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EXECUTIVE SUMMARY

Global growth started to strengthen at the end of
2016. After a slowdown of growth to 2.3 percent in
2016 driven by weak investment and trade, global
growth started to improve at the end of 2016 (Figure
1.a). Investment and exports are gaining momentum,
albeit muted by still feeble private consumption.
An upturn in the US and steady growth in the Euro
Area and Japan are supporting the upward trend.
In China, strong public and state-owned companies’
infrastructure spending slowed the rebalancing
trend from investment to consumption, although the
structural shifts from manufacturing to services and
from external demand to domestic demand continued.

Global trade also recovered, and global financing
conditions for emerging economies remained benign
in early 2017. From its low point in 2013, trade growth
recovered in the second half of 2016, supported
by improved industrial activity (Figure 2.a). Global
financing conditions were favorable in early 2017.
While the U.S. long-term yield increased by 50 basis
points and currencies in many emerging markets
depreciated after the U.S. elections of November 2016,
the increase was not accompanied by a sustained re-
pricing of risk and of emerging-market assets. Capital
inflows to emerging and developing economies were
robust in the first half of 2017.

Amidst weakening external headwinds, rising oil
prices, and growing macro-stability, the Russian

economy showed encouraging signs of overcoming

Figure 1.a: Global Growth is strengthening

the recession it entered in 2014. In 2016, Russia’s
GDP contracted by 0.2 percent, y/y, compared to a
2.8 percent contraction in 2015, with the economy
bottoming out in the first quarter of 2016 (Figure 3.a).
The incipient positive momentum appears to have
spilled into 2017. In the first quarter of 2017, GDP grew
by 0.5 percent, y/y. In the first four months of 2017,
industrial production expanded by 0.7 percent y/y. In
the first quarter of 2017, agriculture also grew by 0.7
percent, y/y, and PMI indexes for both manufacturing
and services pointed to expansion (Figure 4.a).
Growing macro-stability driven by the government’s
policy response package of a flexible exchange rate
policy, expenditure cuts, and bank recapitalization
— along with tapping the Reserve Fund — has helped
facilitate this adjustment. Box 1 in the report highlights
the varying implications of the oil price shock on oil
exporters, and how Russia has adapted well compared
to others.

Headline Russian economic and financial trends and
indicators are improving. A moderately tight monetary
stance helped reduce the average inflation rate from
15.6 percent in 2015 to 7.1 percent in 2016. Headline
inflation almost reached the end-year target of 4
percent as early as April 2017, falling to 4.1 percent, y/y.
(Figure 5.a). Recognizing that several one-off factors
supported the reduction in headline inflation, the Bank
of Russia pursued a cautious approach to monetary
easing as inflation expectations, although following a
downward trend, remained elevated. Employment and

Figure 2.a: Global Industrial Production is growing
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Figure 3.a: The Russian economy bottomed out in the first
quarter of 2016 (GDP growth, percent, y/y and q/q)

Executive Summary

Figure 4.a: Positive momentum appears to have rolled over to
2017 (IP, agriculture and cargo turnover growth, percent, y/y)
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labor force participation rates were still near maximum
historical levels, while unemployment was close to the
minimum (Figure 6.a). The banking sector showed
signs of increased stability and a return to pre-crisis
profitability levels. Key credit risk and performance
indicators remained largely unchanged (Figure 7.a),
signaling that the worsening trend may be over. Capital
adequacy remained stable at around 13 percent.

However, headline indicators hid disparities. A
continued fall in consumer demand on the back of a
protracted fall in real incomes kept domestic demand
depressed in 2016 (-2.4 percent y/y). Fixed capital
investment also remained subdued, decreasing by
1.2 percent in 2016 compared to 2015. And although
export-oriented production — thanks to a weak
ruble — played an important role in the expansion of
tradable sectors, output growth was not supported
by investment growth in many manufacturing sectors

Figure 5.a: Inflation has slowed down (CPI index and its
components (percent, y/y)

Source: Rosstat.

(Figure 8.a). In terms of income and labor dynamics,
while real wages started to grow with decelerating
inflation, disposable income continued to decline
in real terms, driven primarily by non-wage income
components. The continued contraction of disposable
incomes also slightly increased the poverty rate by 0.2
percentage points in 2016 over 2015. The incomes of
19.8 million people, or 13.5 percent of population,
still remained below the subsistence level. In the
banking sector, though there were no signs of further
deterioration, nonperforming loans remained high
by historical levels at nearly 10 percent. And the SME
segment will take time to adjust to new conditions.
This is a priority sector for the Russian government
that was hit the hardest by the recession as SME loans
experienced the sharpest decline compared to other
market segments. These, and other related disparities,
are discussed in detail in the report.

Figure 6.a: Employment and labor force participation rates
are high (percent)
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Executive Summary

Figure 7.a: Key credit risk and performance trends are
holding steady

Figure 8.a: Output growth was not followed with investment
growth in many manufacturing sectors (percent, y/y)
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The federal fiscal deficit grew in 2016 but remained
contained. The primary deficit grew from 1.7 percent of
GDP in 2015 to 2.7 percent of GDP in 2017 on the back
of lower oil and gas revenues. It was contained primarily
by consolidating expenditures and mobilizing some
revenues (including from the privatization of Rosneft).
Compared to 2015, primary spending decreased by
2.6 percent in real terms (Figure 9.a). Pensions were
indexed below inflation, and civil servant salaries and
the savings pillar of the pension system were frozen.
In real terms, government spending decreased across
all categories except for social security, environmental
protection and national defense (the latter largely due
to the redemption of the debt of military enterprises at
the end of the year).

Figure 9.a: Federal budget primary expenditures decreased
in real terms in 2016 (percent, y/y)
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The general government’s fiscal stance also worsened
moderately. In 2016, the general government primary

Source: Rosstat.

deficit rose to 2.8 percent of GDP from 2.6 percent
the previous year. Extra-budgetary funds registered a
marginal deficit of 0.2 percent of GDP, and imbalances
in the pension system increased. Federal government
transfers that covered the Pension Fund deficit grew
to 2.4 percent of GDP from 2.1 percent of GDP in 2015,
reflecting a substantial dependence of the Pension
Fund on the federal budget.

There are significant variations in the quality of the
regional budgets and concerns related to the growing
role of federal government loans. The consolidated
regional budget registered a primary surplus of 0.2
percent of GDP in 2016. And as Part 3 of the report
discusses in detail, Russian regions have weathered the
slowdown in the economy fairly well in the recent past
— showcasing low deficits and broadly moderate debt
levels. However, the structure of the local debt presents
challenges, as it is mostly made up of short maturities
and subject to rollover risks. The significant part of
subnational debt (39 percent) shown in Figure 10.a
takes the form of short-term loans from commercial
banks. In addition, some local governments are highly
indebted.

Adjustment in Russian regions has happened through
massive expenditure cuts as opposed to revenue
mobilization, with social sectors and capital spending
hit the hardest. Better debt management (reducing
rollover risks; mobilizing more revenues and cutting
expenditures where it makes sense) will be key to
unlocking the growth potential at subnational levels,
as will improving the public-sector efficiency of
subnational governments.

{
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Figure 10.a: Short-term loans account for over one-third of
the subnational debt

Executive Summary

Figure 11.a: Federal budget deficit expected to decrease
over time (percent of GDP)
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In early 2017, the federal government balance
strengthened on the back of increasingly robust oil
revenues. Compared to January — March 2016, oil and
gas revenues in the federal budget rose by 2.2 percent
of GDP to 7.6 percent of GDP on the back of higher oil
prices. Federal budget primary expenditures increased
by 0.2 percent of GDP to 18.6 percent of GDP. The
federal government balance consequently registered a
primary deficit of 0.5 percent of GDP in January-March
2017 compared to -2.4 percent of GDP deficit in the
same period last year. However, the federal non-oil
primary deficit worsened marginally to 8.0 percent
of GDP in January-March 2017 on the back of higher
expenditures, compared to 7.9 percent of GDP in the
same period last year.

With an eye to the proposed introduction of the new
fiscal rule, the government passed a three-year federal
budget law and introduced currency interventions
in the domestic market. The three-year budget law
covering the 2017-2019 period provides for substantial
fiscal consolidation, mainly through expenditure cuts
and limited revenue mobilization efforts. The budget
law is based on an oil price of USS 40/bbl for the 2017-
2019 period (Figure 11.a).

Expenditure consolidation — more than revenue
mobilization — is the central plank of the three-year
federal budget law. Compared to 2016, federal budget
primary expenditures would decrease by about 7
percent in real terms (deflated by CPI) over three years
and by 3.6 percent of GDP, almost evenly distributed,
with the biggest expenditure cuts proposed in national
defense, the national economy and in housing and
communal services. In real terms, all federal budget

Source: Ministry of Finance.

expenditure categories would decrease over three
years except for environmental protection. Social policy
expenditures would decrease by 2.5 percent in real
terms in 2019 compared to 2016, which would require
increased targeting of these expenditures. The fiscal
consolidation will also be supported by some revenue
mobilization efforts: the government projects to raise
1.1 percent of GDP in 2017-2019 predominantly from
the transfer of dividends of state-controlled companies
and by increasing tax revenue from the energy sector.
As Box 3 in the report and Figure 12.a shows below,
Russia’s expenditures as share of GDP are low compared
to other countries, suggesting more emphasis could
perhaps be paid to mobilizing revenues in addition to
expenditure cuts.

Against these dynamics, we expect the economy to
go from recession to recovery. Consistent with our
projections in the previous Russia Economic Report
(November 2016), we expect the Russian economy to
grow 1.3 percent in 2017 and 1.4 percent both in 2018
and 2019 (Figure 13.a). The positive terms-of-trade
effect from rising oil prices, coupled with more stable
macroeconomic conditions, are expected to drive
this recovery. And as Box 5 in the report elaborates,
being among the top three oil exporters in the world,
the Russian oil sector has demonstrated resilience,
increasing production and exports despite headwinds,
thanks to increased production by small- and medium-
size producers (including Gazpromneft, Novatek,
Tatneft, Russneft, and Bashneft). Moreover, total oil
production is expected to increase to 11.38 mb/d in
2017 and peak at 11.54 mb/d in 2018, as new projects
will more than offset brownfield declines.
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Executive Summary

Figure 12.a: Russia’s expenditures as % of GDP are low

compared to other countries’. General government spending

as percentage of GDP and by function: Russia vs. EU-28 and
OECD average for 2015

Figure 13.a: The economy is expected to grow in 2017-
2019 (real GDP growth, percent)
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Consumption is expected to drive growth in 2017-
2019 with investment playing a supporting role
(Table 1.a). We expect headline inflation to continue
moderating, falling slightly below 4 percent at the
end of 2017 and stabilizing around 4 percent in 2018-
2019. Lower inflation will support real wages that will
be the main source of real income growth. These and
improving consumers’ sentiments and better credit
conditions are all expected to lead to a growth in private
consumption of 1.8 percent in 2017 and 2.5 percent in
2018 and 2019. Investment demand is also expected to
pick up in the forecasting period as businesses renew
their stocks in 2017 and fixed capital investment grows
due to macro stabilization and improved investors’
sentiment. The 2018 soccer World Cup could further
support public investment. The contribution of net
exports to growth is expected to be negative in 2017 as
import growth is expected to outstrip export growth in
2017 because of an improvement in domestic demand

Source: Rosstat, World Bank.

fueled by inventory restocking and deferred demand
for investment imports. Table 1 shows the projected
overall growth, growth in its expenditure components,
as well as the components’ contribution to projected
growth.

Growth projections remain sensitive to oil prices. A
simulated decrease of 15 percent in oil prices reduces
growth to 1 percent in 2017 and 1.2 percent for 2018
and 2019 (Figure 14.a). A simulated increase of 15
percent in oil prices increases growth to 1.6 percent
for 2017 and 1.8 percent for 2018 and 2019. Despite
policy efforts to reduce sensitivity, oil price volatility
would still affect consumer and producer sentiments.
We expect a slightly higher response of the economy to
the upper oil price variation due to improved investor
sentiments.

Table 1.a: Projected growth is between 1.3 to 1.4 percent in 2017 - 2019

Projected Growth, y/y, percent Contribution to Growth, pp

2017 2018 2019 2017 2018 2019
GDP 1.3 14 1.4 13 1.4 1.4
Consumption 1.1 1.6 1.6 0.7 1.0 1.1
Gross capital formation 8.0 1.5 1.1 15 0.3 0.2
Gross fixed capital formation 2.0 2.5 3.5 0.4 0.5 0.7
Export 2.0 2.3 2.5 0.6 0.7 0.8
Import 10.0 4.0 4.0 -1.5 -0.6 -0.7

Source: World Bank staff calculations.
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Figure 14.a: GDP growth scenarios in 2017-2019 (percent)
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Source: World Bank staff calculations.

Executive Summary

The poverty rate is expected to decrease because
of decelerated inflation and recoveries in private
incomes and consumption. In the baseline oil price
scenario, the poverty headcount is projected to decline
in 2017 to 13 percent from 13.5 percent in 2016, and
to continue declining to 12.3 and 11.6 percent in 2018
and 2019 respectively (Figure 15.a). Incomes will also
be supported by an increase in pensions that were
indexed by end-year inflation and are likely to increase
in real terms during 2017. Figure 3 also shows the
sensitivity of poverty projections to the minus/plus
15-percent change in oil prices (scenarios 2 and 3)
compared to the baseline.

Figure 15.a: The poverty headcount is likely to decline in 2017 and further (percent)
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Source: Rosstat, World Bank staff calculations.

The medium-term prognosis of the Russian economy

is favorable. Projected growth rates are between

1.3 to 1.4 percent in the forecasting period of 2017-

2019. Among factors driving this recovery, maintaining

macro stability and high oil prices are the most

influential. Moreover, the return to the medium-term
Figure 16.a: Recovery is broad-based, with both

tradable and non-tradable sectors to benefit: Projected
growth by sector

fiscal framework and the introduction of an updated
fiscal rule are expected to further improve economic
predictability. The projected strengthening of domestic
demand is also expected to support economic activity
in the non-tradable and tradable parts of the economy
(Figure 16.a).

Figure 17.a: TFP growth (by various measures) is Russia is
low and declining
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Source: World Bank staff calculations.

Source: World Bank staff calculations using WDI, Rosstat and ILO data.
Note: CES = Constant Elasticity of Substitution
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Executive Summary

However, Russia’s longer-term growth prospects
remained constrained by its low productivity. Box 7
in the report discusses various methods and measures
of total factor productivity (TFP) growth in Russia, all
which yield the same conclusion as summarized in
Figure 17.a: TFP growth in Russia is low and declining.
For example, even in a relatively well-performing
sector like agriculture, as Box 6 in the report illustrates,
although revenues and profitability have increased in
the subsectors of pork production and dairy farming,
untapped opportunities remain to improve land
and capital productivity. With low TFP growth and a

shrinking working age population, potential output
growth is modest at best (around 1 to 1.5 percent
of GDP), thus limiting GDP recovery growth rates.
Additionally, as shown in Figure 18.a below, over the
past nine years, unit labor costs (ULC) in Russia have
been rising. And as discussed in Box 2, even considering
the recent ruble depreciation, high ULCs adversely
affect competitiveness of the Russian economy vis-a-
vis other countries.

Boosting productivity growth remains key to achieving
inclusive, sustainable and fast-paced growth in Russia.

Figure 18.a: Unit Labor Costs (ULC) increased significantly in Russia in

recent years
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Source: OECD, Rosstat, Haver Analytics and World Bank staff estimates.
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Part 1. Recent Economic Developments

1.1 Growth: after almost two years of recession, Russia entered a path to recovery

Global growth and trade started to strengthen at the end of 2016. Russia’s economy showed signs
of overcoming the recession caused by the shocks of low oil prices and economic sanctions. Tradable
sectors benefitted from the relative price adjustment and stabilizing commodity prices in the second half
of 2016 and became the main drivers of economic growth, partly through increased exports. There was
positive momentum in non-tradable sectors as well, which slowed the pace of contraction compared to
2015. The incipient positive momentum appears to have spilled into early 2017.

Global economic trends

Global growth started to strengthen at the end of
2016. After a slowdown to 2.3 percent in 2016 driven
by weak investment and trade, global growth started
to improve at the end of 2016 (Figure 1). Investment
and exports gained momentum, although private
consumption remained feeble. An upturnin the US and
steady growth in the Euro Area and Japan supported
the upward trend. In China, strong public and state-

Figure 1: Global growth is strengthening
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Source: World Bank. AE stands for advanced economies. Series are seasonally
adjusted.

Figure 2: China: actual and targeted growth in line
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owned companies’ infrastructure spending slowed the
rebalancing trend from investment to consumption,
although the structural shifts from manufacturing
to services and from external demand to domestic
demand continued. China’s economy expanded by
6.7 percent, in line with its government’s plans and
expectations (Figure 2).

Global trade bottomed out and external financing
conditions for the emerging economies remained
benign. From its low point in 2013, trade growth
recovered in the second half of 2016, supported by
improved industrial activity (Figure 3). Global financial
conditions remained positive in early 2017. While the
U.S. long-term vyield increased by 50 basis points and
currencies in many emerging markets depreciated after
the U.S. elections of November 2016, this increase was
not accompanied by a sustained re-pricing of risk and
of emerging-market assets. As a result, capital inflows
to emerging and developing economies were robust in
the first half of 2017.

Russia: recent economic developments

In 2016, the Russian economy showed encouraging
signs of overcoming the recession it entered in the
second half of 2014. In 2016, Russia’s GDP contracted

Figure 3: Global industrial production supported recovery in
trade growth
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Part 1. Recent Economic Developments

Varying implications of an oil price shock: Russia had adapted well compared to other oil

exporters

Oil prices plunged by 77% from June 2014 to January 2016, severely undermining the activities of energy exporters.
However, the macroeconomic implications of the shock varied across countries. This box reports the divergences among oil
exporters to provide a cross-country perspective on the situation in Russia.

Exchange-rate flexibility plays a key role in cushioning an export-price shock (IMF 2016). Figure B1-1 shows the impact of
the oil price shock on growth, measured by the change in growth forecasts before the oil price shock and after the oil price
shock for countries with and without flexible exchange rates, and for Russia. Figures B1-2 and B1-3 shows the impact on
inflation and the current account. While the 2014-15 period marked most of the decline in oil prices, countries with an
inflexible exchange-rate regime experienced modest decline in growth, due in part to supportive fiscal measures and an
absence of high inflation. However, current accounts in inflexible exchange-rate regimes worsened significantly during the
same period. Furthermore, by 2017, growth declined sharply in these economies. Five years after the oil shock, growth is
expected to continue to drag. In contrast, countries with flexible exchange-rate regimes experienced both an earlier and
smaller decline in growth, with growth expected to broadly recover in the five years following the shock. The implications
for the current account were minimal.

For Russia, growth adjustment happened earlier than for many oil exporters, reflecting the early impact of economic
sanctions and the high inflation associated with the introduction of a floating exchange-rate regime. Exchange-rate pass-
through is high when monetary policy credibility is not well established (Carriere-Swallow et al, 2016). Stabilizing exchange
rates and inflation contributed to the V-shape recovery in 2016-17, reflecting increasing monetary credibility in Russia.

Figure B1-1: Impact of Oil Price Shock Figure B1-2: Impact of Oil Price Shock Figure B1-3: Impact of Oil Price Shock
on Growth on Inflation on the Current Account
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Source: IMFE, World Bank.

Notes:

1-3) Samples are energy-exporting emerging economies and frontier markets. Exchange-rate regime classification is as of 2014, and inflexible exchange rates
include peg and no separate legal tender. Countries with flexible exchange rates include Colombia, Ghana, and Indonesia. Countries with inflexible exchange rates
include Bahrein, Bolivia, Ecuador, Gabon, Kuwait, Oman, Qatar, Saudi Arabia, and Venezuela. Azerbaijan, Nigeria, Malaysia, and Kazakhstan are excluded from the
sample because they are managed floats. Numbers are median of each country group. 2014-2015 data is the difference between the actual figures and forecasts.
2016-2019 data shows the difference in forecasts. The negative number indicates downward revision.

1) Change of GDP growth forecast by IMF from March 2014 to March 2017.

2) Change of inflation forecast by IMF from March 2014 to March 2017.

3) Change of current account forecast (percent of GDP) by IMF from March 2014 to March 2017.

In the Europe and Central Asia region, in addition to Russia, Azerbaijan and Kazakhstan moved toward more exchange-rate
flexibility (Figure B1-4,5,6). The Russian ruble started to depreciate in late 2014, which led to the acceleration of inflation and
a growth slowdown in 2015. Conversely, depreciation of the Kazakh tenge and the Azerbaijani manat started in 2015, and
inflation picked up in 2016. While the adjustments to the low oil prices are close to complete in 2017 for Russia, adjustments
in Azerbaijan and Kazakhstan are expected to continue in 2017 and beyond. Currency depreciation and economic slowdown
have aggravated the banking sector’s balance sheets in Azerbaijan and Kazakhstan, weighing on investment growth.
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Part 1. Recent Economic Developments

Figure B1-4: Exchange Rate (LCU/USD) Figure B1-5: Impact of Oil Price Shock Figure B1-6: Impact of Oil Price Shock

on Growth on Inflation
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Source: IME, World Bank.

Notes:

4) Market exchange rate of local currency unit per US dollar. Normalized as January 2014 = 100.

5) Change of GDP growth forecast by IMF from March 2014 to March 2017. 2014-2015 data shows differences between the actual figures and forecasts. 2016-
2019 data is changes in forecasts. A negative number indicates a downward revision.

6) Change of inflation forecast by IMF from March 2014 to March 2017. 2014-2015 data is the difference between the actual figures and forecasts. 2016-2019
data shows changes in forecasts. A negative number indicates a downward revision.

by 0.2 percent, y/y, compared to a 2.8 percent
contraction in 2015. Meanwhile, according to the
estimates of the Ministry of Economy?, the economy
bottomed out in the first quarter of 2016 (Figure 4).
The incipient positive momentum appears to have
spilled into 2017. In the first quarter of 2017, GDP
grew by 0.5 percent, y/y. In the first four months of
2017, industrial production expanded by 0.7 percent,
y/y. Growth was registered in agriculture (0.7 percent,
y/y, in the first three months of 2017). PMI indexes for
both manufacturing and services pointed to expansion
(Figure 5).

Figure 4: The economy bottomed out in the first
quarter of 2016 (GDP growth, percent, y/y and q/q, sa)
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