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With the firm belief that, especially in Russia, past is prologue, the first and most important economic trend of 2007 was that nation's continued political and economic stability. This has made possible, and will continue to enable, reliable forecasts of economic trends, and has attracted a great deal of foreign investment in Russia.

Such an ongoing process has also caused Russian entrepreneurs to maintain and increase their domestic investments, rather than invest abroad, as they did before. Moreover, it has resulted in job creation and stimulated economic growth, which is now approaching 8%.

Which indicators are proving the increasing stability and predictability of the Russian economy? First, there's the unprecedented rate of growth of foreign investment, which surged by a factor of 2.5 in 2007. None of the world's 15 leading national economies can compete with this achievement. Some $100 billion was invested in Russia from abroad over the last 12 months, an all-time record for any emerging market country and a milestone of great historical and psychological significance for Russian business.

Although, in general, the outflow of foreign direct investment has decreased, this trend began to reverse over the last six months. This is a direct response to the economic policies of Putin's government beginning to worry investors. Nonetheless, cumulative foreign direct investment increased by 55%. Most of these investments are long-term. The increase in foreign investment and of cumulative FDI in the real sector of the Russian economy are major economic events of 2007, and promise to continue this year.

It is interesting that, despite Russia's complex political relationship with Great Britain, the British were the leading foreign investors in Russia in 2007 (although, in terms of direct investment, the Netherlands has invested 10 times more than Great Britain). Cyprus accounted for a large amount of foreign investment, however, it did not come from Cypriots; it is "gray" capital that left Russia some time ago and is now repatriating, mostly in the form of FDI. The results of all of this FDI are new jobs--and, eventually, an improvement in the standard of living for Russian people.

One negative trend of 2007 is the steady rise in prices of consumer goods and food, a very dangerous development. The consumer price index surged 12%, but the price of certain foods has risen at a much faster pace--vegetable oil increasing by 150%, butter by 40%, milk by 30%, and grains and bread by 25%. This is not the result of a worldwide increase in food prices--Russian food prices are growing faster than world prices, even faster than in neighboring emerging market economies like China and India.

The rise in consumer prices is a result of increases in salaries, pensions, stipends and other social spending at a pace much higher than what economic growth allowed. This puts more rubles in the hands of Russians, but decreases the purchasing power of the currency. During the last 11 months of 2007, the ruble supply increased by 30%. As a result, taking into consideration the high speed with which money circulates in Russia, the purchasing power of the ruble fell by 20% to 25%, according to my calculations.

Indeed, the increase of rubles in circulation has grown four times faster than the growth rate of the national economy. This trend also resulted in an increase in gas prices. The government implemented many limitations to slow the consumer cost compared with the cost of production. This means that this compressed "price spring" will expand in 2008, resulting in a sharp increase in gas prices for consumers, as well as prices of first necessity goods.

Which takes us to another key trend of 2007 that is likely to continue in 2008--a steady increase in oil prices, with an impact felt across the Russian economy. Certainly the increased world price of crude brought a steady inflow of foreign currency to Russia, as oil accounts for 34.5% of Russian exports. Natural gas accounts for 12% of Russian exports, although this number is declining slightly.

Despite growing prices for natural resources and raw materials, Russia's positive trade balance has shrunk, because imports are increasing faster than exports--which may be a dangerous trend, and likely to continue in this year. It seems that Russia is incapable of substantially increasing the production, and consequently, the volume, of exports of natural resources. The solution to the shortage is the rising price of oil and gas.

Moreover, the development of ethanol production in Russia would partially replace domestic consumption of crude oil and gasoline, which would free up more exports of these products. It would also be beneficial to the environment, but Russia still does not produce any ethanol as fuel.

Another trend in 2007 that is likely to continue this year is the visible rate of growth of military expenses, which is pushing Russia toward a militarized economy, though it is still too early to judge the scope of this trend.

Finally, there has been fast growth in the amount of debt accumulated by Russian consumers. It is interesting that ruble debt has grown twice as fast as debt in foreign currency, which has not been the case in previous years. Taking into consideration Russians' general lack of experience with credit obligations, the possibility exists for a wave of bankruptcies in 2008.

In addition to these trends, I would like to mention several other events which may impact the Russian economic situation in 2008:

--The diversification of natural gas supplies to Europe, which is mostly a result of the new role of Turkmenistan. This will have a direct impact on Russian influence in certain European countries.

--The failure of Russia to become a member of the World Trade Organization, despite expectations to the contrary

--Strengthening economic ties between Russia and China

--The failure of Russia's amnesty of capital program, which was not surprising--it was, in fact, practically inevitable. Russia was the only country in the world to make tax collections the focus of its amnesty of capital program. Most of these programs seek to repatriate capital to create new jobs. The tax rate on repatriated capital is typically between zero and 5%, but Russia's program taxed repatriated capital at 13%. In Italy, 61 billion euros worth of capital was repatriated in only six months of 2002. Russia's program was not economic amnesty, it was bookkeeping amnesty, and was a total failure. The Ministry of Finance is planning an amnesty for undeclared property. The focus of this amnesty is, again, on taxes. Instead, the Ministry of Finance should figure out how owners of these undeclared properties can bring their properties out of the gray areas and into the legitimate economy. This amnesty will most probably occur in 2008.

In the end, the economic results of 2007 were unquestionably positive for Russia. With luck, this broadest trend will continue through the coming year.
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