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RUSSIA Highlights

Russia’s economy has returned to modest growth. After a two-year recession, GDP grew by
1.5 per centin 2017 and 1.6 per cent year-on-year in the first half of 2018. Growth has been
driven primarily by recovering household consumption and exports.

¢ Inflation fell to an historical low, but picked up recently. The strong disinflationary trend
continued in 2017 on the back of falling food prices and the strengthening rouble, with inflation
reaching a record low (since 1993) of 2.2 per cent in January 2018. However, following the rouble
depreciation, inflation accelerated somewhat in the third quarter of 2018.

* The country has embarked on several structural reforms. The government has begun tax
and pension reform, and is initiating significant new investments in infrastructure over the
coming years.

Key priorities for 2019
The recovery of oil prices should not delay further business environment reforms and
diversification of the economy. These reforms include limiting the state footprint on the
economy, ensuring fair competition, as well as improving regulatory frameworks.

* SMEs’ (small and medium-sized enterprises’) access to finance should be improved.
Enhanced financial inclusion and better access to financial products, including leasing and
factoring, would be important steps forward.

* Banking sector supervision should be stepped up in light of recent bank failures. The
clean-up of the banking system has progressed significantly in recent years but further efforts
are needed to reduce systemic risks from the concentration of assets, especially among large
state-owned banks.

Main macroeconomic indicators %

GDP growth 0.7 -2.5 -0.2 15 1.5
Inflation (average) 7.8 155 7.1 3.7 2.8
Government balance/GDP -1.1 -3.4 -3.6 -15 2.0
Current account balance/GDP 2.8 4.9 1.9 2.2 6.2
Net FDI/GDP [neg. sign = inflows] 1.7 11 -0.8 0.5 1.0
External debt/GDP 28.8 37.8 39.5 32.8 n.a.
Gross reserves/GDP 18.5 26.8 29.1 27.4 na.
Credit to private sector/GDP 53.5 56.4 53.4 52.7 n.a.
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Macroeconomic performance

The economy has started to expand moderately. After a recession in 2015-16, GDP started to
recover in 2017, growing by 1.5 per cent. This was driven by domestic demand on the back of rising
oil prices, improved economic confidence and falling inflation. The FIFA World Cup, hosted by Russia
in 2018, also contributed to a temporary increase in public investment. However, stronger domestic
demand, together with the rouble appreciation, fuelled the rise in imports (17 per cent) leading
ultimately to a negative contribution of net exports to overall growth. In the first half of 2018, the
economy grew 1.6 per cent year-on-year. The main drivers were exports and private consumption,
the latter boosted by several favourable developments (lower inflation, faster real wage growth, a
falling unemployment rate, and credit growth).

The rouble has decoupled from oil price movements. The recovery of oil prices was
accompanied by the rouble’s appreciation against the US dollar in 2017 (around 15 per cent) and
in early 2018. However, foreign exchange interventions set by the new fiscal rule, together with

the new US sanctions against Russia (which triggered a sell-off of Russian financial assets), have
exerted downward pressure on the exchange rate since April 2018. In September 2018 the rouble
was around 16 per cent weaker than six months earlier. In August 2018, the Central Bank of
Russia (CBR) decided to temporarily suspend foreign exchange purchases on behalf of the Ministry
of Finance.

Monetary tightening has started amid rising inflationary pressures. The broad-based
disinflation process advanced, supported in 2017 by the strengthening rouble, as well as favourable
weather conditions and a record-beating harvest. In mid-2017 the inflation rate slid below the
central bank target of 4.0 per cent, reaching 2.2 per cent in January 2018, the lowest rate since
1993. In the following months it rose only slightly (to 2.3 per cent in June), but picked up in the third
quarter, to 3.4 per cent in September. Falling inflation and lower inflation expectations enabled
continuation of monetary easing by the CBR until March 2018. In September 2018, the CBR raised
the key policy rate by 25 basis points, to 7.5 per cent.

Higher oil prices have alleviated fiscal pressures. Recovering growth and oil prices have
supported the reduction in the budget deficit from 3.6 per cent of GDP in 2016 to 1.5 per cent

in 2017. While government revenues increased on the back of growing oil and gas receipts,
expenditures were reduced due to lower defence spending as well as the extension of the freeze in
pension contributions and civil servant salaries. The new fiscal rule, adopted in 2017 and devised
to act as a buffer against oil price volatility, has been slightly softened in the draft budget framework
(2019-21), to be adopted in autumn 2018. Under the new framework, the structural primary budget
deficit is limited to 0.5 per cent of GDP (originally O per cent). In February 2018, Standard & Poor’s
upgraded Russia’s sovereign rating to BBB-, primarily on the back of new fiscal rules. It was the
second rating agency after Fitch to rate Russia at investment grade.

Moderate short-term growth will likely continue while long-term growth prospects remain
heavily dependent on structural reforms. In 2018 and 2019, the growth rate is expected to

stay at the same level as in 2017 (1.5 per cent). It will be driven by recovering private consumption
and investments, and supported by higher oil prices, with a negative effect from the US and EU
sanctions. Without significant reforms, however, Russia’s long-term economic growth may remain
stuck at around 1 to 2 per cent annually due to outdated production capacities and low investments,
as well as unfavourable internal structural factors (weak demographics, obsolete infrastructure and
discouraging institutional characteristics of the economy).
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Maijor structural reform developments

The business environment has improved slightly. Russia climbed four positions in the

World Bank Doing Business 2019 report and now ranks 31st out of 190 countries. The biggest
improvement has been in the area of construction permits (thanks to the faster process of
obtaining permits and improved quality control during construction), where the country now ranks
48th (versus 115th last year). Progress has also been made in getting electricity (faster and less
expensive) and trading across borders (shorter times to import and export), but the country still
scores worst in the latter (99th). Russia’s rating also improved slightly in the World Economic
Forum’s Global Competitiveness Report 2018. Russia ranks 43rd out of 140 countries* (up two
places from the previous year), with the weakest areas being the financial system (especially with
regard to financing SMESs), product and labour markets, and institutions.

Tax reforms have advanced. In July 2018 the parliament approved a VAT rate hike and oil sector
reform, effective from 2019. The VAT rate has been increased to 20 per cent from 18 per cent,
while the reduced rate (10 per cent) remains in place for the same goods as previously (that is, food,
children’s products, books, medicines). The measure is expected to bring around Rb 3.5 trillion
(around US$ 52 hillion) to the federal budget over the next six years, which may be used to finance
some spending envisaged by the May 2018 presidential decree “on National Goals and Strategic
objectives of the Russian Federation through to 2024".2 The bill also foresees measures to speed
up VAT reimbursement and simplify procedures. The second major revenue-boosting measure

is related to the bill on oil sector taxation, adopted in July 2018. This bill provides for the gradual
elimination of the oil export duty (from 30 per cent currently) and its replacement by a higher natural
resource tax, shifting (and effectively widening) the tax base from oil exports to oil production. The
reform would add Rb 1.3 to Rb 1.6 trillion (US$ 19 to US$ 24 billion) to the federal budget over the
next six years, according to official projections.

A pension reform bill has been adopted. Another reform announced after the May presidential
decree was pension reform, consisting primarily of the increase in the retirement age. According to
the bill, adopted in October 2018, the retirement age will be gradually raised from 60 to 65 for men
(by 2028) and from 55 to 60 for women (by 2034). Despite the last-minute softening, the changes
to the pension system are in the right direction as Russia is facing the challenges of a shrinking
workforce and an increasing number of retirees.

CONTINUES ©

1The rating for 2017 reflects the change in the methodology. According to the old methodology, Russia was ranked 38th in 2017.

2The decree implies implementation of a wide range of measures across multiple areas (including infrastructure, health care, education,
small and medium-sized enterprises, digital economy, demography), with the aim of improving citizens’ quality of life and advancing the
socioeconomic development of the country.
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The new economic programme calls for higher spending on infrastructure. The government
has announced the creation of a new development fund of Rb 3.5 trillion (US$ 52 billion), which

will be financed from additional domestic borrowing of Rb 500 to Rb 600 billion (US$ 7.4 to

US$ 8.9 billion) annually. The goal is to invest Rb 6.3 trillion (US$ 97 billion) over the next six years in
transport infrastructure. Another fund to support investments is the existing Russian Fund for Direct
Investments (RFDI) but it remains to be seen if it would be able to attract significant investment from
other sovereign wealth funds and private investors into infrastructure projects.

The CBR has continued to close banks with weak performance and poor corporate
governance. In September 2018, there were around 508 banks operating in Russia, 66 fewer
than in September 2017 and around 450 fewer than in mid-2013. The overall capitalisation rate
of the Russian banking sector (at 12.2 per cent in August 2018) remains above the regulatory
minimum, but non-performing loans were relatively high at 10 per cent as of the end of 2017. New
bank resolution rules from mid-2017 enabled the CBR to acquire troubled banks and recapitalise
them via the Bank Consolidation Fund before re-selling. Accordingly, in August, September and
December 2017 the CBR acquired control over three large private banks (Otkritie Bank, Binbank
and Promsvyazbank, respectively), recapitalised them and provided them with deposits. By June
2018, the CBR had used over US$ 45 billion (or 3 per cent of GDP) to support the three banks.
The CBR plans to continue the process by moving bad assets from all banks under rehabilitation
towards the “bad” bank, while good assets will go to Otkritie and Binbank, which should merge by
1 April 2019, with the rehabilitated bank sold back to the private sector in three to five years. As a
result of bank closures and resolutions, the share of state-controlled banks (including those under
rehabilitation) in total bank assets was over 70 per cent at the beginning of 2018, up from around
50 per centin 2013.
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TURKEY Highlights

* The economy risks a hard landing. Measures undertaken by the government to revive
consumption and investment led to a surge in domestic demand in 2017 and early 2018, but
overheating concerns became evident as inflation surged to 15-year highs in 2018 and the

current account deficit expanded to over 6 per cent of GDP.

* The lira has depreciated substantially and remains volatile. Concerns over macroeconomic
imbalances and geopolitical tensions led the lira to depreciate by over 40 per cent at one
point since the start of 2018. While aggressive monetary tightening has reversed some of the

depreciation, the currency has remained volatile.

* There has been limited progress in structural reforms. Over the past year, economic
policy has mainly focused on reviving consumption and investment. The recent New Economic
Programme (NEP) sets out credible proposals for structural reform for the coming three years, but

the government’s commitment to implementation remains to be seen.

Key priorities for 2019

* Efforts to achieve macroeconomic stability and rebalance the economy need to be
sustained and structural reforms prioritised.Coordination between fiscal, macroprudential
and monetary policies needs to be ensured and structural reforms aiming to increase domestic

savings, productivity and exports need to be reinvigorated.

* Competitiveness of the private sector needs to improve. Despite increasing resources being
devoted to research and development, the innovative capacity of the private sector remains
moderate. Designing policies and devoting more resources to improve commercialisation,
strengthen access to finance and train and retain qualified research personnel would increase

the competitiveness of the private sector.

¢ Labour market reforms should be reinvigorated, in particular those promoting regional,
gender and youth inclusion. Turkey’s young, entrepreneurial population is an unexploited
asset. It has large geographic disparities, high numbers of refugees, low female labour force
participation and high youth unemployment. Expanding education and training opportunities and
access to finance would enhance long-term growth prospects and inclusion.

Main macroeconomic indicators %

GDP growth 5.2 6.1 3.2 74 3.6
Inflation (average) 8.9 7.7 7.8 11.1 15.0
Government balance/GDP -1.1 -1.0 -1.1 -1.5 -3.4
Current account balance/GDP -4.7 -3.7 -3.8 -5.6 -5.7
Net FDI/GDP [neg. sign = inflows] -1.4 2.1 -1.5 -1.3 -1.3
External debt/GDP 435 46.7 478 53.3 n.a.

Gross reserves/GDP

129

12.6

13.7

13.0

n.a.

Credit to private sector/GDP

59.9

62.9

65.7

66.5

n.a.
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Macroeconomic performance

The economy grew rapidly in 2017 and early 2018 through stimulus measures. The Turkish
economy grew by 7.4 per centin 2017 and by 6.2 per cent in the first half of 2018, on the back of
various stimuli provided by the government, including an expansion of government-backed credit
guarantees to small and medium-sized enterprises (SMEs) under the TRY 250 billion (US$ 40 billion)
Credit Guarantee Fund (CGF) and major public infrastructure projects. This led to a surge in private
consumption and investment, raising overheating concerns as inflation rose to a 15-year high of
almost 25 per cent in September 2018 and surging imports drove a steep decline in net exports.

Domestic and external imbalances have increased. The current account deficit grew despite the
depreciating currency, as stimulus-driven domestic demand and rising oil prices pushed up imports.
Gross external financing needs are around 25 per cent of GDP in 2018, leaving the country exposed
to changing global liquidity conditions. Fiscal loosening in the run up to the elections in June 2018
caused concern among investors, so it is important that the significant tightening proposed in the
NEP is implemented.

The Turkish lira has been extremely volatile in 2018. A heavy dependence on foreign capital,

a wave of tightening monetary policy in advanced economies, a lack of domestic policy clarity and
geopolitical tensions all led to rapid depreciation of the lira, which at one point lost around 40 per
cent of its value against the dollar since the start of 2018. Stock markets have also taken a hit, with
the BIST 100 index at one stage falling 25 per cent below the record highs attained earlier in 2018.

Growth is expected to slow down in the short term and a hard landing is increasingly likely.
The lira’s depreciation and interest rate hikes are likely to impact consumption and investment,
despite some positive contribution from net exports. A sharp slow-down in the second half is
expected to bring growth in 2018 down to 3.6 per cent, followed by 1.0 per cent in 2019. The key
risk to the outlook is uncertainty regarding the banking sector but other risks include the direction
of economic policy, the ongoing moderation in global liquidity and further depreciation of the lira.
Important and long-overdue structural reforms need to be undertaken to improve competitiveness
and to achieve external rebalancing to generate sustainable growth.
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Maijor structural reform developments

Reform progress has been limited, but new measures are in the pipeline. The government
has been preoccupied with bureaucratic reorganisation amid the transition from a parliamentary
to presidential system following the June 2018 elections, while economic policies have focused
on containing the impact of the currency crisis. In September the government announced the NEP,
which outlined reforms for increasing flexibility and inclusion in the labour market, improving the
stability of the financial system and the efficiency of the justice system.

The government is taking steps to improve the business environment. A reform bill focusing on
improving elements of the business environment, such as starting a business, enforcing contracts,
paying taxes and resolving insolvency, was introduced in early 2018. This has helped Turkey improve
its ranking in World Bank’s Doing Business 2019 report by 17 places to 43rd out of 190 countries
compared with the previous year. Meanwhile, the government announced plans to considerably
expand the scope of e-government applications by the end of 2018.

The government has introduced targeted incentives to the manufacturing sector. In March
2018 the government introduced a comprehensive incentives package for 23 investment projects
in sectors or products with high trade deficits, in order to reduce the current account deficit in the
medium term. The supported projects are in metallurgy, defence, petrochemicals, renewable energy
and machinery and are eligible for a large range of support measures including tax exemptions,
interest rate subsidies and land allocation support.

Employment incentives have been expanded. The government has increased the social security
and tax incentives provided to firms for new hires, with an emphasis on female, young or disabled
employees, in an effort to promote inclusion of vulnerable groups. Meanwhile, efforts to increase
labour market flexibility and domestic savings by updating the existing severance pay system have
run into problems with labour unions and are currently stalled.

The regulatory framework on foreign exchange borrowing has been tightened and the
government has introduced a number of restrictive measures to address currency
instability. The government has adopted a more restrictive approach in order to address potential
risks arising from foreign currency mismatch of SMEs borrowing in currencies other than Turkish
lira. The regulatory agency has introduced regulations to limit short-selling of the lira by investors.
Legislation requiring exporters to convert transaction revenues into lira was introduced. Lastly, a
presidential decree aiming to reduce dollarisation has introduced significant restrictions to foreign
currency-denominated contracts between Turkish residents.

Reforms of the banking sector and capital markets continue. Regulation has been introduced
to allow publicly owned banks to sell non-performing loans to asset management companies.
Also, the Capital Markets Board reduced the minimum share of stocks required to be offered to
institutional investors in initial public offerings, which is expected to encourage companies to list
domestically instead of listing abroad in countries with more flexible regulations. Moreover, the
government has also presented plans to set up a higher agency for financial regulation in the new
parliamentary term starting in October 2018.






