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Abstracts

EXCHANGE RATE INFLUENCE ON INDUSTRIAL OUTPUT IN RUSSIA

by Anton Smirnov

The paper focuses on qualitative and quantitative determination of the relationship between real exchange rate and output in main Russian industries.

It should be understood that exchange rate is one of the levers to regulate economy of a country. Choice of the exchange rate regime critically affects consequences of monetary and fiscal policies. Moreover, changes in exchange rate induce redistribution of welfare among residents (e.g. those who sell abroad and those who buy from abroad). Things are more complicated when we talk about markets of imperfect competition, and they are even more complicated when we talk about an economy with developing markets and reorganization processes such as Russian economy.

The paper is divided into three parts. The first one is the overview of the situation in Russia in the second half of 90’s; such problems as disorganization, transformation recession are discussed. Some opinions on the most important causes of recession are given.

The second part of the paper discusses how exchange rate affects domestic output from the theoretical point of view. Here several simple models are described: three models describe the supply side of the problem and one attempts to look at it from the demand side. One of the supply side models is focusing on importing industry, the other, in contrary, is about exporting industry and the third one is somewhat more complicated model, which attempts to generalize the first pair of models. The big model uses the framework of Cournot oligopoly. And various results are obtained analyzing Cournot – Nash equilibrium. Here are the most important:

· domestic output is positively related to exchange rate (here exchange rate is defined as price of foreign currency in terms of domestic).

· if exchange rate is high enough then exporting industries response to exchange rate fluctuations weaker compared to industries oriented on importing.

· an industry which is more competitive possesses a stronger reaction to exchange rate fluctuation.

Additional model for consideration is the model of demand response to exchange rate fluctuations. The model described in the paper uses standard utility maximization framework to analyze the problem. The key feature of the model is that it is assumed a representative consumer’s initial income or wealth is divided into two parts: one part is in terms of domestic currency and the other – in terms of the foreign. The model suggests various qualitative outcomes depending on parameters.

The final part of the paper makes an attempt to evaluate the relationship between real exchange rate and industrial output in Russia, using the data provided by the Higher School of Economics (based on Goskomstat publications) for the period between 1995 and 2002. The main industries under consideration are: fuel industry, ferrous metallurgy, engineering industry, light industry and food industry. The methodology of the empirical part is as follows: as factors affecting industrial output real wage, credit rate, PPI and real exchange rate were taken; for each specified industry a time-series model was constructed in order to estimate the relationship between output and exchange rate. Since all the models used the logarithms of series obtained estimations reflect elasticity of output with respect to exchange rate. The main results of data analysis are:

· output is positively related to exchange rate.

· long-run influence of exchange rate on output is stronger than short-run influence

· importing industries are influenced more heavily by exchange rate than exporting industries.

· in industries where the number of firms is bigger, the influence of exchange rate on output is stronger.

The last two statements are not pure statistical results, but again they are rather qualitative, nevertheless, they are based on the data and estimated parameters.

As a final discussion in the paper a small overview of other works relevant to the problem is made. The results obtained in the current research are discussed and some methodological issues are considered.

THE USE OF DERIVATIVES IN EQUITY PORTFOLIO MANAGEMENT
by Nick Popivshchy

Achieving rapid economic growth and high standards of living is one of the main priorities for Russia at present time, and this task cannot be accomplished without attracting funds for investment projects. The increasing role of financial markets (equity market in particular) as a source of finance for real sector of the economy and financial intermediaries (including mutual funds) as a tool of attracting population’s funds “from under mattresses” make portfolio management one of the most actual problems. Recent substantial growth of trade volumes in derivative instruments (mainly in futures) with a share or a stock index as an underlying asset could represent a great possibility for using these derivatives in portfolio management. So far the question of using futures contracts in equity portfolio management in Russian financial markets has not been studied deeply. Thus, the ultimate objective of this work is to demonstrate a possibility of using such instruments in equity portfolio management in Russia, to show the effects of these instruments on portfolio risks and returns (and investors’ utility). It should be stressed that the research is based on real data and incorporates the main costs, associated with using derivatives in equity portfolio management. A distinctive feature of this paper is that gains/losses from holding a futures position (incorporating opportunity cost of money) are considered on a daily basis. The work also allows to reveal relative strengths and weaknesses of the two main methods of determining the sign and size of the appropriate futures position: regression method and computer programming. 
MODELS FOR MARKET RISKS ESTIMATION AND THEIR APPLICATION TO RUSSIAN STOCK MARKET

by Alexander Kozlitin

The paper deals with problems of market risks estimation and market risk management in commercial banks from both theoretical and empirical viewpoints.

Theoretical part of the work includes a brief review of the various types of Value-at-Risk (VaR) models, since these types of models are now commonly used for market risk estimation in financial institutions worldwide. Empirical part of the work contains a research of one specific model for market risk management. The assumptions and structure of the model are explained first, then the accuracy of the model is tested on the real data according to the Basle Committee methodology. It is recognised that there is a large number of various models which differ in their complexity, usage of statistical and mathematical apparatus and, consequently, their accuracy. Generally, more complex models allow closer approximation to reality and more accurate market modeling, striving to provide both data and tools for operative decision-making as well as the accurate parameter estimates.

In accordance with such practice-oriented approach, the specific model is proposed and tested in the practical part of the work, combines in itself the qualities of an operative risk-management tool and an a fairly accurate estimation tool. The accuracy of this model is thoroughly tested in order to approve the model relevance to Russian stock market. This includes, first of all, tests of all the main underlying assumptions, such as normality and homoscedasticity conditions, absence of autocorrelation, etc. In some parts these assumptions do not hold, which is quite common for financial markets, and the alternative models are proposed, such as mixed-normal distributions models, ARCH/GARCH-models, etc. However, these alternative models, yet more accurate, are less suitable for practical implementation. Finally, the assumptions of the model are tested and the alternative assumptions and modificataions to the model are suggested as well.
A MODEL OF ADVERTISING EXPENSES IN CONTEMPORARY MARKETS

by Alexander Khromchenko
The central feature of any market today is not only the setting of some equilibrium price but also various aspects of the firm’s marketing policies in general and the promotional efforts in particular. The considered issue is especially important in the developing markets, such as Russia where the sales promotion techniques is a new phenomenon and, therefore, requires a thorough investigation.

Advertising campaigns is a complicated issue for the firms. On the one hand, they stimulate the market demand, that, in its turn, increases sales and leads to higher profits. On the other hand, advertising is very costly that leads to lower firm’s profits. Under such a dichotomy there must exist some optimal profit-maximizing level of advertising. The development of a model serving this purpose is a core issue of the present paper.

This work develops the basic static and dynamic models of the optimal advertising budgets. The basic model reflects the fundamental relations for the industry where promotional campaigns as a method of sales increase and the competition tool plays the significant role. The dynamic model takes into account the long-term effects of the advertising on the firm’s goodwill and the comparative advantage (in respect to new entrants) based on such goodwill.

It should be emphasized that the suggested approach allows accounting for the relation between the optimal advertising and the market satiation that is very important in the modern conditions.

Leaving alone theoretical conclusions, the suggested models can be also applied in real life. The assessment of the firm’s current marketing policy and the indication of the desired direction of its corrections can be viewed as the most important practical application of the suggested models. Moreover, it is also possible to determine the optimal marketing policy adjustment to the changes in the exogenous parameters (through the comparative static analysis).

RISK AND RETURN IN EMERGING MARKETS

by Ioulia Tchekounaeva

The objective of the research was to examine and evaluate the appropriateness of the application to the Russian stock market of the risk-return models, namely CAPM (Sharp, 1964), CCR (Harvey, 1995) and D-CAPM (Estrada, 2000).

The topic is contemporary and is in the spotlight of attention of both theorists and practitioners. The cost of equity in an emerging market (EM) establishes the discount rate to be used in capital budgeting decisions for projects in that country. Despite the fundamental importance of the cost of equity, much uncertainty remains in the public and private sector financial communities regarding the proper way to determine it when investing in EM. This uncertainty has fundamental consequences for the channeling of funds to these markets. The lack of clarity regarding how to value assets and projects in these countries keeps investors away.

While conducting the research the author was able to identify the following factors creating uncertainty of investments: high volatility of stock markets, low market capitalization and low liquidity as compared to the developed markets, low degree of integration between emerging and developing markets, and contestable evidence was found concerning conformity of those markets to the efficient market hypothesis. 

All of the above creates problems in the evaluation of the cost of equity in EM. The classical model was constructed specifically for the developed markets, therefore it requires a market to possess the characteristics of the developed one. Among basic problems of CAPM application in the EM author recognized the following: higher risks, difficulty in identification of risk-free rate and proxy for market portfolio.  Thus evaluation of the cost of equity using classical CAPM in emerging markets may produce biased estimation, leading to inefficient investment decisions.

After working through the literature on that subject, author identified several proposed several proposed adjustments to the classical model, one of which was the inclusion of the credit rating of the country in the cost of equity evaluation (CCR model), the other was re-definition of the risk (semi-deviation is used as measure for risk in D-CAPM in stead of standard deviation in the CAPM).

The research consisted not only of the analysis of the available literature, but also of the statistical modeling of the named models. After the estimation of the models, author arrived to the following conclusions:

Due to low integration between Russian and American stock market, the world version of the CAPM is not an appropriate one for the cost of equity evaluation.

When dealing with local data, author came to the conclusion that quality of estimates highly depends on the quality of data available. Nevertheless CAPM on local data produced far better results than on world data, and author recommends using it as a base model for further analysis.

The estimation of the two alternative models produced not as fascinating results as it was expected, i.e. CCR overestimated the cost of equity and D-CAPM had lower explanatory power as compared to classical CAPM on local data.

From all of the above it follows that EM are much more heterogeneous group than it is usually thought, therefore even adjusted models, may work properly in some markets, whereas in others they may under perform. Thus there is more research to be carried out to arrive to certain conclusions. 

REAL OPTIONS ANALYSIS IN CORPORATE GROWTH VALUATION

by Svetlana Kovalskaya

The paper is devoted to a topic which is on the cutting edge of the modern corporate finance theory, namely, the application of option pricing techniques to the valuation of real assets, specifically, corporate growth opportunities. 

The need to estimate the value of growth opportunities is vital for corporations, seeking to maximize the value they create for shareholders, because most of this value comes from growth opportunities rather than from assets-in-place. Nowadays, the most popular approach to corporate growth valuation is the Discounted Cash Flow method (DCF), which, however, fails to meet the challenges of the increasingly volatile modern economic environment and is inappropriate for valuing growth opportunities involving the possibility to alter the course of action in response to changing circumstances. 

The growing awareness of this problem among both academics and practitioners gives rise to an ongoing search for alternative valuation methods. A promising area of this search is concerned with the use of option valuation techniques in order to account for the value of flexibility. The new method which utilizes this idea is referred to as Real Options Analysis (ROA) and is based on an analogy between the parameters of financial options and the characteristics of real investment opportunities. An investment opportunity is valued as a sum of two components: net present value of the project without flexibility and the option premium. 

The goal of this paper is to discuss the power of ROA as a method of corporate growth valuation and to illustrate it by several stylized quantitative examples utilizing option valuation models. The major conclusion is as follows: real options analysis is a valuation method with huge potential and is likely eventually to displace DCF as a paradigm in corporate growth valuation, as soon as the technical problems it is subject to are overcome.

THE STABILITY OF THE PRIVATE MONETARY SYSTEM

by Daria Mukhina
In the last three decades governments have relaxed a number of restrictions in the financial markets and payment systems. Technological innovations have reduced the effectiveness of surviving regulations. Improvements of transaction technologies have made it possible for banks the issue various forms of e-cash, which can be considered as an electronic equivalent of the banknote. As a consequence, the private note issue became one of the core problems of the contemporary economic theory. Many theoretical researches are devoted to the question whether we need government to provide money or we can rely on the market to produce a well-functioning money arrangement. As a result, there is a widespread re-examination of the problems that arose in a number of periods in the past, when currency creation was relatively free from political restrictions and supervision of central banks.

In this study I have examined one of the most important issue the monetary system – its stability. Since under a competitive money issue the supply of means of payment is fully controlled by the banking sector, the main goal is to examine the stability of such banking system. The collapse of the banking system automatically results in the fall of the monetary system, since all the currency loses its purchasing power. Thus, we should analyze whether the unregulated banks that are allowed to print banknotes are vulnerable to runs and panics. In this work conditions that provide instability of monetary system are examined, in order to understand under what assumptions are necessary and sufficient for the stability.

In the theoretical part of this research there was developed a formal model of optimal reserve determination and equilibrium money supply and price level under a competitive currency creation. In such a system there is no government control of quantity of exchange media, no state-sponsored central bank, no legal barriers to entry, branching or exit of commercial banks. Liabilities of the banks (transferable deposits and paper currency) are redeemable in the standard base money. With the help of this model we have come to a number of important conclusions.

In a multi-bank system each bank has a well determined prudential demand for base money reserves in relation to the size and turnover of its liabilities. Bank’s precautionary demand for reserves depends on the anticipated variance of the expected value of reserve losses. In also depends on the total money supply in the economy. A given stock of reserves implies a unique equilibrium quantity of bank money.

Public does not demand base money if it respects the issuers of banknotes. The problem of overissue of currency of some banks would not destabilize this system when the information is perfect and the public can evaluate risks of each particular bank. In this case the market for reserves would be in disequilibrium for only one period and it will not result in losses of good banks. So overissue is not sufficient condition for the collapse of the system. However if information is asymmetric, individuals are not able to distinguish between qualities of different banks. Bankrupts of some banks will be considered as a signal of risk level of the others. So because of only a onetime overissue, the system will move farther and farther from equilibrium. The smaller is the ability of public to judge the quality of the banks, the higher is the probability of system-wide crisis of confidence and the collapse of monetary system.

In the second part of the work we have looked at the empirical evidence concerning competitive note issue. We provided a detailed consideration of the so-called Free Banking Era in the US (1837-1863). The important feature of this system was the protection of noteholders, since they had state bonds securing their notes. The bankruptcy level in free banking states and the frequency of bank panics are a good proof of the instability of such system. Banks failed without holding enough resources to pay and many banknote circulated at large discounts. We have critically examined two possible reasons for this instability: wildcat banking (as a special case of overissue) and the fluctuation of bond prices. We concluded that these factors alone cannot increase riskiness of banknotes. However, high correlation between each these factors and discounts of banknotes and rate of bank failure is observed. The thing is that expectations of public are the determining factor of the stability and vulnerability to runs of banking system. Other factors are the signals that help individual to form their expectations in the asymmetric information environment. The results of empirical part of our work agree with the conclusions from theoretical model.
ANALYSIS OF IMPACT OF RUSSIA’S ACCESSION TO WTO ON SEVERAL INDICATORS OF ECONOMIC ACTIVITY

By Viktoria Yasinetskaya

The issue of accession of the Russian Federation into the World Trade Organization (WTO) is one of the most topical nowadays. There have been a lot of disputes whether Russia should become a member of the WTO and, thus, lower its trade barriers and open the market for more competitive import. On the one hand, some believe that, once Russia has gone through all the procedures required in order to enter the WTO, it will be in the position of increasing the county’s welfare through international trade with new and old partners. However, others argue that pressure from high quality and relatively low price of imports will be detrimental to the domestic production forces. 

There have been a number of analytical studies that evaluated the impacts on the Russian economy of accessing the WTO. Most of the studies are focused on the comparative analysis on the basis of only Russian data and the international experience is not taken into account. The purpose of this work was to apply international records of significant changes that had occurred after the entrance into the WTO. The hypotheses for the Russian economy have been formed on the basis of the analysis of a number of indicators of the similar countries that have entered the WTO/GATT during the period of 1963-1993.

Through the method of cluster-analysis the following conclusions were obtained:

1. The total welfare of the Russian Federation will increase after the accession into the WTO. Furthermore, as the country will lower the restrictions to international trade i.e. reduce import tariffs, the value of exports and imports should rise.

2. After joining the WTO, the degree of the openness of the Russian economy is anticipated to extend to a higher degree. However, it is apparent that the terms of trade will be worsened just as it took place in other countries.

3. Russia is a country that is abundantly endowed with natural resources. Therefore, it is expected that the volume of the fuel export will rapidly increase, whereas, the quantity of ore and metal export is expected to fall. 

4. It is also predicted that there will be a steady decline in the share of agricultural and industrial sectors in total Russian output as it will go through the restructuring process. 

5. Finally, the government expenditures are expected to rise together with the increase of financing from abroad and emission of credits to the private sector of the economy.  

The general conclusion that was based on the above results stated that Russia is expected improve the welfare of its society and gain strong position in the international trade when it joins the WTO. Therefore, it was recommended that Russian politicians and economists proceed with the accession into the WTO.

