof Oct. 1,
1992 (min. Ru.) 1997 (bin. Ru.) 1998 (bin Ru.) 1998 (bin. Ru.) 2000 (bin. Ru.)
Working capital 133 100 118 143 212
Own sources (own capital,
rest of amortization and
special funds)
Amount 88 218 8.5 3.7 2.1
% of working capital 66.2 21.8 7.2 2.6 1.0
Bank credits and
borrowed funds
Amount 38 26.5 27.2 28.8 35.1
% of working capital 28.6 26.5 231 20.1 16.5

Source: “Economics of Agricultural and Processing Enterprises, no. 5, 1999, p. 21, and Ministry of Agriculture data.

Defects of the System
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Commerciad banks have been, and remain, reluctant to lend on their own to the
agricultural sector. (The results of the March 2001 system of subsidized rate introduction can be
analyzed only at the beginning of 2002). Commercial bank loans outside of the Soft Loan Fund
were only slightly greater than the soft loan lending. Total credit® provided to the agriculture
sector during 1999 amounted to 10.177 billion rubles, just 0.65% of the total credits issued to
productive sectors by al credit organizationsin 1999. Of this amount, 4.6 billion rubles were the
Soft Loan Fund. In the first half of 2000, total credit to agriculture was 7.743 hillion rubles
(0.74% of total credits to the productive sectors). While the commercial banks provided
significantly more loans than did the Soft Loan Fund, the overall volume was still quite low.
Most of these credits to agriculture (74.4%) were provided by Moscow banks.

This reluctance has its roots in some generic and some sector-specific reasons. Among
the former reasons have been the huge profitability of investments in the government bond
market until 1998, which discouraged banks from lending to the productive sectorsin general.

Another generic reason for the lack of commercial credit to agriculture is the virtual
collapse of the financial system in 1998 -- and the huge number of banks that became insolvent
as a result — which was disruptive to lending to agriculture and other sectors. Nonetheless, the
banking sector remains unrestructured. As of October 1, 2000 there were 2,205 registered credit
organizations, out of which 883 had recalled licenses, and were non-operational. Out of the
operational 1322 credit organizations, only 413 (31.2%) had no financial problems, and 170
(13%) experienced serious financia difficulties. Of the 12 banks involved in lending through the
Soft Loan Fund in 1998, only six still exist. Banks debt to the Federal and regional budgets is
growing. In March 2001 the President of the Regional Banks' Association noted the first signs of
a new banking crisis, including shift from lending to the real sector to transactions on the state
bonds market.

One clear sector-specific reason for commercial banks reluctance to lend to agriculture
was that their competitive position was undercut by the subsidized credit through the Soft Loan
Fund. Under the new scheme, partial compensation of the interest rate can be offered to alimited
number of borrowers, though if the subsidy element were reduced, the volume of loans could be
expanded. The Federal Budget allocations for this purpose are relatively small and most probably
will have a downward trend. Thus, commercial lending to the sector is likely to remain low, at
least in the short term.

Other sector-specific reasons include the sector’s low profitability and perceived high
risk. Overdue arrears in agriculture are higher than in other sectors. the share of agricultural
arrears in the total agricultural debt was 13.2%, while the share of arrears in the total debt in the
economy was only 6.3% (as of January 1, 2000). As of July 2000, these figures had fallen to
6.1%, and 4.0%, respectively. As of January 1, 2000, 12,900 agricultural enterprises (out of the
total 27,000) had overdue arrears on various credits and loans, including loans from non-credit
organizations. Debt write-offs and restructuring have been standard policies. In 1992-2000 more

3 This does not include commodity credits provided by regional Administrations; the amount of these credits,
according to our estimates, is comparable with the amount of soft loans plus commercia loansto the AIC
enterprises.
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that 35 billion rubles were written off, restructured, or transferred into the internal debt or
prolonged (compared with the total financing of agricultural production from the Federal budget
of 2000 which was projected at 4.8 hillion rubles).* In addition, according to the Government
Resolution dated December 27, 2000, 3,415 million rubles (about US $122 million) of various
agricultural debts were written off, though this measure was qualified as assistance to the 50
regions which suffered as aresult of weather calamities in 2000.

In 2001, the Government proposed to agricultural producers new terms and conditions for
restructuring agricultural debts to the federa budget and extrabudgetary funds (GOR Resolutions
Nos. 458 or Ne 699). Enterprises that would sign restructuring agreements have a good chance to
get rid of their old debts within 4 years. According to MOA, as of late November 2001, 17% of
all agricultural enterprises signed such agreements. Taking into account that about 20% of
agricultural enterprises had no overdue debts at al, it may be stated that it would be possible to
lend money to athird of al enterprises next year. At the sametime, it is not yet clear whether the
framework established by these resolutions will be an effective mechanism for achieving genuine
restructuring of these enterprises. Much depends on how the program isimplemented in practice
(e.g., whether enterprises will be put through bankruptcy if necessary, whether the restructuring
will result in farmers being give their own plots instead of land share) and it istoo early to form a
solid judgment on this.

The risk of agricultural lending is magnified by the inability of farmers to provide
acceptable collateral. Mortgage of agricultural land, which isapillar of rural financial systemsin
market economies, is prohibited by the Russian Law on Mortgage (1998). This prohibition isin
apparent contradiction to the Law on Individual Farms (1990), which specifically allows land to
be mortgaged, as well as to some regional laws, and arguably with the Russian Constitution. Its
existence creates much uncertainty as to whether land could be repossessed by a creditor, and so
strongly discourages banks from lending. The Land Code approved in October 2001 refers the
sade, lease and other transactions with agricultural lands to the law on transactions with
agricultural lands currently under development. The draft law has been prepared by the MOA and
will be reviewed by the GOR Agricultural Policy Council. It deals with agricultural land plots
and land shares, including those commonly owned by individuals.

Given these obstacles to commercia bank lending, and the scarcity of credit from other
sources (co-ops, warehouse receipts, etc.), it is not surprising that the government had continued
(until 2001) to play its traditional role as direct provider (through the Soft Loan Fund). However,
the mechanisms used have been costly to the budget for two reasons: the large implicit interest
rate subsidies and the high default rates.

Perhaps more important than their budgetary cost, however, is the fact that these
mechanisms used in the past were not effective in encouraging commercial banks to increase
lending on their own account to the sector; if anything, they had crowded out the private sector.
While in principle the banks that made the loans from the Soft Loan Fund were responsible for

4 Yanbykh, R., Chapter 9 in the book “Agrarian Reform in Russia: Concepts, Experience, Prospects.” Moscow:
Publishing House “Encyclopedia of Russian Villages’, 2000, p. 318
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debt collection, in redlity, they were not bearing any risk. In interviews, bank managers clearly
indicated that they did not feel ultimately responsibility for collection, though they claimed they
did make an attempt, and would have foreclosed on collateral if necessary. However, apart from
some factories which can offer machinery (and which as a group have high repayment rates), few
borrowers have any collateral which is worth repossessing, so delinquency is rampant and banks
acted merely as agents for the state. Thus they had little incentive to develop the kinds of skills
in evaluating projects and proposals that they would need to expand their own lending to the
sector. The role of the market mechanism in allocating credit to those who could use it most
efficiently had been usurped by an alocation mechanism run by an inter-ministerial committee,
which decided how much credit should go to each region and each bank, and how much to
private individual farmers as a group. On the whole, during the reform period (1992-2000) there
were no significant changes in the rura finance policy. Agricultural credit remained state
preferentia lending in essence.

It is worth noting that bank lending to the sector has been increasing modestly in the
recent period. One reason is that some commercia banks are awash in liquidity and are looking
for investments in the real sectors. Another isthat as banks experience with agricultural lending
accumulates, they are developing better capacity for loan evaluation, administration and
collection. The new scheme of subsidized interest rate should contribute to this trend, and it also
needs to be encouraged by a supportive policy environment, as described in the recommendations
below.

Recommendations

Use of some form of subsidized credit, including credits with subsidized interest rate,
may be inevitable at this point, but it should be done in such a way as to attract commercial
lending, and with an explicit timetable for phase-out. The efforts should be aimed at mitigating
three major factors associated with the commercial banks' reluctance to lend to agricultural
enterprises: high risk; lack of adequate collateral; and high transactional costs.

Agriculture will aways have significant risk, but some elements of risk in the context of
Russia might be reduced by a partid guarantee for commercial loans. But the guarantee should
be partial, and reduced over time for subsequent loans to the same borrower, thereby forcing
banks to absorb some of the default risk to encourage them to evaluate the borrowers, and
eventually to lend to them on their own. For example, for the first loan to a given borrower, the
government (or mutual fund) could guarantee repayment of half the loan amount, the second loan
a quarter, and for subsequent loans, there would be no guarantee. (A concept of a partia
agricultural guarantee fund and al relevant procedures were developed by Nizhny Novgorod
banking specialists with the help of the World Bank.) Also, the guarantee should be recognized
as a contingent budget liability for the government, and counted against the ceiling on the overall
subsidiesin the budget.

To encourage credit by input suppliers (including machinery) — particularly, though not
exclusively foreign ones — it might be useful to consider a guarantee against sovereign risk, such
as the World Bank project provides for investors in the coal and forestry sectors.
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Resolution of the problem of collatera deficiency depends partially on events outside the
credit market per se. The federal legislation needs to be passed to guarantee the ability of owners
or long-term leaseholders of land to mortgage it. Laws on movable property and secured
transactions need to be improved, and a good law on warehouse recei pts put in place.

The problem of high transaction costs for small loans may be addressed by a subsidy
aimed specifically at this problem. The government could consider providing a subsidy per
transaction for small loans to individua private farmers and promote the development of rural
micro credits via the system of credit cooperatives and noncommercial funds.

The use of the interest rate subsidy instead of the government’ s direct lending through the
Soft Loan Fund is a step in the right direction, since it will leave banks primarily responsible for
loan evaluation and recovery, though it is possible that most of the loans will be distributed to
high income processing enterprises, like beer and sugar producing, which have easy access to the
credit without any privileges.

It is essential that public programs stimulate the development not only of agriculture, but
also of nonagricultura entrepreneurship, which becomes an issue of special importance in the
light of increasing rural unemployment.

It is expected that in 2002 interest rate subsidies would be also applicable to mid-term (up
to 3 years) loans, which would facilitate investment in agribusiness.

On the other hand, the revitalization of Rosselkhozbank could represent a huge step
backward, as it could more or less permanently cement the state’'s role as the dominant provider
of credit to the sector and ensure that lending is done on non-economic criteria. This, in turn,
would crowd out private lending as the Soft Loan Fund did in the past. The public regulation
functions (arrangement for the flow of budgetary funds) within Rosselkhozbank should be
legally separated from its commercia activity. If there is no alternative to the public regulation
function at the moment, the role of Rosselkhozbank should be minimized, and a period for its
phase-out should be announced.

I1.LEASING OF MACHINERY AND PEDIGREE CATTLE
Agricultural Machinery Supply -- Status

The machinery park in Russia has declined dramatically over the last decade with
extremely negative implications for agricultural productivity. The tota number of tractors in
agriculture fell from 1,336,000 units in 1990 (10.6 per 1,000 plowed hectares) to 817,000 units
(7.4 per 1,000 plowed hectares) in 1999; grain combines, from 408,000 units to 211,000 units;
fodder combines, from 121,000 units to 61,000 units; and potato harvesters, from 32,300 unitsin
1990 to 10,700 units.
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Due to the lack of spare and upgradable parts and poor repair service in rural area, only
about 50% of al available agricultural machinery is in working condition, and most of this
operational machinery is technically obsolete.

There are currently 173 Russian enterprises (200,000 workers) in agricultural machinery
construction. In addition, there are 500 enterprises involved in manufacturing and distribution of
agricultural equipment and machinery, which are classified to belong to the industries other than
agricultural machine-building. Most of this agricultural equipment manufacturing is concentrated
at 35 large specidized plants: seven tractor manufacturing facilities, four combine producing
factories, and 24 enterprises specializing in manufacturing and assembly of agricultural
machinery and equipment for livestock-raising, plant growing, and fodder production sub-
sectors. For the period of 1990-1999, manufacturing of tractors was reduced from 214,000 units
to 13,100 units; production of grain harvesters reduced from 65,700 units to 1,900 units; fodder
harvesters - from 10,100 units to 300 units. Half of the enterprises in this sector operate at 10ss.
The number of workers employed by this sector decreased by 2.5 times® in 1990-1999. At the
same time, signs of recovery were seen in 1999-2000 with regard to some producers. For
example, Rostselmash is planning to double its output of combine harvesters in 2001 from this
year's 2500 to 5000, and 7500 in 2002. Rostselmash produced 850 such combinesin 1999.

The reliability and efficiency of domestically manufactured machinesis low, for the most
part. According to the testing results performed at machine-testing sites of the MOA, 94%-97%
of the final output of manufactured agricultural machinery and equipment do not meet
manufacturing requirements and standards; 75%-90% do not meet safety requirements; one third
fail to comply with specific technical and economical parameters, and approximately 25% do not
meet the required performance parameters’. Domestic grain harvesters exhibit efficiency levels
of .78-.92 (with the average time to break downs of 15-20 hours) whereas the specification
standards require an efficiency level of .95, and most foreign equipment meets these criteria.

Leasing— Current Status

Against this backdrop, development of the machinery leasing market is seen by some as the
solution to two problems: technological obsolescence of the equipment on the farm, and a
resulting fall in crop production; and the collapse of the agricultural machinery manufacturing
industry.

Leasing mechanismsin AIC are executed largely through the Federal or regional budgets.
The commencement of leasing activity in AIC was initiated with the passage of a resolution of
the RF Government as of June 16, 1994. This Resolution ordered an allocation of funds from the
Federal budget for this program and outlined the crucial role of “Rosagrosnab” in
implementation of this leasing process.

® “Ekonomika sel’ skogo khozyaistva Rossii”, No. 7, 2000, p. 29
® MOA: Information bulletin, No. 5-6, 2000, p. 42



Developing Rural Financial Markets 81

This essentially revitalized the old system of supplying agricultura machinery and
equipment to agricultural enterprises through centralized government credit allocations. Based on
allocations to the Leasing Fund, the MOA sets the budget funds (quotas) for the purchase in the
form of leasing of agricultural machinery and equipment for each agricultura region. These
budget allocations are mainly distributed to oblast agrosnabs. This budget allocation of the
leasing funds is similar to the previous centralized distribution system; however, the new leasing
funds allocation system is characterized by the direct distribution of monetary capital as opposed
to the process of agricultural input distribution to regions. Based on these allocated funds
(quotas, based to some extent on the region’s gross agricultural production) to each specific
region, Rosagrosnab enters into leasing contracts with regional agrosnabs, which perform the
functions of lessees in these dedls. Regiona (oblast) agrosnabs in turn enter into subleasing
agreements with agricultural producers. Therefore, contractual lease payments inclusive of the
up-front deposit payment, annua payments, and rent (monetary remuneration) for the whole
lease period are paid directly to regional agrosnabs. Rent is paid for the provision of maintenance
services and other services associated with the servicing of the lease contract. These farms are
required to pay in cash 30% (this initia up-front payment was lowered to 20% later on) of the
purchase price up-front. The remaining 70% of the purchase price isrepaid over a 3-5 year period
with straight-line amortization payments (no balloon payment at the end). After a lessee fully
pays off the purchasing cost of a particular machinery, he is entitled to assume ownership of this
machinery and title to the property is transferred to him. However, many producers do not redize
that these leasing contracts allow lessees only the use of the equipment and machinery for the
term period, and that they do not assume ownership until the end of the lease. They are therefore
not sufficiently motivated to keep current on payments and are not prepared to relinquish the
machinery if they cannot make the payments.

Leasing middlemen organizations receive a considerable part of the price at which leasing
objects were sold to farmers with a high markup due to a large number of middiemen
participating in leasing operations: General Lessor “Rosagrosnab” — oblast / republic Agrosnab —
rayon Agrosnab. The MOA’s commission conducted a detailed analysis of the operating and
financial results of the leasing program after the first year. As aresult, the increase in mark-up of
prices by middlemen organizations was limited to 12%. However, this limit on the increase in
prices is not enforced in practice. Agricultura producers were not able to make their own
decisions regarding the specific purchase needs and choose their own manufacturer of
agricultural equipment. These crucia purchasing decisions were made by Rosagrosnab. This
practice persisted despite the existence of the specific provision in the Civil Code of the Russian
Federation (p.p. 665-670), which allows agricultural producers to make their own independent
purchasing decision as to what type of equipment to acquire and from which manufacturer.
Moreover, the prices on leasing agricultural equipment and machinery were set jointly, on a
guarterly basis, by the MOA’s committee, Rosagrosnab, and manufacturers of agricultura
equipment and machinery.

Lack of own financial resources and lack of competition in the area of agricultural leasing
pushed farmers to agree on disadvantageous offers, and there was no financial control on the part
of a final consumer. As a result, neither agricultura machine-building plants nor the leasing
companies were forced to cut costs or to increase the quality of agricultural machinery.
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Leasing companies are seldom willing or able to enforce their contractual rights to
repossess. By law, a leased object could be confiscated by a lessor in the event of a breach of
terms of aleasing contact including a failure to make contractual lease payments (two payments
missed on a consecutive basis) on the part of a lessee. A lessor is entitled to request the full
payments of all debt obligations and a leased property subject may be repossessed immediately.
Failure to exercise these rights may be partially explained by the lack of legal grounds in the
Civic Code of the Russian Federation to provide a lessor the immediate remedy in the form of
confiscation of aleased property, as the court must first issue its judgment on a breach of alease
contract. There are also many instances when lessees resorted to actions to prevent physical
confiscation of leased property. For instance, in Tyla oblast, locd officials blocked the “SBS-
Leasing” firm’s attempts to repossess their leased machinery after the oblast machine-servicing
station founded by oblast administration had failed to make contractual lease payments for the
German “Dominator” combines acquired through international leasing arrangements in 1998”.

New equipment leasing companies are represented by: (a) companies affiliated with
banks (“SBS-Leasing,” “Agroinkom”); (b) leasing companies established to support foreign TA
projects (for example, in Kolomna); (c) recent commercial verticaly integrated initiatives
(Cebeco, Campina, Nutricia). Recently, Russian John Deere Finance (an affiliate of the US
corporation Deere & Co) has received a license to conduct |easing operations in Russia.

The Government has prepared a number of actions to change the old system. GOR
Resolution No. 404, dated May 22, 2001, transferred the functions of the public agent for leasing
development in the agro-industrial complex to OAO Rosagroleasing, which has been formally
divested from Rosselkhozbank. The 2001 federal budget alocations for financia leasing of
machinery and pedigree cattle for the agro-industrial complex (about 5 billion rubles, including
additional revenues) will be used to increase the authorized capita of OAO Rosagroleasing. It is
expected that Rosagroleasing as a lead entity would sign agreements with regional leasing
companies (sublessors), which, in their turn, would provide machinery to agricultural producers
and other agribusiness enterprises under leasing arrangements. The new scheme differs from the
old onein afew essential aspects. first, public leasing becomes a paid service. Lessees would pay
interest to the lessor in the amount of 1/3 of the Central Bank rate, i.e. the State will partially
subsidize the interest rate, as with seasonal loans. Second, the margin imposed by the lessor and
sublessor will be limited to 1.5% each (3% atogether), i.e. the service charge decreases
significantly. Taking into account that the loan is not free, the total leasing rate would exceed the
rate under the old scheme, however, the budget will receive funds through Rosagroleasing rather
than intermediaries. Third, disbursement of federal funds to the regions will be linked to the
amount of resources allocated by the regional budget rather than to ‘norms’ (plowed hectares or
number of farms in the region). Leasing will be financed on the 50:50 basis: each regional ruble
will be matched by ruble from the federal budget. Fourth, any private regional leasing company
(and not only former Rosagrosnab offices) will be able to participate in the scheme as a
sublessor. Another characteristic of the new scheme is that combines and tractors to be leased
will be mostly of domestic make, which would allow the Government to focus on grain market
development, also supported by other measures (in particular, seasona interventions in the
grain).

"“Izvestia,” September 4, 2000
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The Government believes that this new system facilitates the development of private
leasing without abrogating the State’s paternalistic responsibilities, and that the new system is
more consistent with market conditions established in agribusiness over the last years. In the
view of the Bank team, the new leasing arrangements indeed have some advantages over the
previous scheme, among them more private sector participation and competition at the regiona
level; and cost-sharing with the regions, rather than alocations according to the old norms.
However, as Rosagroleasing would be acting as a leasing agent itself as well as the program’s
administrator, there is an inherent danger of a conflict of interest. Thereis the possibility that one
monopoly provider of leasing services for agriculture (Rosagrosnab) would be replaced by
another ( Rosagroleasing).

Financing of Leasing

The federal government is the largest source of funding for leasing transactions, through
the mechanism described above. However, regional budgets and private investment aso
comprise significant contributions (Table 4.2). It should be noted, however, that some of the
regiona funding comes indirectly from the federal budget.

Table 4.2: Investment Fundsfor Leasing (1999)
Funds
Private Investments

(inclusive of foreign direct investments) -
Funds from Regiona budgets -
Funds of the Federal Budget -
Total -

Source: MOA survey

Amount % of total

1,831 million rubles (32%)
1,603 million rubles (28%)
2,280 million rubles (40%)
5,714 million rubles (100%)

The federal allocation of budget to the leasing fund has been declining significantly over
time in real terms, though the ratio of alocated to budgeted funds has been increasing. As Table
4.3 dso shows clearly, Rosagrosnab is virtualy the sole recipient of funding from the Leasing
fund. Since 1998 there have been no auctions conducted to secure the access to the budget-
allocated leasing funds.

Table 4.3: Allocation of the Federal Budget Proceedsto the Federal Leasing Fund in 1994 — 2001
(asof September 9, 2001), million rubles

1994 1995 1996 | 1997 | 1998 | 1999 2000 2001 | Total
Approved in the budget 1000.0 1351.0 | 2700.0 | 2400.0 | 2000.0 2280.0 | 2575*%*** 5000 19306
Actually alocated, total 1053.6* 1080.6** | 1928.9 | 736.6 | 1007.0 | 2280.0*** | 2575**** 500 | 11161.7
Disbursed, %, including: 105 80 71 31 50 100 100 10 58
machinery leasing 1053.6 1065.6 | 18289 | 7126 | 9710 2200.0 2475 500 | 10806.7
pedigree cattle leasing, 0.0 15.0 | 100.0 24.0 36.0 80.0 100 355.0
including: 207.0
Rosplemob'edinenie 0.0 15.0 | 100.0 17.0 11.0 29.0 35 148.0
Agroplemsoyuz 0.0 0.0 0.0 7.0 25.0 51.0 65

* including 850 million rubles under GOR Resolution No. 686, dated June 16, 1994
** including 351 million rubles from the repayment of allocations.
*** including 1,655 million rubles allocated for agricultural purposes from additional federal budget revenues.
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***% including 1,500 million rubles for procurement of equipment and machinery in Belarus; 25 million rubles for procurement
of pedigree cattle; and 550 million rubles for repayment of the credit for the purchase of combines for the Saratov Oblast, using
additional federal budget revenues.

Note: in addition, 49.27 million rubles were alocated for leasing in 2001 under the 2000 Budget Law, as balances on companies
as of January 1 2000.

Approximately half of the lessees do not meet their obligations. Thus, debts to the
Leasing Fund continually accumulate, and reached 1.76 billion rublesin 2000 (Table 4.4).

Table 4.4: Repayment to the Federal Leasing Fund in 1994 — 2000, million Rubles (as of October 16, 2000)

Y ear Planned Previous Planned Actual Actual repayment  Actual repayment asa
repayment for year repayment repayment  asa percentage of per centage of planned
each year (years) plus debts duringthe planned repayment  repayment plus debts,
debt [2+3] year [5:2] [5:4]
1 2 3 4 5 6 7
1994 1239 - 1239 56.3 454 454
1995 255.0 67.7 322.7 150.3 58.9 46.6
1996 205.3 172.4 377.7 195.3 95.1 51.7
1997 485.0 182.4 667.4 340.6 70.2 51.0
1998 226.0 326.8 552.8 271.7 120.2 49.1
1999 1488.0 281.1 1769.1 611.7 41.1 34.6
2000 1760.1 1157.4 29175 1175.8 66.8 40.3
Total 4543.3 1741.6 - 2801.7 - -

Budget allocations to assist agricultural producers to purchase agricultural machinery and
breeding cattle increased considerably in 2001. The basic Federal budget envisages 3 hillion
rubles to finance these purchases. Besides, 2.5 billion rubles are allocated for this purpose from
the additional revenues of the 2000 budget, and 1.5 billion rubles to finance agricultural
machinery from Belarus. Thus, the total expenditures of the Federal budget with regard to
agricultural leasing reached around 7 billion rubles. There was considerable discussion of how to
administer the funds for 2001, and some proposals would have created a more competitive
market-oriented system by letting any private leasing company bid for the subsidized funds. In
the end, however, it was unfortunately decided to channel al of the money through
Rosagroleasing, a subsidiary of Roselkhozbank, a decision strongly opposed by the private
leasing companies.

Recommendationsfor the Federal Gover nment

Refrain from representing any of the parties involved in conducting lease contract
arrangements either in the form of providing government guaranties to foreign suppliers and
manufacturers of agricultural machinery and equipment or lease transactions involving livestock,
unless such guarantees are partia and with a specific phase-out period (as described in the
“Recommendations’ sub-section of section | of this chapter). This type of lease contract
arrangements represents commercia (private) financing, which should be conducted solely by
private corporations and individuals. At the same time, the government (possibly with the World
Bank or other donor) may extend guaranties against sovereign (political) risks to attract investors.
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Refrain from administrative distribution of leasing resources (allocation of leasing
guotas to regions; identification of sub-lessors by regional administrations). A straightforward
subsidy (preferably on the purchase price, rather than the interest rate) available to any who are
willing to put up the remainder of the necessary funding is a better and more market-oriented
way to distribute the resources. The subsidy would allow farmers to vote directly with their
rubles on what kind of machinery they wish to use, and on what terms. Subsidized funds should
not be channeled to a single company, as they are now through Rosagroleasing. In our view, it is
not reasonable to transfer leasing repayment funds to the authorized capital of Rosagroleasing (or
any other monopoly structure) since it would initially create unequal conditions for leasing
market operation.

One of the possible ways to terminate the monopoly of one or several companies in the
leasing market is to provide potential local and government budget financing to many lessors and
all types of leasing activity, thereby promoting competition and assisting agricultural machinery
producers to participate in so-called vendor leasing.

Encourage phase-out of barter as aform of |ease payment by making these exchanges more
transparent and therefore less useful as a tax evasion devices. This might be achieved through
better transparency of the leasing companies financial statements and standardization of
financial information permitting easy assessment of a company’s financial condition. To prevent
conversion into quasi trading companies, and to reduce expenditures, lessors should outsource
barter to specialized trading companies or food producers.

Foster the creation of the secondary market for agro machines and equipment. Leasing
companies need a developed after-market pipeline for returned and repossessed equipment. A
system of price information and a system of equipment service and repair should be developed.
Revise the “Law On Leasing” especidly in relation to employment of the budget funds,
confiscation of leased properties, and recovery of leasing payments.

Adopt a neutral policy position with respect to imported machinery. Domestic machinery
is, in general, significantly less efficient, but also much cheaper, than imported. Russian farmers
should not be denied the technologica benefits of the latter, nor penalized (by high import
tariffs) for choosing it. But neither should internationa firms be given privileged treatment in
deals with the government. Creation of a level playing field for both will alow each farmer to
make the decisions appropriate for himself, taking into account his own cost versus the efficiency
tradeoff.

Recommendationsfor Leasing Firms

Diversify activities not only into financing leasing but also into sale-leaseback transactions,
or “return leasing” (when an entity is alessor and alessee at the same time) and operating leasing
(this type of leasing does not transfer ownership of a leased property), in particular devel oping
custom harvesting, which involves short-term leasing.



86 John Nash and Vera Matusevich

Enhance the level of additional services prior to, and after, the expiration of a warranty
period and provide more flexible subleasing services.

1. WAREHOUSE RECEIPTS SYSTEM

Warehouse receipts (WHRS) are tradable instruments which use as their collatera
(security) stored commodities. They are widely used in developed market economies, and
provide liquidity for producers, traders, and processors of non-perishable commodities. WHR
systems are developing in several Central and Eastern European countries as well, though more
slowly than anticipated.

A recent study® evaluating the potential for a WHR system in Russia found that around 20
million tons of existing storage space in Russia would be suitable for issuance of WHRs,
indicating a potential collateral value of $2 billion. If realized, this would increase liquidity by
approximately as much as the largest federal credit program. Clearly, a well-functioning WHR
system could make a substantial contribution to aleviating the credit constraints of the sector.
Recent developments are positive, though there are still a number of obstacles that need to be
overcome to set the stage for widespread use of WHRs. Some of these are associated with
genera problems in grain marketing and channels (Chapter 1) and credit markets, and some
others with issues specific to this market.

Current Status

While WHRs as liquid, tradable instruments are not used in Russia, “quass WHRS’ are
widely used to collateralize inventories in a number of different types of transactions. They are
commonly used in pre-export transactions for grains and oilseeds, and for pre-import transactions
for standard processed commodities (meat products, milk powder, tobacco, vegetable oil,
beverages) and to a lesser extent grains. These typicaly involve some form of warehouse
inspection (by an internationa inspector, such as SGS, or the collateral department of the bank),
issuance to the bank of a quasi-WHR by the inspector (who assumes responsibility for loss or
spoilage), insurance against non-sovereign risks, and eventual cancellation of the WHR when the
commodity is transferred and the credit re-paid. One result of the 1998 crisis and devaluation
was a large depreciation of the capital value of commodity stocks, and consequently large losses
for participants in these schemes. This virtualy froze the programs temporarily, but in
1999/2000, many are re-emerging. One positive characteristic of the emerging schemes is that
there is greater participation than before by Russian banks, as a result of their need for greater
lending to the productive sectors as the government bond market has become less lucrative.

In domestic agribusiness transactions also, stored commodities are commonly used as
collateral. One USAID pilot scheme implemented by Cargill employed fairly sophisticated
procedures, and tested several variants of a system of credits collateralized by stored

8 D. Rylko, S. Matthies, B. Zimbler, E. Zharikova; “Using Warehouse Receipts as a Financing | nstrument for the
Russian Agribusiness Sector”, Moscow 2000: EBRD, FAO, USAID.
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commodities. While participation in the scheme was high in its second year, it foundered because
of the 1998 crisis and because lack of suitable legislation made its legal status unclear. Other
pilot schemes are under way or being prepared by the Common Fund for Commodities and
USDA.

Most of the domestic users of credit agreements collateralized by stored commodities are
less sophisticated in that they do not use warehouse inspectors nor require bonding for the
warehouses. Banks typically use their own inspectors from their collateral departments to
physically inspect the warehouse, and in the case of delinquency of the loan, may post a security
guard at the warehouse to protect against disappearance of the pledged commodity. Banks may
also require posting of persona property as security in addition to the stored commodity.
Especialy before the 1998 crisis, banks required extremely high collateral, unless the loans were
backed by government guarantee. Often loans were based on personal and political relationships.
Most of these transactions were based on the warehouse acceptance receipt (form 13) inherited
from Soviet times, which is not endorsable, and is subject to manipulation or fraud. These high-
cost and non-transparent practices were not conducive to the evolution of a market in secured
transactions. Nonetheless, the fact that these collateralized loans are relatively widespread,
notwithstanding the market imperfections, indicates alarge potential market for WHRSs.

Policy I'ssues

Policies affecting the development of WHR system are of two main types. genera grain
market policies, and the legidative and regulatory framework for the WHR system per se.
Regarding the first class of policies, the government’s direct intervention in the grain market via
procurement has been declining each year, and in 1999 reached an al-time low of 18%. The
Federal Agency for Regulation of Agricultural and Food Markets in principle is an intervention
agency, but has not been very active for lack of budget. There are however, proposals from the
Ministry of Agriculture to revive large-scale procurement by the federal government, and in
particular to stabilize the market to reduce seasonal and inter-harvest price fluctuations. The
government has also attempted to manipulate prices and availability of commodities on the
domestic market by trade policy (e.g., introduction of a 10% export tax on sunflower seeds in
early 1999; constantly shifting sugar import regulations). Reportedly, the unpredictability of
VAT rebates for exports also contributes to the uncertainty surrounding grain and oilseed
markets.

On the oblast level, the situation isworse. Although it isillegal under federal law, oblast
governments (and recently even some rayon level governments) commonly obstruct the export of
foodstuffs, especially grains and oilseeds. In the marketing year 1999/2000, reportedly 27 out of
89 regions imposed some administrative restrictions on outflows. These must be done in such a
way that they cannot be overturned by the federal government, so the mechanisms are fast and
temporary (so the federal government cannot act before they have the intended effect), indirect
(strict registration or phytosanitary requirements), or informal (instructionsto local police or train
station managers to stop grain transit). They are also often imposed in connection with the
regional commodity credit deals; for example, there is a ban on exporting until the commodity
credits are paid off. While these do not seem to be regarded by the trade as insuperable obstacles
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to doing business, they are clearly a hindrance to market price formation. Mr. Putin has stated
that he will overturn such regional initiatives, and has done so in at least one case (Voronezh
region). Regiona governments also commonly resort to price or markup controls on food
products.

Finally, Russian grain markets have been influenced by large shipments of food aid
(Chapter 2). Among other deleterious effects on the market, this has increased supply and
thereby lowered prices, to the detriment of producers and holders of stocks. Also, as a condition
for the aid, the government was required to impose export bans, which prevented traders from
exploiting niche foreign markets. The last such ban on milling wheat export just expired on
September 30, 2000.

Such government policies reduce the viability of a WHR system in two ways. First, to the
extent that they are successful in reducing price fluctuations, they reduce the demand for storage.
Persons store a commaodity in the expectation that its price will rise sufficiently to cover the costs
of storage, including the implicit costs of financing it.” Of course, there would be, in any case,
some demand for storage while commodities are in shipment, short-term storage by processors,
etc. But the less prices are expected to rise, the lower the demand for storage. Second, increased
uncertainty associated with interventions makes investments in storage (investments in both
storage facilities and stocks) riskier and so discourages them. The timing, magnitude, and pricing
of government purchases and sales seldom are determined on transparent and predictable criteria,
but rather respond to short-term political considerations. The same can be said of trade policy
measures. Thus, they often end up undercutting private sector investors.

There are a number of shortcomings in the legislative and regulatory framework for a
WHR system, though it appears that progress may be made soon. In principle, pledges of
inventory have always been possible under the first part of the Russian Civil Code, since its
adoption in 1995, and in fact the Form 13 (warehouse acceptance receipt) has functioned as the
basis for the collateral instruments (quasi WHRS) discussed above, governed by the Civil Code.
The Law on Grain, adopted in 1993, refers to establishment of a grain pledge system. Part Two
of the Civil Code, adopted in 1996 goes further in setting up a legal framework that could be
used for WHRs, though it was apparently not written with WHRs in mind, as they are used in
agribusiness. It defines three types of documents that may be issued against goods stored in a
warehouse, and provides that two of them (smple and double warehouse certificates) are
“securities,” and therefore governed by the provisions of the Civil Code on securities. These
provisions specify that securities may be bearer instruments, which can be transferred, and
thereby provide a legal foundation for a WHR system. However, enforcement of pledges under
Russian Law is time-consuming and cumbersome, involving court proceedings and a public
auction. Furthermore, since these Civil Code provisions were not specific to WHRs, there are
several areas which are not ideal for this purpose. All of these factors together may explain why a
system of WHRs has not evolved based on the Civil Code.

° Every ruble invested in grain in awarehouse is a ruble which could otherwise be put in abank to earn interest, or in
another investment. To make it economically attractive to store the grain for later sale, the storer must expect that its
price will rise by more than enough to cover his out-of-pocket storage charges, plus the interest that he could be
earning on these alternative uses of his money. Otherwise, he would just sell it immediately, rather than storing it.
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Recommendations

A draft WHR law (already approved by the State Duma in April 2001, but then rejected
by the Upper House in May 2001), is again being considered by the Duma. It would expand upon
the provisions of the Civil Code, and should make the legidlative framework more conducive to
development of a WHR system for agribusiness. The EBRD/FAO/USAID study (Rylko, €t. a.)
identifies three key areas in which the law should improve upon the existing framework. First, it
should allow for easier foreclosure without court intervention, if the parties agree to this in
advance. Second, it should make clear that only licensed public warehouses (subject to minimum
standards of financial health and physical facilities) should issue WHRs, while other should not
be subject to licensing at all. This will help to avoid a problem which has arisen in Bulgaria,
where all warehouses are required to be licensed by the grain agency. Storers believe that since
all warehouses are licensed, they al have the same level of security; they are therefore reluctant
to pay the higher fees needed by the licensed public warehouses, which in redlity do offer a
greater level of service and safety. This has interfered with the development of the system there.
Third, licensed public warehouses should be able to issue WHRs for the goods that they both
own and store in their own facilities, which is a standard practice in other countries for food
processors which own warehouses. The study also suggests that the law clarify the status of
WHRs with respect to the value added tax (VAT) by stating clearly that each trade of the receipt
does not constitute taxable event.

IV.CREDIT COOPERATIVES

In advanced market economies, the process of credit cooperative system development in
each country began by setting up a network of primary (grass-root level) organizations, based on
individual membership with the objective of addressing local needs. Their growth led to the
formation of regional credit institutions that served the credit and financial requirements of
primary member cooperatives. Further evolution entailed the establishment of nationa credit
cooperative ingtitutions, including large banks. Although initially created as institutions to
provide credit to farmers and functioning for many decades as such, gradually the rura credit
cooperatives lost their agrarian focus and transformed (in terms of their membership and
transaction types) into multi-purpose credit institutions, servicing enterprises of agribusiness and
in some cases other sectors not only in their own countries, but also abroad.

In the 1990s, there has been a recovery of cooperative credit institutions in transition
economies in Eastern and Central Europe and the CIS states. This process is till at the initial
development stages and its distinctive feature is an active involvement (and in many cases the
initiation) of international governmenta and non-governmental organizations.

In 1999, there were registered over 300 credit cooperatives of various types in Russia,
according to Goskomstat. Many of these were originally set up as consumer mutual aid funds
(credit unions) in urban areas, though some have since expanded into rural areas, and some were
rural to begin with. But in most cases they remain focused on consumer loans. But according to
unofficial data, by the end of 1999, there were about 60 rura credit coops operating in 20
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regions, compared to only 17 in six regions as recently as 1997. Since August 1997, these have
been organized in an inter-regional Union of Rural Credit Cooperatives (URCC).

At present, the URCC includes 120 member cooperatives from 32 regions, with a total
number of shareholders over 7,000. Credit cooperatives have established in Volgograd, Saratov,
Rostov, Tomsk, Leningrad, Perm, Vologda, Yarodavl, Moscow, Kaluga, Tula, Smolensk,
Nizhny Novgorod, Ulianovsk, Orenburg, Penza, Pskov, Novgorod, Orel, Voronezh, Chita,
Sverdlovsk, and Chelyabinsk Oblasts, Marii El, Udmurt,and Chuvash Republics, Krasnoyarsk
Krai, Khakass, North Oset, Dagestan, Tatarstan, and Altai Republics.

Credit cooperatives are developing most intensively in Volgograd. They account for 48%
of al credit cooperatives, 51% of registered cooperative members, and 64% of the total amount
of loans (see Table 4.5).

Table4.5. Development of Activity of Rural Credit Cooperativesin Volgograd

1996 | 1997 | 1998 | 1999 | 2000 First 6
monthsin
2001

Number of RCCs 6 7 19 26 31 37
Number of RCC shareholders 102 369 701 1602 | 4007 5313
Number of extended loans, ayear 38 349 626 1831 3775 2271
Amount of extended loans, thousand rubles 317 2222 | 5585 | 15173 | 54234 53295
Amount of savings contributions, thousand 350 2769 | 4510 | 8165 | 14101 14213
rubles
Amount of funds raised by RCCs, thousand - - 100 3387 | 29388 30459
rubles a year (except savings contributions)

At the initial stage, a credit cooperative forms its funds by contributions from the
shareholders. Later, sustainable cooperatives can mobilize external funds such as commercial
bank loans, donor grants and credits, and private savings of households. In some cases, the local
branches are deposit-taking and lending institutions, while the regional organization with which
they are associated attempts to attract externa resources. Credit coops in Volgograd oblast are
organized in thisway, and asimilar system is being set up in Saratov.

The Russian-American Rural Credit Cooperation Support Program has been the largest
sponsor of rura credit coops, and its funds were used to establish the Rural Credit Cooperation
Development Fund (RCCDF). The RCCDF has accredited 34 rural credit coops for participation
in the Program. Since the Program was launched, it has provided financial support (loans) in
excess of 117 million rubles to 32 coops in 14 Russia regions. Individual private farms account
for 70% of the Program beneficiaries.

Unfortunately, the Government has not yet made a decision to channel resources designed
for subsidizing the interest rates of commercial credits to agricultural producers via credit coops.

Out of the total amount of credits given by cooperatives in 1998 the share of agricultural
(commercial) producers averaged 56% (in Volgograd Oblast — 77%). The most common loans
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are short-term for up to three months. These constitute 74% of the total number and 73% of the
total loan amounts. As for the loans of up to six months, those indicators were 19% and 18%
correspondingly. The annual interest rate for loans given by cooperatives in 1998 averaged 33%.
The timely loan repayment coefficient was close to 97% (in 1997 — 99%).

According to a 1999 survey of 15 rural credit cooperatives in seven oblasts, most are quite
recent, with 79% starting operations only in 1998 and 1999. The number of members of these
coops ranged from seven to 222, with an average of 63. On average, 32% of the members are
legal entities with variations in some cooperatives from 10% to 100%. It is a common pattern for
rural credit cooperatives that legal entities (usualy, private farms) prevail among their organizers
(founders). But gradualy, if the cooperative is successful, it becomes attractive for wider rura
population (mainly, owners of individua holdings and garden plots), and its membership
composition shifts to the domination of natural persons.

As a cooperative expands its membership, it often covers local businesses, sometimes
including those that are only indirectly related to agricultural production (processing, trade,
marketing, servicing and other enterprises and institutions). In the largest (and oldest)
cooperatives, agricultural producers accounted for just 45% of their membership. Five of the
surveyed cooperatives were involved in both lending and saving activities, and three only
undertook lending.

The average size of the share cooperative capital is 41,000 rubles, with the range in
variation from 7,000 to 75,000 rubles. The average cooperative assets size (the most
representative credit potential indicator) is 187,000 rubles, with variations from 10,000 to
569,000 rubles.

Overall, in 1998 there were 40 loans on average per cooperative. The average size of loan
per cooperative was 462,000 rubles (range of 10,000 to 1,741,000 rubles). The average size of a
loan dlightly exceeded 11,500 rubles, ranging from 1,000 to 53,600 rubles.

The loans were lent at annual interest rates of 30% to 72%. In al cooperatives the timely
loan repayment rate approached 100%.

Impedimentsto Coop Development

The adoption of the Law on Credit Consumer Cooperatives of Citizens (August 7, 2001)
put an end to a long period of nonrecognition of credits coops as a specia type of lending
ingtitutions. However, there are a number of pending issues. First, the membership of legd
entities in a credit coop is still an open question. Second, there is no licensing system for credit
coops, or a public authority responsible for licensing and supervision. This new Law is only a
framework law and does not cover many important issues relating to the operation of credit
CoOopsS.

While some oblasts, including Volgograd, have passed regiona laws, at any time these
could be revoked or over-ridden by new federal laws or regulations. The regional affiliates of the
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Centra Bank, taxation and other federal bodies and agencies can alter their attitude to the
development of the rural credit cooperation system. In particular, the taxation status of rura
credit cooperatives is dependent on the attitude and the level of understanding of local (rayon)
tax authorities, since rural credit cooperatives are not entirely legitimate and have an uncertain
industry classification. For example, according to the Volgograd oblast law they are non-profit
credit institutions, while there is no such notion in the federal legislation. In some cases they are
subject to the profit tax similar to banking institutions, while in other rayons they pay the VAT.

Another problem is that these institutions are not well integrated in the overall financia
system. Asaresult, one of their important challengesis the allocation of credit resources of rural
credit cooperatives in the so-called “dead season.” The highest demand on creditsisin the spring,
summer and autumn. In winter the existing rural credit cooperative resources are actually not
used, while in the high seasons, the demand outstrips the available credit. Since they cannot
easily borrow from nor lend to other financia institutions, this seasondlity is a significant
problem.

Recommendations

Though the Government approved the Law on Credit Consumer Cooperatives of Citizens
it is aready necessary to make a number of amendments to the Law. The Law should:

» not imposerigid limitations on membership of citizens (natural persons) and legal entities
of small scale business and limitations on the target use of credit;

» dlow co-ops to be set up and developed from the simplest forms of cooperation to the
more complex ones, in particular, cooperative banks providing their members with a
comprehensive range of banking services, and,

» bring these co-ops under the supervision of the normal bank regulatory authorities when
they assume banking functions, while allowing licensing and supervisory authorities to
establish specia standards and regulations for credit cooperatives that recognize that their
status is different from normal banks.

It is also necessary to amend the banking legidlation to include credit coops that are
functioning as consumer coops in the national financial and lending system. In addition, the
Government might consider the establishment of a guarantee fund financed by public resources
that would ensure access to funds for credit coops, which have no adequate collateral. It would
also be worth considering including credit coops in the list of lending institutions eligible for
participation in the government program of subsidized credits so that they could receive
reimbursement for 2/3 of the interest rate.

V. AGRICULTURAL INSURANCE
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From 1969-1990, property insurance against catastrophic damages was mandatory in the
Soviet Union,’® and premiums were subsidized by around 57% from the federal budget. An
estimated 90% of the claims paid out under this coverage were for crop damages. Crop shortfalls
were fully compensated, with the shortfalls calculated based on the average of the preceding five
years. From the period 1968 to 1990 premiums of kolkhozes and sovkhozes amounted to 426
billion rubles, and insurance payouts accounted for 385 billion rubles™. Therefore, Gosstrakh (a
department of the USSR Ministry of Finance) was able to operate at a profit at that time and did
not require agricultural producersto hedge their risks.

In 1990, the insurance became voluntary, the budget subsidy was virtually removed, and
insurance companies increased premiums by 40% to 80%. As a result, many agricultura
producers abstained from purchasing coverage.

In 1993 the GOR revitalized a state-sponsored agricultural insurance. The budget subsidy
was planned to be 50%. However, the federal budget funds of the premiums were not sufficient
to provide subsidies to the required level of 50%. Beginning in 1999, compensation for insurance
premiums was fixed at the level of 25%. However, the actual level of subsidies was at an even
lower level. As aresult, only 5% -11% of all agricultura producers had coverage under crop
insurance policies in 1993-1998. The situation changed somewhat after the Russian government
introduced Resolution no. 1399 “On State Regulation of Insurance in the area of agro-industrial
production” (November 27, 1998). This Resolution once again reintroduced a 50% subsidy from
the federal budget. In 2000, 80 million rubles were allocated in the form of budget subsidies
towards agricultural insurance policies. In the 2001 budget these compensations are increased to
230 million rubles (2.9 times). Currently it is estimated that only about 10% of the total crop
production is covered under crop insurance policies. Crop insurance policies are issued by 16
insurance companies in 23 regions. Rosgosstrakh, formerly known as Gosstrakh, and its branches
are engaged in providing this type of coverage on a smal scae Rosgosstrakh is the only
insurance company in Russia with 100% state capital. In 2001, the MOF announced that it is to
be privatized.

Given the sparse coverage, shortfalls in crop production due to natural disasters are
seldom compensated from formal insurance policies. Rather, such shortfalls produce political
pressure for compensation from the budget on an ad hoc basis as “disaster payments’ or more
commonly as debt write-offs. To assist agricultural enterprises suffering from drought and other
calamities in 1999, 3.5 billion rubles of various debts were written off according to the
governmental ordinance dated November 29, 1999. That kind of write-off was recurrent
phenomenon in the period from 1991 to 1999, and in December 2000, the Duma allocated 3.4
billion rubles to compensate catastrophic losses in agriculture.

On November 1, 2001, the Government issued Resolution # 758 on Public Insurance
Support of Agribusiness, which approves the 2001 rules for federal budget subsidy allocation for

1911 1968 mandatory property insurance was introduced in Kolkholes (crops, perennial planting, cattle, and fixed
assets). In 1979 this practice was applied to sovkhozes also.

v/, Semenor, M. Kazakov. “On Insurance of Agricultural Producers,” Journal of Economics of Agricultural and
Processing Enterprises,” no. 2, 2000.



94 John Nash and Vera Matusevich

partial compensation of crop insurance costs incurred by agricultural producers. The subsidies
shall be provided to agricultural commodity producers (lega entities, individual farmers) to
finance 50% of premiums under insurance agreements with insurance companies. It is voluntary
insurance. A Federal Agency for Public Insurance Support of Agribusiness (the Agency) has
been established to implement such public policy. The Agency would regulate premiums charged
by insurance companies and would collect from each company some of its excess operating
surplus each year (premiums collected minus payouts) and place thisinto a reserve fund to cover
excess losses. In addition, 5% of these premiums from crop insurance would be required to be
allocated towards the federal Agricultura Insurance Reserve to cover catastrophic losses. In
addition, there would be a mandatory re-insurance. Purchase of the crop insurance by producers
would be voluntary, and would be subsidized by 50% from the federal budget. A policy would be
designed to cover 70% of al crop shortfals. The value of crop shortfall would be cal culated on
the basis of grain yield indicators for five previous years. A system of regional insurance
companies would be established.

There is some justification for subsidizing premiums of crop insurance if this would
allow the government to resist calls for ad hoc disaster relief. Moreover, agricultura insurance
makes the sector more attractive for creditors by decreasing their exposure to financial risks.
However, there are good reasons to try to ensure that agricultural insurance is well integrated into
the whole insurance system, rather than relying on the creation of a specialized system. The
fundamental principle of insurance is the pooling of risks and diversification. The more
diversified an insurer’s portfolio, the less likely it is that an event will require payouts of a
magnitude that would cause it to have liquidity problems. Thus, insurers should idedly be
diversified by holding a large number of policies in different regions and even of different types
of insurance. Of course, re-insurance or build-up of areserve fund are other ways of coping with
the possibility of liquidity problems from an event, but these mechanisms are costly, and are less
necessary the more diversified individual companies’ portfolios are.

It is quite important also to establish the system using a sound basis for paying claims.
One of the greatest problems with crop insurance schemes in many countries, including that in
the US, isthat claims are paid to each farmer based on hisindividual losses. Under this approach,
farmers who have larger losses receive larger compensation. This is the wrong approach, since it
encourages farmers to take less care than is appropriate to minimize damages (by, for example,
adopting farming techniques or making investments to conserve water in drought years or
planting drought-resistant crops). Thisis the classic insurance problem known in theindustry as a
“mora hazard.” In order to avoid this problem, the best practice in crop insurance is to base
claims payments on some objectively verifiable measure of an event that is associated with the
damages, or on some other indicator over which the individual farmer has no control. Payments
could, for example, be based on measured hail or on the rainfall deficit — the difference between
the actual rainfall in a given season and some minimal level of adequate rainfall needed to avoid
catastrophic crop failure. Each farmer in the relevant area would be given the same payment per
hectare for each millimeter of rainfall deficit. Or the payment per hectare to each farmer in a
fairly large area could be based on the “yield deficit” of the entire area. This would not
discourage farmers from making investments to minimize losses. The World Bank is providing
technical assistance to set up crop insurance schemes organized in this way in severa countries.
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In other countries, the World Bank is supporting best practice insurance programs with the use of
contingent risk funds, which re-insure part of the risk that national insurance funds face.

Recommendations

Firmly link any insurance subsidy scheme to a commitment not to continue ad hoc disaster
relief for either insured or non-insured parties. If potential purchasers believe that these bailouts
will continue, this will undermine the market for the insurance.

Avoid the creation of new specialized structures that would tend to isolate crop insurers
from the rest of the insurance industry; instead create a simple apparatus to administer the
subsidy. As a non-commercial entity, this apparatus cannot be financed from the agricultural
premiums.

Offer subsidies for insurance only when based on sound principles to minimize moral
hazard, as described above.

Avoid the creation of the Federal Agricultural Insurance Reserve (by collecting 5% of the
total of agricultural premiums) to supply insurance companies with funding for further support to
agricultural producers during times of calamity. If this reserve is needed it should be created by
insurance companies based on market mechanisms. Otherwise, this mandatory 5% payment
appears to be an additional tax which isin direct conflict with the tax law.

The legal framework of agricultura insurance should be fully consistent with the
Civil Code and genera provisions of the insurance and tax legidation. Therefore, it is necessary
to cancel mandatory participation in the insurance schemes (including insurance against natural
disasters), mandatory funding of the Federal Agency for Public Insurance Support of
Agribusiness, and mandatory partia transfer of premiums to the Federal Agricultural Insurance
Reserve Fund.



Chapter 5 : Changesin Rural Life: The Need for an
Effective Rural Development Strategy

Csaba Csaki and Vera Matusevich

Collectivization and the long period of socialism in Russia completely transformed rural life and
rural livelihoods. During this time large-scale farms came to incorporate all aspects of rura life, and
became the dominant economic and socia structures in rural areas. In the past decade, the on-going
transition, combined with the economic deterioration of the large-scale farming system, has had a
significant impact on rura settlements and the quality of life for rural inhabitants. The increased social
problems of rura Russia have become important components of the on-going debate over the future of
agricultural reform. It is becoming clear that the remaining elements of the former kolkhoz/sovkhoz
structures are unable to properly address the needs of the rural population, and as noted by some Russian
specialists as well (see, for example, A. V. Petrikov’s works'), the need for a new approach toward rural
socia problems and rural development is growing more and more evident.

I ncreased Social Problems— Emerging Poverty

The kolkhoz/sovkhoz system, supported by significant subsidies and budgetary transfers, provided
secure employment, and conditions for a simple, but acceptable life for the majority of rural inhabitants.
The deteriorating financial state of the large-scale farms, and the absence of genuine economic reformsin
rural areas, has led to declining living standards and increased economic difficulties for a significant
portion of the rural population.

Beginning in 1991, there was an increase in migration to Russian villages from neighboring CIS
countries. However, starting in 1996 the overal rural population growth became negative (see Table 5.1)
due to a reduction in migration to rura areas in the second half of the 1990s (in 1995, the migration-
related growth of the rural population was 96.32 thousand while in 2000 it was only 4.8 thousand), and
excess of deaths over births. The death rate of the rural population increased from 13% in 1990 to 17%in
2000, while the birth rate, declined from 15.5% to 9.8%. Mortdlity is especialy high among men. The
paucity of births is the result of economic hardships and lowered fertility rates caused by an increase in
infectious diseases and a coholism.

Table5.1: Rural dejure (Resident) Population, by Age and Sex

1991 1996 1997 1998 1999 2000 2001

Rural Resident Population in millions 38.8 39.9 39.8 39.6 39.5 39.5 39.2
as % of total population 26.2 27.1 27.0 27.0 27.0 27.1 27.7
Breakdown by Age Group (%)
0-15 26.5 25.3 24.9 244 237 23.0 222
16-59 50.9 514 51.7 522 53.1 54.1 55.4
60 and over 22.6 23.3 234 234 232 229 224
Breakdown by Sex (%)
Male 47.2 474 47.5 475 47.6 47.6 47.7
Female 52.8 52.6 52.5 52.5 52.4 52.4 52.3

Source: Stat. Y earbook. Agriculture in Russia, Goskomstat, 2000, p.17
Agro-Industrial Complex in Russia, 2001. Goskomstat, p. 10.

! See, for example, Nikonovskie Readings-2000: Market Transformation of Russian Agriculture. ..
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The structure of population rural areasis gradually changing. There are fewer young people. If this
trend continues over longer period of time, an aging and alcohol-ridden rural population will undermine
the potential of rural economy for recovery and growth.

The number of rura settlements is decreasing. According to the 1959 census, there were 294,059
rural settlements, while the 1989 census showed only 152,922. Most of the settlements counted in the
1989 census (95,000) were inhabited by less than 100 residents (26 million total); 40,000 settlements had
101-500 residents (9.7 million), and the majority of rural population (26.7 million) lived in settlements of
more than 500 residents (roughly 20,000). These larger settlements (more than 500 residents) changed
least over time, while the number of smaler settlements was more than cut in haf between 1959 and
1989.

According to the officia 2000 statistics, 65.1% of the rural population had cash incomes below the
poverty level (see Table 5.2), a much higher percentage than in urban areas. Though most of the Russian
poor do livein cities, the percentage incidence of poverty is much higher in rural areas, because incomes
of rura population are generally lower and the number of dependents are higher than in urban areas.

Table5.2: Poverty Level in Rural and Urban Areasin 1997-2000

1997 1998 1999 2000
rural urban | rura | Urban | Rura | urban rurdl urban
Share of population whose per capita cash income
is below subsistence level*, %
59.7 | 36.6 | 65.0 | 41.7 | 731 | 543 65.1 435
Of whichhalforless| 312 | 106 | 349 | 136 | 429 | 213 33.1 13.4
Share of population with average per capita
disposable resources (cash income plusin-kind | 14 | 285 | 467 | 346 | 568 | 47.7 | 481 |37.0
income, plus credits, plus savings used) below
subsistence level, %
Of which half orless | 13.4 5.8 14.7 8.0 222 | 149 15.1 8.5

Source: Statistical Y earbooks "Income, Expenditures and Consumption of Households" in 1997, 1998,

1999 and 2000. Goskomstat.
* Monthly subsistence level was: RU 411.2 thousand in 1997 (old rubles) , RU 493.3 in 1998, RU 907.8in 1999, and RU 1,210
in 2000.

During the transition period, there is some evidence that the gap between average per capita gross
incomes in rural and urban areas deepened. According to L. Bondarenko® the ratio of per capitaincome
in urban areas to rural areas in 1990 was 114.9%; in 1998 this ratio increased to 143.3%. In 1999, it fell
slightly to 141.8% and increased again to 150.6% in 2000. A significant differentiation of household
incomes both in urban and rural areasis a characteristic feature of the socioeconomic situation in Russia.
At the same time, in rurad areas differentiation by cash income is higher than in cities, while
differentiation by gross income and all available income is lower (see Table 5.3). It should also be noted
that since 1998 social stratification in rura areas has been dightly decreasing while in urban areas it has
grown compared to 1998 and remained unchanged in 2000 compared to 1999.

2L.V.Bondarenko "Incomes and Consumption in Agriculture”, "Economics of agricultural and
processing enterprises,” #11, 2000, p.39
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Table 5.3: Differentiation of rural and urban household incomes (per aver age household member,

rubles/month)
1998 1999 2000
Rural Urban | Ruralto | Rural | Urban | Ruralto | Rural | Urban | Rural to
Urban, Urban, Urban,
% % %
Cash income
First decile 90.2 189.6 475 150.1 286.1 525 212.7 402.9 58.8
Last decile 1050.9 | 1880.6 55.9 1727.0 | 2972.6 58.1 22253 | 4175.8 53.3
Differentiation rate 11.7 9.9 1.18 115 104 111 105 10.4 1.01
Grossincome
First decile 152.7 2134 71.6 243.8 321.8 75.7 324.6 450.4 72.1
Last decile 14919 | 2028.0 73.6 2133.0 | 31284 68.2 2690.4 | 4361.1 61.7
Differentiation rate 9.8 9.5 1.03 8.7 9.7 0.90 8.3 9.7 0.86
Expenditure (available income)
First decile 157.1 222.1 70.7 248.4 331.6 79.9 390.4 460.8 74.9
Last decile 1559.9 | 2195.6 71.0 2241.2 | 3349.2 66.9 28495 | 4786.9 66.9
Differentiation rate 9.9 9.9 1.0 9.0 10.1 0.89 9.0 10.1 0.89

After the 1998 financia crisis, agricultural experts pointed out numerous "windows of opportunity”
for domestic agricultural producers, and predicted considerable growth in the sector. In fact, there was
some growth; however, an increasein rural household incomes did not occur until 2000. In 2000, the rural
poverty level went down relative to 1999, but it was still higher than in pre-crisis 1997 (see Table 5.2).

The root cause of increased rural poverty is the economic collapse of the large-scale farms. Most
collective enterprises reduced the volume of production significantly (from 1992-1998 by 50%), and cut
the labor force by 3 million during the same period. In 1999-2000, agricultural enterprises experienced
some economic growth , but their labor force continued to decrease. The decline in economic activity
resulted in a very significant contraction in agricultural salaries, both in absolute and relative terms. In
1998, the average salary in Russian agriculture was 469 rubles per month, which amounted to only 44.5%
of the average salary in the country; in 1999 it was at 629 rubles (or 41.3%), and in 2000 863 rubles
(38.8%). A further problem has been the delay in wage payments. In 1998, 88% of agricultural enterprises
had wage arrears that were 5.2 times their monthly salary expenses. In 2000, it was 70% and 2.8 times,
respectively. Wages to farm workers are late, and a significant portion (often 50-60%) of wages are paid
in kind. In kind payments contribute to household food security and household-based agricultura
production, but at the same time, they reduce the disposable cash incomes for rural residents. In ng
the income situation of the rural households, it is necessary to add, however, that a significant portion of
rural household gross income (27% in 2000) originates from household farming activities (household
plots). Taking this extraincome into account, the average gross income of arura inhabitant engaged both
in working for an agricultural enterprise and having a household plot, comes closer to the average salary
in the country as awhole, but still remains lower by 30-33%.

The value of agricultural labor in the Russian economy is lower than any other labor source. The
share of agricultura labor in the final food price is undervalued/underestimated. This is the result of a
number of factors:
» Food processors with monopolies that keep procurement prices low;
» poor development of rural infrastructure;
» poor development of aternative channels of agricultural marketing;
» inability of workersin agricultural enterprises to influence the decision-making process and have
some control over economic transactions;
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e corruption of agricultural managers under conditions where the majority of business transactions
are made outside the banking system (barter, offsetting arrangements, gray market schemes, etc.);

» lack of afully formed agricultura labor market with access to market information; and

» amuch higher burden of dependency (number of dependent children, unemployed, disabled, etc.,
per household) in rural areas compared to urban areas.

The main cause of growing rura poverty, however, is the crisis of traditiona (kolkhoz/sovkhoz
type) enterprises that are not able to adapt to a market system. This has caused such phenomena as
localization of poverty in the so-called depressed rural regions and rura unemployment.

The economic downfall of rural Russia can probably be best represented by the significant increase
in rural unemployment (see Table 5.4). In 2000, the number of rural unemployed reached 1.8 million, out
of which, only 15.2% received state unemployment benefits. Of the total number of the unemployed,
54.6% were young people under 29, 45% were women. Over 50% of the rural unemployed in 2000 had
been trying to find ajob for more than a year.

Table5.4. TheLevel of General and Registered Rural Unemployment

Years General Unemployment Registered Unemployment
Thous. persons % Thous. persons %
1992 613 3.7 101.7 0.6
1993 716 4.3 209.9 14
1994 1,024 6.4 445.1 2.9
1995 1,368 8.5 671.7 4.6
1996 1,432 9.1 710.7 4.8
1997 1,898 125 571.1 4.1
1998 2,034 13.9 494.4 3.6
1999 2,158 13.9 362.9 2.6
2000 1,813 11.7 325.0 2.3

As the overal statistics and our andysis in Chapter 3 indicates, the economic activities of rural
populations have shifted toward so-called “household farming.” The production of household plots,
initialy intended for own consumption, has become one of the main sources of income for the mgority of
rural families. In 1998, household plots provided 58.6% of all total agricultural output in Russia. In 1999,
the figure went down to 56.7% and in 2000 to 53.9%, however, household plots still play an important
role in rural economy. Household farming is strongly linked to the large-scale farming sector for inputs
and other supplies, and consists mainly of intensive horticulture, commercial potato growing, truck
farming, production of meat and milk.

There is little alternative to agricultura activity in rural areas though the share of agricultural
workers (excluding those working at their household plots) in total rural employment decreased by 14.8%
from 1992 to 2002 (see Table 5.5). Although the number of self-employed increased significantly in rura
areas, most of these self-employed are engaged in agriculture (household plots and individual private
farms). About 14 million rural families have their own household plots, and about 260 rura families have
individual private farms. A visible and sizable recovery of rural non-agricultura activities such as
services, small-scale processing, and cottage industries, etc., has not yet materialized.
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Table 5.5. Rural employment by sector (including working retirees)

1992 * 1997 1999 2000
‘000 % ‘000 % ‘000 % ‘000 %

Total employment, 16,044 | 100 | 13,760 | 100 | 13,864 | 100 | 14,082 | 100
including:

e Industry 1,857 115 | 1,783 | 130 | 1,680 | 121 | 2,004 | 14.2

e Agriculture and forestry 8,134 | 50.7 | 5840 | 424 | 5454 | 39.3 | 5056 | 359

»  Transport and communications 443 2.8 823 6.0 908 6.5 900 6.4

» Construction 1,165 7.3 493 3.6 449 3.2 535 3.8

» Trade, catering, procurement 914 57 944 6.9 1,096 7.9 1,183 84

e Other sectors 3531 | 220 | 3,877 | 281 | 4277 | 309 | 4,404 | 313

*according to labor balances

Physical and Social Infrastructure: Deteriorating Conditions

During the Soviet era, the infrastructure and service components of the rural sector were integral
parts of large scale collective and state farms. The social infrastructure was owned and financed by the
majority of agricultural enterprises. These farms provided frameworks not only for agricultura
production, but aso for rural socia services and infrastructure. They managed the rural non-agricultura
service and production activities as well. The overall development policies were focused on urban
industrial areas. Basic services such as water supply, sewer systems, telecommunications, etc., were also
relatively well developed in cities, towns, and larger villages, but not in the countryside. On the whole,
rural dwellers have significantly lower levels of services, and poorer infrastructure than do their urban
counterparts (Figure 5.1).While in urban areas 86% of housing and flats had running water, only 39% did
inrura areas. The differencesin hot water and sewer provisions are even starker.

Figure 2: Selected Servicesand Infrastructurein Russia (2000)

HotWater MEEL1Z 75
Central Heating 87 B Rural
Sewer Systems <__30—| 84 O Urban
Running Water 86
0 50 100

%

The transition has had a negative impact on rural socia services and infrastructure. The increased
indebtedness of large-scale farms led to evaporation of resources on these farms and the reduction of
services. Legisation in 1991-92 provided an opportunity for the large-scale farms and their successors to
transfer their assets in the socia sphere to the relevant provincia and local authorities. Upon transfer, the
cost of administering and maintaining the social services became the responsibility of local and municipal
authorities. There was however, no legal obligation, on the part of the loca authorities to assume such
assets. Poor local budgets are the main limiting factor for such transfers.

% Agriculturein Russia, 2000, p.147 and Database of the Agrarian Institute
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The privatization of rural housing was a specific case. Houses and apartments were offered to
residents for purchase, and in case the users were unable to buy their dwellings, the ownership was
transferred to the local administration. There was a distinct difference in approach between the sovkhozes
and kolkhozes. In the kolkhozes and the enterprises that emerged from them, the housing was owned by
the collective. Therefore the collective could choose the method of privatization that it thought best. In
most cases, housing was included both in the property entitlement fund, and in the calculation of property
entitlements. Thus, the collective members could use their property entitlements to purchase their
residences. For the sovkhozes, housing was formally owned by the state, therefore privatization of
housing was carried out in accordance with general and regiona privatization laws.

While the situation has differed from region to region, with the exception of housing, the transfer
of socia assets and utilities has moved at a glacial pace. Asindicated in Table 5.6, by 2000, 85% of rurd
housing was privatized, and only 15% remained owned by the state, municipality, or large-scale farm.

Table 5.6. Owner ship of Rural Housing (%)

1990 1995 1996 1997 1998 1999 2000
Private 62 82 82 83 84 85 86
State 35 8 7 6 5 5 4
Municipal 2 6 8 8 9 9 9
Cooperative 1 4 3 3 2 1 1
Totd Rura Housing 100 100 100 100 100 100 100

Source: Russian Agricultural Statistical Y earbook , 2000, p. 147

The agricultural enterprises, however, still funded a significant portion of the expenses related to
socia infrastructure (Table 5.7). In 2000, agricultural enterprises spent 11 billion rubles on maintaining
rural social and physical infrastructure. Rural enterprises only received about 12% of this amount in
compensation from the local and federal authorities. These expenses represent a great burden for the
large-scadle farms and divert a huge amount of financial and management resources from business
enterprises. The slow transfer of social assets also significantly hampers the restructuring process of
agricultural enterprises, and makes village inhabitants continue to depend on services provided by the
enterprises, making them less interested in reallocating their land and land shares to other, possibly more
efficient, enterprises or family farms.

Table5.7. The Share of Social Infrastructure Objects Financed by Agricultural Enterprisesin the
Total Number of These Objectsin Rural Areas, %

1991 2000
Callectivized Housing 21.7 18.1
Pre-schools 47.8 29.2
General Education (schools) 20.0 21.6
Clubs 41.2 43.5
Libraries 50.0 39.0

Source: "Agrarian Reform in Russia’, p. 386. “Status of and Stepsto Develop Agro-Industrial Production in Russia’,
MOA, 2001, p. 196

As aresult of decreasing financing, both from the traditiona sources (agricultura enterprises) and
from the federal budget, as well as from local municipalities, the investment in rura social-cultural
infrastructure continues to fall and its state is deteriorating (Table 5.8). Over the last decade (2000
relative to 1990), the number of children in preschool children’'s institutions fell to only 56 percent of
previous levels, while the number of pupilsin rural schools increased only by 4%. Compared to 1970, the
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number of education institutions decreased significantly. The number of socia assets and culturd
activitiesis till falling.

Table5.8. Social-Cultural Infrastructurein Rural Areas (Existing Stock)

Y ear Pre-School Organi zations Schools  Club-Houses  Libraries Hospitals
Number Number of (000s) (000s) (000s) (central raion,
(000s) pupils per 100 raion, and local,

seats 000s beds)

1970 25.6 95 79.9 68.8 41.5

1975 28.2 95 63.7 65.5 424

1980 31.3 97 52.6 67.7 42.1

1985 35.9 93 50.2 66.1 42.2 615

1990 40.6 94 48.6 62.6 42.2 641

1995 315 68 47.8 52.6 40.1 571

1996 29.4 64 475 51.7 39.7

1997 275 62 47.1 50.4 39.4

1998 25.6 46.4 49.3 39.1

1999 24.3 60 46.0 48.4 38.8 484

2000 22.7 62 45.2 48.1 38.8

Source: Statistical Y earbook, Goskomstat, M.1998. pp. 265, 268, 322 and “ Agriculture in Russia, 2000,
p. 152, and the Agrarian Institute Database

Except for the expansion of natural gas networks, investments in rural social and physical
infrastructure have declined dramatically during the last decade. The investment into rura outpatient
health facilities in 1999 was only 19% of the 1990 levels, while cultural facilities and water system
investment were only 10% of 1990 levels (Tables 5.9 and 5.10). These trends are alarming, since they
indicate that the rural-urban gap in social and physica infrastructure is widening rather than narrowing,
and Russia could possibly move backwards in international comparisons of rural infrastructure.

Table5.9. Commissioning of new social-cultural infrastructure assetsin rural areas

2000to
1990 1995 1996 1997 1998 1999 2000 1990
(%)
Housing (mlIn. square meters) 179 89 81 8.1 7.2 78 7.2 40.2
Education Facilities (thous. pupil seats) 180.8 86.8 548 598 417 455 505 279
Outpatient Health Facilities (thous. visits per shift) 17.6 6.2 3.2 4.0 35 34 33 18.8
Hospitals (thous. Beds) 5.3 2.3 14 25 12 15 15 28.3
Cultura Facilities (thous. Seats) 90.2 168 114 105 75 91 7.1 7.9
Source: Russian Agricultural Statistical Y earbook , 2000, p. 149
“ Status of and Steps to Develop Agro-Industrial Production in Russia’, MOA, 2001, p. 194
Table 5.10. Commissioning of new physical infrastructure assetsin rural areas
1990 1995 1996 1997 1998 1999 2000 2000 to
1990
(%)
Water System (km) 59018 16076 7272 7784 5778 6159 6364 10
Sewer System(km) 3325 82.2 69.7 62.9 - -- - --
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Natural Gas Network(km) 7,000 16,500 16,500 19,700 18,600 16,900 16,200 231
Rural Motorable Roads (km) 11,600 6,860 5140 4440 4,090 4,600 5,630 48.5

Source: Russian Agricultural Statistical Y earbook , 2000, p. 151, Russain Figures, Goskomstat, 2001, p. 113.

Non Agricultural Rural Economy: Waiting for Recovery

The non-agricultural component of the rural economy represents a rather significant component of
rural life in many East European countries. It provides significant additional income and employment for
the rural population, and creates demand and markets for local products as well as opportunities which are
essential to increase efficiency in the agricultural sector. In Russia, as we indicated above, non-
agricultural activities were included in the kolkhoz/sovkhoz system during the soviet era. The separation
of these activities from the agricultural organizations and the emergence of new rural non-agricultural
economic activities, have been very slow and has happened on its own with little outside assistance.
Although, according to some surveys, rura inhabitants receive significant non-agricultural income in
Russia, this income comes mainly from social transfers, crafts, hunting, fishing, and non-agricultural
entrepreneurial  activities (see Table 5.11) The small-scae non-agricultural business activities
characteristic of rural areasin market economies have not yet materialized.

Table5.11. Gross | ncome Structure of Rural Householdsin 1998 (aver age monthly calculations,
per capita)

Rubles %
Salaries (received from enterprises and organi zations) 167.7 30
Socid transfers (pensions, allowances, benefits) 115.7 21
Private subsidiary household plots 168.7 30
Other incomes (sd aries received from private sector, 106.5 19

entrepreneurial income, interests, dividends, insurance

premium, income from hunting, fishing, gathering of

mushrooms and berries)

Grossincome —tota 560.6 100
Source: L.V. Bondarenko. Economics of Agricultural and Processing Enterprises, #11, 2000, p.40

There are many reasons for this situation. The age composition of the rural population, the
inadequate health and socia services, and especially the infrastructure such as roads, telecommunication,
and waste management, have definitely contributed to this situation. However, rural policies which still
emphasize centralized administrative authorities, the lack of competence of lower level authorities,
combined with bureaucracy and non-transparent procedures, together with the absence of support for rural
small-scale business activities, and especialy the lack of access to suitable rural finance and credit
facilities, have resulted in the sense of alienation and lack of rural entrepreneurship that one can easily
observein rural Russiatoday.

Russia must recognize the importance of rural non-agricultural activities as organized according to
the principles of market economies. Without new jobs created in the non-agricultura rural sector and
income that those jobs provide, rura Russia cannot recover, and the agricultural sector will never be
modernized. The experiences of Central European countries demonstrate that the development of rurd
non-agricultura activities in the transition period are predicated on two types of pressure: demand pull —
where rural people respond to new opportunities; and distress push — where the poorest are driven to seek
non-farm employment as a survival strategy. These processes generally work in tandem, and support the
increase of productivity in the agricultural sector.

The Need for a Rural Development Strategy
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The concept of rura development is not part of traditional approaches to rural social and economic
problems in Russia. The various components of rural livelihoods were always viewed in their relation to
agricultural production and treated as a part of the kolhoz/sovkhoz system. As the transition progressed,
and rural social problems emerged, there has been some progress in separating social services from
agriculture, but the change has not yet resulted in a recognition of the need for treating the problems of
therural space in an integrated, multi-sectoral, and holistic manner.

The current situation in rural Russia, in addition to implementing a consistent reform package for the
agricultural sector requires immediate actions as well as a longer strategic view. The short-term actions
obviously would need to lay the foundation for implementation of a comprehensive rural development
strategy. In the short-term, we recommend focussing on the completion of transition-related tasks. The
strategy can be summarized as follows:

» Complete the separation of the rural social infrastructure from the large-scale farming enterprises.
Socia assets should be considered as assets in the settlement of large-scale farm debts to the public
sector (e.g., for tax arrears, pension fund).

» Create asystem to finance rural social services and infrastructure. The system should would i) clearly
delineate responsibilities among the federal, regional and local budgets; ii) establish mechanisms that
would make transfers from upper to lower levels of government predictable and impose hard budget
constraints; and iii) provide local governments a tax base which could not be pre-empted by higher
levels, to give them control over a source of revenue at the margin.

 Among rura infrastructure investments, give priority to roads, telecommunications, education and
health for public investment. Small size rural settlements should receive services from mobile service
facilities (e.g., traveling medical centers, libraries).

» Target protection to the most vulnerable social groupsin rura areas. In particular, provide ass stance
to rural pensionersin renting out their land shares to receive an additional source of income.

» Create a good business environment generally conducive for the start-up and operation of rural small-
scale non-agricultural business activities.

» Facilitate the elimination of informational isolation of rural population by the development of an
information and advisory service, regional and municipal public information centers, and mass media

»  Support the strengthening of civil society, development of self-government and civil society institutes
in rural areas and the enabling of rural populations to have an increased voice in their affairs, and in
national decisions.

A comprehensive rural development strategy should be developed and adopted by the Duma as soon
as possible, to provide a solid framework for long-term rural recovery. This strategy should include: a) a
vision of rural development for Russia; b) specific strategic objectives for rural development, including
regiona concepts and programs; and, c) an action plan and financing framework for itsimplementation.

The rura development strategy should reflect the redities of Russia, as well as being based on the
concept of rural development as it has recently emerged in developed countries. These strategies are
based on a holistic view of rura development which encompasses al components of the rural space and
focuses on people and the use of multi-sectoral participatory approaches. The major objective of these
strategies is to improve the well-being of rural people, who are not only farmers or agricultural workers,
and widen the scope of rural development to each segment and component of rural life.

This overall concept is being implemented in the various segments of the developed world,
according to conditions and the specific needs of the rura societies. The European approach emphasizes
the importance of safeguarding a type of rural life that has devel oped over the centuries, and accordingly
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treats agriculture as multi-functional activity, which encompasses not only economic value added, but
socia and environmentally positive attributes as well. The population in these countries is ready to accept
this approach, and the costs related to this concept of rural development. In North America, however, the
focus is on rura livelihoods which are economically viable under more or less free-market conditions.
There is less emphasis on maintaining existing rural settlements and agriculture as a socia good. The two
different approaches reflect historical and geographical differences. Europe is a densely populated region
with long traditions of rural life, while North America has a vast landscape which has only recently been
settled, and a tradition of mobility. Neither of these concepts applies directly to the Russian situation.
Russia has to develop its own rura development concept, which should be based on international

experience and reflect socioeconomic development trends in Russian rural aress.

A vison of rura development in Russa is
summarized in Box 5.1. The following principles should
guide Russia in the development of its own unique rural
development strategy according to the vision outlined in
this box:

* Macroeconomic and sectoral trade policies are stable.
The foreign exchange, trade, and taxation regimes do
not discriminate against agriculture, but are similar
for rural and urban sectors.

e The growth of private agriculture is encouraged by
minimizing distortions among input and output
markets and by market development for agricultural
and agro-industrial products, both at home and
abroad.

e Public investment and expenditure programs for
economic and social infrastructure, health, nutrition,
education, and family planning services do not
discriminate against rural populations or the rura
poor.

» Large farms and large agro-industria firms do not
receive specia privileges and are not able to reduce
competition in output, input, land, or credit markets.

* The agrarian structure is dominated by efficient and
technologically sophisticated private (and an
increased proportion of individual) operators. The
rights and needs of women farmers and wage-
laborers are explicitly recognized.

Box 5.1: A Vision for Rural Development
in Russia

Rural growth iswidely shared, with
private business and competitive
agriculture and agribusiness as the main
engines of growth.

Genuindly private larger, and family,
farms and non-farm enterprises provide
ample remunerative employment
opportunities to men and women.

Rural people manage the soils, water,
forests, grasslands, and fisheriesin a
sustainable manner.

Rural people are linked to well-
functioning markets for products, inputs,
finance and information.

Rural people have accessto medica care,
clean water and sanitation, family
planning services, educational
opportunities, and sufficient nutritious
foods.

Essentid legal frameworks, public
investment, and productive and social
services are provided and financed in a
decentralized and participatory manner.

Rural areas are characterized by the
development of civil society institutes
and non-governmental organizations that
ensure protection of economic and social
interests of various groups of the rura
population. Rura people participatein
the preparation of rural development
programs. Rural self-government is
further devel oped.

» Accessto, and security of, land and water rights are actively promoted.

» Private and public sectors complement each other in generating and disseminating knowledge and
technologies. Public sector financing is particularly important for areas of limited interest to the
private sector, such as strategic research, small holder extension, and diffusion of sustainable
production systems and techniques.
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Rural development programs mobilize the skills, talents, and labor of the rural population through
administrative, fiscal, and management systems that are decentralized and participatory, and through
private sector involvement.

Rural development programs are designed so that the rural poor and other vulnerable groups are fully
involved in the identification, design, and implementation of the programs. Otherwise, rural elites will
appropriate most of the benefits.



Chapter 6: Agricultural Policy: Institutional Aspects'

Vera Matusevich and John Nash

Russia is implementing its agricultural policy both at the federal and regional levels.
Budget transfers to agricultural producers are a major type of agrarian sector support, with the
federal budget providing only about one-third of the agricultural support and two-thirds coming
from regiona budgets. This chapter deals with the institutional aspects of budget support.

Federal Agricultural Budget

The budget drafting procedure is established in Article 184 of the Budget Code. At the
first stage of budget preparation for the next year, the Government selects the Economy Forecast
Plan for Next Fiscal Y ear, including macroeconomic indicators that reflect economic conditions.
Based on the selected Forecast Plan, the Ministry of Finance determines maor budget
parameters (revenues, expenditures and deficit/surplus) and allocates budget expenditures among
the functional classification sections for subsequent approval by the Government.

The Ministry of Finance submits to the federal executive authorities (and in practice, to
all direct recipients of federal budget funds, i.e. chief budget administrators of agencies) budget
projections that are to be further distributed between specific spending units, and informs the
executive authorities about the methodology for the establishment of intergovernmental fiscal
relations for next year and medium term.

At the second stage, the chief budget administrators distribute the budget funding limit
according to the functional and economic expenditure classification and among the subordinate
administrators and recipients of budget funds. At this stage, the federal executive authorities also
propose structural and institutional reforms, as well as the cancellation, suspension or phased
implementation of regulatory acts that have inadequate funding for the next year. The budget
projections are agreed within the framework of the Interministerial Commission headed by the
Minister of Finance.

Budget expenditures on agricultural support have been a traditiona point of controversy
between the Government and the Duma. The agrarian interests in the Duma have been able to
successfully lobby to increase the alocation in the budget law for agricultural support by a
significant amount — over 50% in 1997 and over 80% in 1998. This pattern did not hold in the
unusua year of 1999, when the budget was approved soon after the crisis of August 1998, and
the amount alocated in the final law closely matched the government’s proposal. But again in
2000, the proposed all ocations was increased by Rb5 billion. Asfar as budget 2001 is concerned,
due to additional budget revenues allocated in December 2000, the basic budget for agriculture

! This section draws on work carried out by the Analytical Centre Agrifood Economy of the Institute for Economy
in Transition, under a contract supported by a grant from the Government of Japan designated for preparation of the
Structural Adjustment Loan 4 from the World Bank, as well as other sources. However, the conclusions in the
current chapter are those of the authors of the current report, and no representation is made that they are shared by
the Analytical Center.
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sector (without additional alocations in the amount of Rb2 billion to Rosselkhozbank through
ARCO, adlocations for agricultural science, education, and other activities of the MOA)
increased by Rb9.4 billion (see Table 6.1), or more than 2 times. These additional allocations
include: Rb2 billion for regulation of grain market®; Rb3.4 billion for support to regions that
suffered from weather calamities (in reality, a writing off of a part of agricultural debt); Rb2.5
billion for agricultural input leasing, and Rb1.5 for purchasing agricultural machinery in Belarus.

Table6.1: Federal Budget Allocations for the M OA's Activities, 2000 — 2001, min rubles

Budget Budget 2001 | Additional Budget Total
2000 2001 to Budget 2001, Budget
(initial) according 2000, | Allocations total 2001 to
the law, % Budget
without 2000, %
additional
allocations
TOTAL (PART 08 Of THE FEDERAL BUDGET) 10,333.0 20,800.7 146.2 9,415.0 24,523.2 237.3
I. Agricultural Production Total 4,852.5 9,627.7 198.4 6,000.0 14,127.7 291.1
Of which
1. Operating expenditures of the MOA and its structures | 2,303.0 2,570.0 111.6 2,570.0 111.6
2. Subsidies and compensations, total 929.5 2,150.0 231.3 2,150.0 231.3
Of which
2.1. Insurance subsidies 80.0 230.0 287.5 230.0 287.5
2.2. Subsidies for hemp and flax production 70.0 70.0 100.0 70.0 100.0
2.3. Subsidies to support elite seeds 65.0 250.0 384.6 250.0 384.6
2.4. Sheep breeding subsidies 140.0 270.0 192.9 270.0 192.9
2.5, compensations for purchasing mixed fodder 150.0
2.6. Subsidies for pedigree livestock 289.5 620.0 214.2 620.0 214.2
2.7. Subsidies for North deer breeding 10.0 70.0 700.0 70.0 700.0
28 Subsidies for creation of the Federa Reserve of 100.0 150.0 150.0 150.0 1500
vet medicine
2.9. Subsidiesto vet and sanitary utilization plans 25.0 40.0 160.0 40.0 160.0
2.10. Subsidies ]‘or creation of the Federal Reserve of 4500 4500
plant protection means
3. Creation and maintenance of the Federal Seed Reserve 100.0 150.0 150.0 150.0 150.0
4. Investment 200.0 300.0 150.0 300.0 150.0
5. Support to private individual farms 20.0
6. Soft Loan Fund 500.0
7. Compensation for difference in the loans' interest rate 1,398.3 1,398.3
8. Leasing
Of which
8.1. Leasing Fund 500.0
8.2. Financing of cattle and machinery leasing 3,000.0 2,500.0 5,500.0
8.3. Purchases of agricultural machinery from Belarus 1.500.0 1,500.0
9. Expenditures for grain market regulation 2,000.0 2,000.0
10. Maintaing of fauna 59.40 59.40
11. Creation of Seasonal Reserve for Spare Parts 300.0
II. Land Resour ces 5,480.5 5,480.5 100.0 5,480.5 100.0
Of which
1. Land fertility increase and melioration 2,830.5 2,830.5 100.0 2,830.5 100.0
2. Compensation for mineral fertilizers and chemicals 2,650.0 2,650.0 100.0 2650.0 100.0
[11. Liquidation of natural calamities after -effects 3,415.0 3,415.0

2 State interventions in the grain market started in fall of 2001.
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Most of these measures financed from the additional revenues are of questionable
necessity, and the arguments supporting them had a weak economic basis. For example, the main
argument for a considerable increase in the State support to agricultural leasing was the
statement that Russia lost about 10 min. t of grain, 1 min. t of meat, 6.6 min. t of milk products
due to lack of agricultural machinery. Total losses were estimated at the level of Rb100 billion
(about USD3.6 hillion). It is unclear why these losses were attributed only - or even mainly - to
the agricultural machinery problem. It appears rather that decisions are driven by the interests of
most influential lobby groups, like agricultural machinery producers and large operators in the
grain market. This aso explains why small individual farms were left without special support in
2001which was provided previously and reflected in the budget (a special line).

What was actually spent, however, was quite different from what was budgeted. In 1997,
only 71 percent of the amount budgeted for agriculture was actually spent, and in 1998, this fell
to around 45 percent. In the spending process, a kind of sequestration process appears to work to
systematically reduce spending. Thus, the amount of financial support given to agriculture
depends not so much on plans as on ad hoc spending and sequestration decisions during the
course of the year. The total amount of federal budget expenditures on agriculture is largely
dependent on the political process rather than any economic rationale. Therefore, the
Government’s task is to ensure the best possible use of resources alocated to the sector.
Lobbying skill to obtain and secure money from the budget is highly valued, and the agricultural
lobby insists on the existence of a Deputy Prime Minister position in charge of agriculture.
(Once, when this position was abolished as a result of reorganization in the Government, the
agrarian lobby managed to revitalize it). Politically strong top managers of the sector managed to
avoid agricultural (budget) spending reduction in 1999 and 2000. Since the budget is not
executed automatically, and the approved Law on Budget provides no guarantee for the actua
alocations, to ensure disbursement of budget funds to agriculture, specid governmenta
resolutions are issued every year (e.g., resolutions on field spring works, on harvesting, on the
agro-industrial complex functioning in the particular year). During January 2001 hearing in the
Federation Council (the Upper House) the Minister of Agriculture was accused of failing to issue
the governmental ordinance of functioning of the agro-industrial complex in 2001. He reacted
immediately with the defense that there was no a year when this resolution has been issued by
the Government before February. The absurdity of the situation is in the fact that both the
Minister and alaw maker believed that this resolution is an important condition for the successin
agribusiness, and that without this resolution the sector would fail to perform.

The budgeting process in the agro-industrial complex is characterized by a serious
drawback: the annual budget preparation procedure is not linked to the sector's mid-term
strategic development concepts. Thus, the 2001 and 2002 budgets practically do not reflect major
provisions of the National Agro-Industry Development Concept for 2001-2010. The Concept
focuses on the regulation of agrifood markets and socia rura development while the 2001/2002
budgets retain the subsidy structure established in the mid-1990s.

The MOA strongly believes that in order to perform any significant function, a special
governmental organization/structure is needed, for example the Agency on Market Regulation to
regulate grain market, Agricultural Insurance Agency to implement crop insurance program.
Like in other sectors of Russian economy, the process of management is bureaucratic, while
agricultural producers are less organized force than workers of other sectors. Weak and
disintegrated rural society practically does not participate in the decision making process.
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Workers of agricultural enterprises failed to influence the policy of their own directors, much
less regiona or federal agricultural policies. The result is a feeling of disempowerment; more
than 80% of private individual farmers do not consider that any State support was provided to
this sub-sector in 1999°.

The implementation of major budget-financed federal programs increasingly involves the
establishment of state enterprises. Thus, over the last few years, the Government has established
not only SUE (State Unitary Enterprise) ‘ Federal Agency for Agrifood Market Regulation’, state
Rosselkhozbank, SUE Rosagroleasing, Agricultural Insurance Agency (to implement crop
insurance programs), but also many state or parastatal regional agencies. For instance, every
region has an analog of the Food Corporation under the regional Administration; regions also
have their own leasing companies. In other words, instead of pursuing the stated policy of market
infrastructure establishment as formulated in the Concept, the Government is replacing such
infrastructure by state agencies, which inevitably inhibits the establishment and development of
private institutes in the relevant spheres.

At the federal level, off-budget funds have rarely been used, with one notable exception. In
1994-1995 a specia off-budgetary fund was created for support of agriculture. The fund was
formed from a 1.5% tax deducted from the profit of firmsin al sectors of economy. One-third of
the resources of the special fund was accumulated at federal level and was routed to support
agriculture (2/3) and coal industry. The regional share of the fund was routed to the same sectors,
but in a proportion established by the local authorities.

The MOA is the chief administrator of federal budget funds allocated for agricultural
purposes and is responsible for the development of programs to implement Russia’s agricultural
policy. The Ministry initiates discussions of urgent agricultura policy issues at the
interministerial level. The Commission for Agro-Industrial Complex (AIC) has started working
to address the top priority issues. The Commission has established three interministerial task
forces on: financia rehabilitation and debt restructuring of agricultura enterprises, AIC
regulation; and agricultural lands. Similar commissions have been established in all regions. So
far, their efficiency is not evident. The first steps proposed for regulation-- in particular, grain
market regulation—are being watched by agricultural producers with concern. Massive grain
purchases or selling can undermine the still-fragile grain market. Licensing of the majority
participants of grain market (those who involved in procurement, processing, storage, and grain
marketing for State needs, and also al producers of bread, macaroni, flour, and groats) may
cause additional difficulties for entrepreneurs.

The new Regulations on the MOA and the Federal Land Cadaster Service (FLCS), recently
approved by the Government, do not reflect the new contents of the operation of these agencies
in market conditions. The MOA Regulations indicate that the Ministry shall develop proposals
on the agricultural policy and AIC restructuring; however, most functions listed in the
Regulations are still of command-and-control nature (state contracts for pedigree cattle,
formation of the State Seed Funds, alocation of federal budget resources, agricultural
export/import rules, establishment of certain prices and tariffs). The MOA is also charged with
supply-related responsibilities (provision of requisite inputs to the AIC). The Regulations do not
proceed from the necessity to introduce structural changes in the sector; they lack advisory

% Agriculturein Russia, Goskomstat, 2000, p. 98
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functions which should constitute the main substance of the MOA's work. They proceed from the
homogeneous production structure of the sector, and there are no functions related to the support
of private individua farms and household plots. The FLCS's Regulations, compared to those of
its precursor - State Land Committee's - are mainly focused on the technical aspects of land
management (land cadastre, land use and control over land use). The issues of land reform do
not play amajor roleinits activity.

The establishment of a system of producer associations and their influence on the federal
agricultural policy is a positive phenomenon. The Government is still trying to find possible
ways of cooperation with these associations. Until now, such associations have been formed only
by processing companies and traders, while agricultural producers are not well associated and
there is practically no one to represent their interests in the national agricultura policy
development process. The MOA plans to substantially increase the regulatory role of unions and
associations of agricultural producers in the area of food markets. There are currently severa
influential public organizations of agricultural producers: the Grain Union, the Union of Food
Exporters, the Meat Union, the Sugar Producers' Union, and the Milk Union. It is expected that
these public organizations, jointly with the MOA, will determine rules and regulations
concerning certain food markets (depending on the speciaization of the union/association).
These rules and regulations will become mandatory for all firms operating in these markets.
Moreover, unions of producers are expected to furnish/terminate licenses to new firms entering
the markets. New firms would be required to join a union and pay membership dues. These fees
would be used for the creation of the union’s management structures. The net effect of thisis that
these unions would subsume a portion of the Federal government’s functions. This process of
creation of producers unions and associations is called “affiliating” or “self-regulating” in food
sub-sectors.

Partial delegation of federal authorities functions to the sector unions requires a well-
balanced and rather cautious approach. It should be recognized that it is difficult for the sector
unions to develop and implement agricultural policy taking into account al interests, including
the interests of medium and small enterprises, and not only the largest ones which they mainly
promote. When addressing agricultural economy issues, the MOA should take care to provide for
the priority of public interests within the framework of its relations with the sector unions.

Regional Budgets

Much of agricultura policy is made at the regional level. In recent years regions have had
an increasingly significant effect on the incentive structure and the overall quantitative support
through trade and price policy, the operation of commodity credit programs, and their budgets
for agricultural support programs. Price controls on food products are commonly used. For
example, in 1998, the Nizhny Novgorod Regional Administration announced price limitations on
agricultural goods, including poultry, dairy products, meats, and grains. The new prices would be
set “according to the ability of the local population to pay, not according to world prices.” * The
Krasnodar krai Administration only in February 2001 stopped subsidizing bread prices by 60-
70%. As aresult of the subsidies, the price of a bread loaf in Krasnodar krai has been 2.4 ruble,
compared to 6 — 6.5 rubles in neighboring regions . The Administration now also plansto refrain

* First Deputy Governor Batyrev (Kommersant Daily 14 September 1998)
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from putting a ceiling on procurement/purchasing prices for bread, as it was practiced in
previous years.

In fact, the introduction of interregional trade barriers means that the regions implement
their own trade policy with respect to other regions. These barriers have a much stronger impact
on the national agrifood market than on the markets of other goods.® Such regional policy also
affects international trade. Surplus-producing regions actually control exports in order to keep
local food prices at a low level, which leads to the fragmentation of Russia’s internal market,
and, as a result, there is a significant interregional price differentiation (see a detailed discussion
in Chapters 1 and 2). Recipient regions control imports to protect local producers. These
measures include direct quotas on imports, as well as less blatant trade controls, such as specia
local sanitary and phytosanitary rules, standards and certification, and labeling requirements.
These are enforced at the border, rather than at the point of sale, thereby discriminating against
goods imported from outside the region.

There are many other ways to influence food markets used by regional Administrations.
Among these measures the most common are: control over retail and wholesale prices (by fixing
price ceilings or trade margins), rationing of food consumption; creation of grain and other
products reserves, mandatory marketing of agricultural production to regional Food
Corporations; subsidies and compensations from regional budgets, financing of agricultura
programs from regiona budgets or by more successful industrial enterprises; tax benefits;
licensing, food assistance programs for low income groups of the population; and participation in
the international food aid programs.

A number of regions have introduced their own testing laboratories and demand that
foreign products meet a local standard which is often more rigorous than the national standard.
In effect, the seller has to pay twice for the same battery of tests. There are currently no mutual
recognition arrangements among the regions. Indeed, certification arrangements frequently
compete against one another, and one region will often not accept the testing regime of another.
This is the case, for instance, between the testing regimes of Primorsky Kray and Kamchatka.
Also, in many regions the local administration itself can act as a monopoly through the role it
plays in local purchasing and supplying of product for local budget financed institutions.
Sometimes tenders for specific orders are, in fact, closed to foreign companies. All of these
create serious issues, not only for the integration of Russias interna market, but aso for
Russia' s WTO accession negotiations.

During the second half of the 1990s, regional budgets were the main contributors to the
financing of the agricultural expenditures of the consolidated budget, while the share of the
federal budget in aggregate agricultural support has been declining (Figure 6.1). In addition,
the share of regiona budgets that are actually spent is much higher than at the federal level.

® |zvestia, February, 6, 2001, p.6.
® Here and in the following paragraph, we use data from V. Vitalis (1998), “ Agricultural Support and Trade
Distorting Measures at the Sub-Federal Level in the Russian Federation”.
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Figure 6.1 Share of federal and regional budgets in consolidated budget expenditures for
agriculture, %
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Source: Treasury of Russian Federation data, calculations by Anayica Centre Agrifood
Economy, 2000.
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The structure of budgetary expenditure on the regional level is similar to that at the federal
level, however regional budgets aso include funds envisaged for creation of food reserves
(Table 6.2). Food stock purchases by the federal government have been reduced to amost nil,
while these programs continue on a large-scale at the regional level. They are generally carried
out through the mutual clearing or commodity credit schemes, and thus perpetuate the
dependence of farmers on this non-transparent and non-market oriented mechanism. There is
some evidence that the crisis of 1998 disrupted this mechanism and has forced increased reliance
on monetary transactions in some regions. Later on, this practice was revitalized. In the example
of Nizhny Novgorod, the share of monetary expenses (compared to off-setting arrangements) in
total regional spending for agriculture fell between 1996 and 1998, but increased sharply in 1999
(Figure6.2).

Table6.2: Structure of Budgetary Support, Federal and Regional (in %)

Federal budget Local budgets Consolidated budget

1995 1999 1995 1999 1995 1999
Total budgetary support 100 100 100 100 100 100
Budgetary support to agricultural 65 44 43 43 51 43
producers
General services support 35 56 38 36 37 42
Food stocks formation 0 0 18 21 12 15
Total support as per cent of GDP 0,5 0,2 1,0 0,6 15 0,8
Total support as per cent of GAO 38 1,7 7,3 4,3 111 6,0

(coefficient of direct support to
agricultural producers)

Source: Treasury of Russian Federation data, calculations by Anayica Centre Agrifood

Economy, 2000.
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Figure 6.2. Nizhny Novgorod Region: the Share of Monetary Component in Budget
Expenditurefor Agriculture
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Source: Regional administration data, caculations by Analyica Centre Agrifood Economy,
2000.

In many regions of the Russian Federation off-budget funds have been created to finance
specific programs. In contrast to the regional budgets, these funds are extremely non-transparent,
both in their sources and uses of funds. They are often under direct supervision of executive
powers, such as the governors or presidents of the republics. For example, in Rostov region in
1994-1999 three off-budget funds were formed: a) the ecological fund; b) the fund of livestock
development support; and c¢) the fund of development of viticulture. During this period, the share
of off-budget funds accounted for 20-25% of total oblast expenditures in 3 out of the 6 years in
the Rostov region.

To coordinate its activity with the agricultural activity of regional administrators, the MOA
enters into agreements with regions on cooperation in the area of the agro-industrial company
(AIC) development. Over 20 such agreements had been signed by the fall of 2000. An anaysis
of severad of these agreements indicates that they have rather general terms and they do not
impose concrete obligations on both parties design to remove market distortions (regiona trade
barriers, price ceilings, and others).

Recommendations

The MOA should primarily focus their policies on strategic issues of AIC development.
The distribution of budget subsidies should play a secondary role in the MOA'’ s objectives. The
MOA'’s efforts should be directed towards elaboration and implementation of the long-term
strategic development program of the sector.

The MOA'’ s policy proposals should be publicly discussed with wide participation of non-
governmental organizations, representing both agricultural producers and consumers of
foodstuffs.
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The MOA should make every effort to assist in the establishment and development of
unions of producers, especially producers of agricultural raw materials and commodities, and
should actively involve them in the elaboration of agricultural strategy. However, it should be
recognized that delegation of quasi-governmental regulatory powers to private sector institutions
would inevitably tempt them to act in their private, rather than the public’s, interest. These
organi zations should not be made responsible for promul gating rules and regulations that would
be mandatory for all firms operating in these markets, or for furnishing/terminating licenses to
firms entering the markets and functioning there. Experience worldwide shows that such a
process will inevitably lead to conflicts of interest and use of these powers to diminish
competition.

Budget support on both federal and regional levels should be re-balanced to give more
support to individual private farmers. Budget support should be administered according to the
principles and using the kinds of mechanisms described in section V.B of the Executive
Summary of this paper.

More generally, the process of budget support allocations should be driven by economic
factors, and not depend on the “power” of various lobby groups that is nothing to do with the
efficiency of budget alocations.

Regiona policy should not contradict federa policy or, moreover, prevent the
establishment of a single country-wide agrifood market in Russia. Regional support budgets
should be re-focused. Regional agricultural policy-making and expenditure on support is not
necessarily bad; in fact, as a general principle, decisions are best made at the most loca level
feasible. However, any regional policies should be made by taking into consideration their
effects on the integration of the national market of the Russian Federation. In general, this will
rule out policies that make local prices of specific commodities artificialy higher or lower than
those of other regions, since this will inevitably lead to attempts to import or export the goods,
and will therefore require the imposition of trade barriers to reinforce the policies. Rather, the
policies should focus on support for the rural population by development of rural infrastructure
(physica or social), improvement of productive efficiency, or direct income support. The use of
off-budget funds should be avoided.

Federa policy should be aimed at suppressing any local initiatives that change relative
prices, including price controls and direct or implicit trade barriers. The MOA’s agreements with
regional administrations should be more concrete in their objectives, with specific targets, and
they should also include concrete steps to halt regional economic separatism in the area of food
production and distribution.

The concept of government procurement for food funds should be completely rejected
both at the regiona and federal levels, since such practice discourages the establishment of a
market infrastructure. It is especially important to refrain from using commodity credits as a
procurement instrument for food reserves.



