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1. Key development issues and rationale for Bank involvement

Russian economic growth in 2005 was influenced by three primary factors: a continuing rapid expansion of domestic incomes and demand, improvements in the expectations of investors, and growing competitive pressures from the real appreciation of the ruble. GDP grew by an estimated 5.7 percent in the first half of 2005, as compared to 7.4 percent growth during the same period of 2004. In this context, Russian economic growth remains strong, although the slowdown in many sectors since the second half of 2004 continues. Recent data provides more evidence of growing competitive pressures from a stronger ruble. Higher oil prices have brought even greater windfall revenues to the federal budget. Debates surrounding the management of mounting surplus state revenues have intensified, and these debates find reflection in the 2006 federal budget. 

Overall 22% of the population in Russia lives on less than $2 per day.  Rural populations are twice as likely to be poor, with over 30% estimated to live in poverty compared to 15% in the urban areas.  In Russia, the share of the rural population is 27%, compared to 22% in the (first 15) EU countries, while the agricultural population is 9.7%, compared to 3.8% in these EU countries.   There is, therefore, a need to emphasize assistance to the rural sector 

The development potential of microfinance institutions (MFIs) in Russia is considerable. The MFIs play an important economic and social role since they finance the productive sectors of the economy in areas remote from main financial centers, or those segments of the population which remains underserved by the commercial banking sector.  These include: financial cooperatives, municipal and regional SME funds, and donor-funded non deposit-taking MFIs.  

Based on preliminary estimates, in 2005 the volume of microcredit grew 150% compared to 2004, reaching around $350mln. Outstanding loans in agricultural cooperatives alone rose from $22 million at the end of 2004 to $43 million at the end of 2005.   Nevertheless, it is believed that the only 5% of the demand for credit from micro-enterprises is being met, while the demand for small loans (up to $35,000) is estimated to be around $2bln. 

The largest growth in this sector has come from the financial cooperatives, whose membership increased by 70%, and portfolios and outstanding loans nearly doubled in the last year.  Financial cooperatives (FCs) are the most dynamic segment of the microfinance industry and the only financial institutions operating in rural or remote areas.  Based on various estimates, there are over 1,000 operating financial cooperatives in Russia.  The growth of these institutions has been most active in the rural areas.  Agricultural credit cooperatives now exist in 59 (of 87) regions.  Consumer cooperatives for citizens (credit unions) are also rapidly expanding their operations to the rural areas.  

While some programs of the Government provide an excellent opportunity to develop a much needed sustainable financial cooperative system, considerable risks face this sector which need to be addressed.  Risks are mainly associated with (i) the lack of an appropriate legal and regulatory framework; (ii) the lack of approved industry standards and a regulatory body; (iii) the lack of institutional capacity and infrastructure for training and risk mitigation mechanisms; (iv) the possibility of rapid creation of multiple entities which would be unsustainable in the long run; and (v) limited cooperation among industry leaders.  The President of the Russian Federation has recently announced that agriculture is a priority development area. Within this framework a National Program was developed which ambitiously calls for the creation of 1,000 new rural financial cooperatives. The program could potentially include a large-scale injection of funds, through Rosselkozbank, into the emerging FC system which has neither the experience nor the capacity to absorb such types of investments.    

The Ministry of Agriculture first approached the World Bank regarding possible assistance to the financial cooperative sector.  Subsequently, the Ministry of Finance expressed an interest in finding systemic approaches to the development of this system with the World Bank which has supported similar efforts in many countries around the world, including most of the ECA countries. The World Bank could assist the Government in the implementation of such a Program and also help address the risks mentioned above.  Therefore, the Government requested the Bank’s assistance in preparing a Microfinance Infrastructure Project in Russia.

The World Bank’s Country Assistance Strategy (CAS) for Russia of 2002 recognized the problem of a weak financial intermediation system in the country, as one of the important reasons impeding economic diversification. One of the three strategic pillars of the Bank’s assistance in FY 2003-2005 focused on improving the business environment and enhancing competition, including increasing effective financial intermediation and opportunities for entry and growth of new firms. The new CAS for 2007 – 2009 would maintain the same strategic pillars, with greater emphasis on sustaining economic growth and diversification as well as regional development.
2. Proposed objective(s)

The Objective of the proposed World Bank Project on Microfinance Infrastructure Development would be to assist the Government in developing a sustainable, safe and sound national financial cooperative system in order to enhance access to financial services by the poorer and underserved segments of the population, especially in the rural areas. Under this overarching objective the Project would aim to: (a) provide assistance to develop and implement an appropriate legal and regulatory framework; (b) establish an integrated system of FCs through technical assistance, institution building, and infrastructure support; and (c) strengthen the technical capacity of the financial cooperative system.
3. Preliminary description

The Project would be implemented on a Federal level because of its focus on legal framework and policies and because of the need to work closely with the National/Federal associations on implementation.  It would also roll out an institutional strengthening program in the regions, starting with areas with well-developed FC systems. 

With regards to institutional development activities, the project would not create new institutions, but would focus on the rationalization of the existing systems. This would include relationships among the three national associations for financial cooperatives.  No credit line would be provided under the project.  The system itself would either generate its own liquidity or qualify for external (non-World Bank) funding through improved performance. 
Component 1: Enabling Environment for the Financial Cooperative System. The project would support the creation of an enabling legal and regulatory framework for the FC system through: (i) Establishing a Single Regulatory Body responsible for supervising, monitoring, developing and implementing the Federal Law, and the management of a unified information system on financial cooperatives. The subcomponent would include a comprehensive training program for the staff of the Regulatory Body to perform its functions, and a capacity building program on supervision; (ii) Improving the Legal Framework governing cooperatives, focusing on clarifying the status, attributes, and roles of the FC system; as well as strengthening the role and capacity of contributing elements, such as credit bureaus and rating services. 

Component 2: Institutional Development. The project would support the transition of the financial cooperative system to new legislation, standards, norms, rules and regulations. Special monitoring indicators would be developed to assess the performance of these cooperatives and their impact.  The Component would include (i) Technical Assistance to Financial Cooperatives for the consolidation and integration of this industry and the development of the institutional structure for the cooperative system, based on the newly developed laws and regulations; (ii) TA and Training system for Cooperative Staff  in such areas as credit evaluation, risk assessment, financial management, accounting, asset liability management, governance, agricultural credit and services tailored to rural areas, and impact assessment; as well as the establishment of training centers; (iii) Assistance in the Establishment of a Mutual Insurance System, including the development of norms and standards for a unified specialized system of deposit insurance; and strengthening the current system of credit disability and life insurance; (iv) Audit Capacity Development; and (v) The Establishment and Licensing of Central Liquidity Funds.
Component 3: IT Capacity Development. The project would provide for the design and implementation of an internet based platform for financial management, accounting, and monitoring of FCs, with real-time access for the regulator and relevant service groups. The component would finance the design and implementation of required software systems, and installation of essential hardware. Institutional and member information would also be made available for agricultural marketing and communications purposes.   

Component 4: Project Management, Monitoring, and Evaluation. This component would finance the project management function, as well as periodic monitoring and evaluation. This would be undertaken by a Project Management Unit (PMU) selected by the Ministry of Finance.  An Inter-Agency Working Group would be established to oversee project implementation.  Further implementation arrangements would need to be discussed to ensure that the views of the cooperative system are reflected in project design and implementation. 

4. Safeguard policies that might apply

No safeguard policies are expected to apply.
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