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KEY ISSUES

Context. Growth has slowed amidst weak investment and external demand, while the
output gap appears to be at or near zero and inflation is elevated. Activity is currently
weak, but is expected to accelerate somewhat later this year. However, structural factors
constrain medium-term prospects. The introduction of a new oil price-based fiscal rule, a
more flexible exchange rate, and operational improvements in monetary policy have
strengthened the macroeconomic policy framework. Financial sector reform has
progressed, though sector indicators are mixed and rapid growth in unsecured retail
credit is of some concern. Risks remain tilted to the downside, including on account of
possible external (e.g., oil price) and domestic (e.g., investor sentiment) shocks.

Near-term macroeconomic policy mix. Calls for policy stimulus are testing Russia’s
newly strengthened macroeconomic anchors. But absent a widening output gap,
expansionary fiscal and monetary policies would at best provide only a modest and
unsustainable increase in GDP, while generating overheating and greater policy
uncertainty. So far, the Central Bank of the Russian Federation (CBR) has kept its main
policy interest rate on hold. Fiscal policy is appropriately neutral this year but is under
threat from off-budget spending plans. To contain inflation and reduce risks, the
authorities should keep monetary policy on hold with a tightening bias, resist additional
fiscal stimulus, and consider further measures to dampen excessive retail credit growth.

Medium-term policy challenges. To reach higher sustainable growth, Russia needs to
further strengthen the macroeconomic policy framework and implement supply-side
reforms. The authorities should gradually tighten the fiscal rule to rebuild fiscal buffers
and save more of the nation’s exhaustible oil income. The CBR should complete its
transition to a flexible exchange rate and inflation targeting (IT) by end-2014 as planned,
which, combined with fiscal policy changes, would help anchor inflation expectations. To
mitigate supply-side growth constraints, Russia should reduce the regulatory burden to
facilitate more private sector activity in key sectors, strengthen the financial sector to
improve its ability to channel savings into productive investment projects, increase
transparency, and enhance the business climate. Further global integration, including
completing OECD accession, would support and broaden these efforts.
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CONTEXT

1. In recent years, Russia has narrowed the income gap, strengthened key
macroeconomic policy anchors, and taken some important structural measures. Since 2000,
Russia has increased its per capita income from 33 to 51 percent of the OECD average. Fiscal and
external buffers are being rebuilt. Unemployment has declined to near historic lows. Inflation has
been in single digits since 2009. A new oil price-based fiscal rule, increased exchange rate flexibility,

and a shift towards IT have 60 120
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2. However, Russia’s growth is slowing and medium-term prospects are increasingly

dampened by supply-side constraints. The activation of spare capacity and rising oil prices that
drove a decade of average annual growth in excess of 5 percent are not replicable. The economy is
now likely at or near full capacity (Box 1), the 2000s oil price rise is unlikely to be repeated, and
negative demographics and a weak business climate present a drag on growth (Figure 1). The
government'’s increased presence in key sectors such as energy and banking has dampened private
investment and competition (Figure 2).

3. A public debate is underway over the merits of policy stimulus. Some senior officials
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4, Achieving higher sustainable growth hinges on Russia’s ability to adopt a new growth
model. The government has emphasized strengthening institutions and overcoming supply side
constraints (Box 2), much of which dovetails with past Fund policy advice (Box 3). But
implementation has lagged. Given Russia’s regional importance, its progress in tackling these issues
also has growth and spillover implications for other CIS countries and the Baltic countries (Box 4).

Box 1. Russian Economy is Close to Full Capacity
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Sources: Haver; Rosstat; Russian Economic Barometer; and IMF staff estimates.

! Benes et al.,, 2010, “Estimating Potential Output with a Multivariate Filter,” IMF Working
Paper WP10/285.
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Box 2. Government Growth Strategy

Key elements of the authorities’ growth strategy include:

Lowering the cost of doing business. The government is targeting a top 20 Doing Business (World Bank)
rating by 2018, and has implemented a number of reforms in pursuit of this goal (Russia moved up six
places to 112 in the most recent ranking). Public-private action plans for resolving bottlenecks in key areas—
such as customs, regulatory environment, construction permits, and access to electricity—are in various
stages of preparation and implementation, with frequent updates, specific key performance indicators, and
survey-based assessments. Federal and regional ombudsmen for entrepreneur’s rights have been appointed
and the authorities report that over 80 disputes have been resolved by the federal ombudsman. The
government has submitted a draft law to Duma proposing amnesty for individuals who committed
economic crimes.

Increasing the financial sector’s contribution to growth. The government seeks to reduce the cost of
borrowing by reducing administrative burdens on banks, strengthening creditor rights, enhancing
competition in the banking sector, and granting limited state guarantees for small and medium-sized
enterprises (SMEs). It is also aiming to develop Moscow as an international financial center.

Increasing public sector efficiency and investment. The government wants to improve the efficiency of
government spending and increase public and private investment, including through Public Private
Partnerships (PPPs). To support this, the government: (1) implemented the new fiscal rule; (2) is drafting new
PPP legislation; (3) is taking steps to strengthen the business environment; (4) is shifting to program-based
budgeting; (5) plans to introduce compulsory public audits of costs and technologies for all large investment
projects with state participation (this had been planned to begin in 2013); (6) is gradually privatizing state
corporations; and (7) is planning to support PPP infrastructure projects through loans from the National
Wealth Fund (NWF)—the intergenerational oil savings fund.

6 INTERNATIONAL MONETARY FUND



RUSSIAN FEDERATION

Box 3. Implementation of Past IMF Recommendations

During the 2012 Article IV consultation, Directors underscored the need to strengthen the fiscal framework,
tighten the policy stance, improve monetary operations, implement 2011 FSAP recommendations, and
implement structural reforms (including strengthening the business environment). Since then, the
authorities have implemented a new fiscal rule, tightened monetary policy, improved monetary operations,
and strengthened financial sector supervision. Progress on pension reform and broader structural reforms

to improve the business environment has been slow.
Key recommendations
Fiscal policy

Ambitious medium-term fiscal consolidation;
rebuild Reserve Fund.

Anchor public finances with rule to decouple fiscal
stance from oil price fluctuations and ensure savings
of exhaustible oil revenues.

Pension reform in light of adverse demographic
trends.

Monetary policy

Tighten monetary stance to keep underlying
inflation on downward path.

Formally make the repo rate the primary CBR policy
rate; consolidate array of refinancing instruments,

Publish inflation expectation surveys and inflation
forecasts.

Financial sector

Monitor rapid household credit growth and possibly
take prudential actions.

Implement legislative changes to address
weaknesses in the supervisory framework in line
with the 2011 FSAP.

Equip the Federal Service for Financial Markets
(FSFM) with basic supervisory powers for the
nonbank financial sector.

Structural policies

Implement broad structural reforms to make the
business environment more predictable and rules-
based, and implement a broad privatization
strategy.

Implemented policies

Non-oil deficit remains high; Reserve Fund is higher
but still below the government target.

New oil price-based fiscal rule implemented; delinks
fiscal stance from short-run oil price fluctuations but
does not allow for sufficient fiscal adjustment and
oil revenue savings.

Pension reform is still under consideration.

Monetary stance tightened in September 2012 but
underlying inflation remains elevated.

The CBR is gradually aligning refinancing
instruments.

The first inflation expectation survey was published
earlier this year.

The CBR implemented prudential measures to
moderate household credit growth.

Amendments to Banking Law consistent with
the 2011 FSAP recommendations have been
adopted (See Annex II).

Plan to create mega-supervisor by merging the
supervisory functions of the FSFM into the CBR is
moving ahead.

Some improvements in dispute resolution and tax
administration. Little progress regarding SMEs;
governance; infrastructure bottlenecks. Privatization
has been slowed with the focus shifted towards
attracting private capital infusions to state-owned
enterprises (SOES).

INTERNATIONAL MONETARY FUND
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I RECENT DEVELOPMENTS

5. Real GDP growth has slowed over the past year, with mixed signs of recovery (Table 1;
Figure 3). Growth began slowing around mid-2012 and fell to 3.4 percent for the year—from about
4Y> percent in 2010-11—and weakened further in the first quarter of 2013 to 1.6 percent (y-o-y).
Strong real wage and retail credit growth in the first half of 2013 has supported consumption, but a
weak external environment and faltering investment have been a drag, particularly on
manufacturing and construction which fell m/m (sa) in April/May but then partially rebounded in
June. The drop in investment reflects significant declines in capital expenditures by large energy
companies—several major investment projects ended and cash flows suffered from a retroactive
price adjustment for gas shipments to Europe. Staff estimates suggest the growth slowdown has
erased what had been a small positive output gap in 2012. Short-term indicators are mixed, but on
balance suggest some recovery of activity in recent months and provide a basis for a stronger
growth outlook for the remainder of this year.

6. Inflation has started to gradually decline. Inflation was driven up from a low of

3.6 percent in May 2012 to 7.4 percent y-o-y in May 2013, mostly by food price shocks and
regulated tariff hikes. With this impact fading, inflation declined to 6.9 percent (y-o-y) in June. Staff's
measure of core inflation—a good proxy for trend inflation—has remained slightly below headline
inflation since the fourth quarter of 2012, indicating that inflation could ease further in the second
half of this year.

7. Recent global financial market turbulence has had an impact on Russian financial
markets. The effect of announced possible tapering of unconventional monetary policy in the

U.S. and other external developments have put some pressure on the exchange rate, the local bond
market, and equities, and may have contributed to some acceleration of capital outflows. Events in
Cyprus so far have not had a significant impact on Russia (Box 4). Inward and outward spillover
channels remain primarily via remittances, the trade channel, including oil prices, and to a lesser
extent the financial channel, with outward spillovers concentrated on CIS and Baltic countries.

8. The exchange rate is increasingly flexible, and Russia’s external position is broadly in
line with medium-term fundamentals (Box 5). In mid-2013, the ruble basket rate depreciated by
6 percent, the highest among emerging European countries, prompting some modest interventions
by the CBR. The ruble subsequently rebounded modestly." The Finance Ministry will begin later this
year to purchase foreign exchange in the market on an ongoing basis for deposit into the
government oil savings funds managed by the CBR. This will facilitate the CBR's liquidity
management by ending the periodic liquidity withdrawal under the previous system of depositing
savings in rubles with the CBR.

! The CBR currently utilizes an exchange rate band mechanism (see Informational Annex).
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9. The current account surplus remains high but is shrinking (Table 2; Figure 4). The current
account surplus declined to $75 billion in 2012 (3.7 percent of GDP), from $97 billion in 2011

(5.1 percent of GDP), despite higher oil prices. This trend continued into the first quarter of 2013,
with the current account surplus falling by $11 billion compared to 2012Q1. This reflects still strong
import growth on the back of robust private consumption, continuing deterioration of service and
income account balances, and more recently a drop in oil prices. Russia’s exports remain heavily
weighted towards energy (which accounted for two thirds of exports in 2012), and overall export
diversification has fallen in recent years. Russia’s entry to the WTO in August 2012 has granted
foreign access to domestic markets in several sectors but there are long transition periods for
important industries, including cars, meat processing, and insurance.

10. Capital flows have broadly mirrored current account developments. Net private capital
outflows were $54 billion (2.7 percent of GDP) in 2012, driven by the nonbank private sector.
Outflows continued into early 2013 and increased further in May/June, led by depreciation
expectations.

Box 4. Spillovers (and the Cyprus Crisis)

The CIS region is closely interconnected with the 12 Imports from CIS Countries, 2007-12* 13
. . f CIS bined G!
Russian economy, mainly through trade and 12 (Percent of s combined 667 8
. . . 10 10
remittances channels. The sharp contraction in the 8 8
. . .. 6 6
Russian economy during the 2008/09 crisis severely . .
affected the region, with a significant drop in Russia’s (2) I (2)
imports from and individual remittances to the region. 2007 2008 2009 2010 2011 2012
. . . .. Sources: Central Bank of Russia; and IMF staff calculations.
A large depreCIatlon Of the rUbIe durlng the Crisis also * CIS countries include Armenia, Azerbaijan, Belarus, Kazakhstan,
H H H Kyrgyz Republic, Moldova, Tajikistan, Turkmenistan, Ukraine, and
triggered sharp currency devaluations in most CIS g
countries, weakening banks’ balance sheets and credit. 2 50
Individual Remittances to CIS Countries, 2007-12
17 I Billions of U.S. dollars 4.0
Imports and remittances have fully recovered from the ——Percent of CIS GDP (right scale)

12 30

crisis amid Russia’s robust growth in 2010-12. Russia’s
imports from CIS countries have surpassed the pre-

crisis peak. Remittances also continue to increase, and 2
are particularly important for Moldova, Kyrgyz Republic, -3 20072008 2009 2010 20112012 g

20

10

and Tajikistan, where they are a key source of foreign Source: Central Bank of Russia; and IMF staff calculations.
exchange earnings (15-40 percent of GDP). Given the
strong linkages between Russia and other CIS
countries, the more recent growth slowdown in Russia
has adversely affected the region. The completion of
the labor-intensive large Sochi project at the beginning
of 2014 may temporarily reduce remittances. A

Real GDP growth (percent)
B CIS average*

ORussia

LD

prolonged slowdown of economic activity, especially 2010 2ou 2012 2013

Source: World Economic Outlook; and IMF staff calculations.
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* PPP GDP-weighted average growth rate.
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Box 4. Spillovers (and the Cyprus Crisis) (Concluded)

in construction, may have a significant impact on remittances from Russia.

Russia is also subject to potential inward spillovers. For example, Russia experienced accelerated
outflows following announcements in May of this year on expected changes in U.S. monetary policy.
Other possible channels are discussed in the context of risks.

Cyprus. Russia’s direct exposure to Cyprus bank restructuring is small relative to the size of the Russian
economy and lost deposits of Russian entities are estimated at about 0.1 percent of Russian GDP.
Private sector representatives indicated that some financial flows have been diverted to other financial
centers but that the crisis and Cypriot capital controls have not been a significant impediment. Cyprus
is Russia’s largest partner for both inward and outward foreign direct investment, though much of this
is round-tripping and covered by netting agreements. Cyprus also continues to be an important
financial center for settling various Russian market transactions (e.g., stock market trades). Cyprus has
been attractive for both the Russian private and publicly owned corporate and financial sectors as a
financial center with favorable tax treatment and a large number of double-taxation treaties with EU
countries and other economies. Under the double taxation treaty with Russia, Russian businesses that
set up and remit dividends to offshore companies in Cyprus pay a withholding tax of only 5 percent,
rather than the Russian tax of 15 percent. Remittances of royalties and interest are tax free, compared
to 20% tax rate within Russia. Better property rights protection by the Cypriot legal framework and
Russia’s shortcomings in the implementation of the anti-money laundering framework may also have
contributed to Cyprus’ attractiveness. The specific nature and volume of transactions through Cyprus
remain unclear, however, and developments in Cyprus may leave some Russian financial activity
exposed to possible disruptions in payments flows, or create further incentive for diversion to other
financial centers.

Russian Federation FDI 2011 Russia-Cyprus FDI Links 2011

(Billions of U.S. dollars) (Billions of U.S. dollars)

Inward Outward FDI stock (Reported by Russia)
Investment from: FDI Stock Investment to: FDI Stock Russia to Cyprus 122

Cyprus to Russia 129

Total Investment 456 Total Investment 362
Cyprus 129 Cyprus 122 FDI s.tock (Reported by Cyprus)
Netherlands 60 Netherlands 57 Russia to Cyprgs 26
BVI 56 BVI 46 Cyprus to Russia 19
Bermuda 33 Switzerland 13 Source: IMF, Coordinated Direct Investment Survey ;
Bahamas, The 27 Luxembourg 12
Luxembourg 20 United Kingdom 11
Germany 19 United States 10
Sweden 16 St. Kitts and Nevis 7
France 15 Jersey 7
Ireland 9 Germany 7

Source: IMF, Coordinated Direct Investment Survey ;
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Box 5. External Sector Assessment for Russia

Staff's assessment indicates that Russia’s external position in 2012 was broadly in line with the value
consistent with medium-term fundamentals and desirable policy settings. The authorities agreed with
this broad assessment. They noted that the IMF's composite reserve adequacy metric for Russia, at
186 percent as of end-2012, was relatively high. This reserve level was, however, appropriate in their
view for addressing volatile oil prices and in part also reflects the need for saving exhaustible oil
income.

Model-based estimates as well as an analysis of demographics and the exhaustibility of natural
resources suggest that the cyclically-adjusted current account surplus in 2012 (estimated at around
334 percent of GDP) was 0 to 2 percent of GDP weaker

than the value implied by fundamentals and desirable . CortentAccount (CA) Assssment for Russi, 2012 .
ercent o
policy settings (current account norm). While the s 6
regression analysis in the External Sector Report points 4 I 4
to a modest real exchange rate undervaluation of ’ l . ’
0 0
0-10 percent, alternative competitiveness indicators, R I R
such as estimates of equilibrium dollar wages of the 4 4
. Actual CA Cyclically-adjusted ~ CA norm (B) CAgap (A-B)
manufacturing sector suggest that the ruble was about cam

Source: IMF staff estimates based on the External Balances Assessment.

13 percent overvalued, broadly in line with the current

account analysis. o
Equilibrium Dollar Wage, 2006-2012

2006 2007 2008 2009 2010 2011 2012

. . . Actual Wage (U.S. dollars) 375 503 646 522 628 739 775
LOOkIng ahead' with oil Equilibrium Wage (U.S. dollars) 581 621 646 616 649 668 688
prices projected to Equilibrium Ratio (in percent) 65 81 100 85 97 111 113

Source: Rosstat; and IMF staff estimates.

decline gradually, the oil
price-based fiscal rule envisages a medium-term fiscal adjustment. This will be insufficient, however,
to improve the current account balance under the baseline scenario. The envisaged increase in
flexibility of the exchange rate (supported by the proposed deeper fiscal adjustment) should help
secure appropriate external balances.

11. The overall fiscal balance is swinging back into deficit this year, while the non-oil fiscal
stance is roughly neutral. (Table 3; Figure 5). The general government balance was in surplus

(0.4 percent of GDP) in 2012, but is turning negative in 2013 as oil prices have weakened. Non-oil
revenue growth has shown weakness—hurt by slowing growth and tax exemptions related to Sochi
Olympics—, notably in VAT and profit taxes, but expenditure restraint has kept the non-oil balance
roughly flat so far relative to last year. The Reserve Fund balance has risen from 3 percent of GDP

in 2012 to 4.1 percent of GDP as of mid-2013—well short of the government'’s 7 percent of GDP
medium-term target— following the deposit of 2012 oil savings. The NWF stands at 4.0 percent of
GDP. The Finance Ministry has ruled out major changes to the tax regime, citing the importance of
stability, but a property tax that would boost revenues for regional budgets—and could help pay for
higher wage mandates—is under consideration. Projected privatization receipts for 2013-15 have

INTERNATIONAL MONETARY FUND 11
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been scaled back as the government is shifting its focus towards attracting private sector capital
infusions. The average duration of government debt has been extended to 4.5 years, up from
3.5 years, last year.

12. The new oil-price based fiscal rule is holding, but spending pressures are emerging.
The fiscal rule approved in December 2012 (Annex I) places strict limits on federal spending levels.
However, the government is supporting additional spending via other means, including: (i) a

one percent of GDP increase in loan guarantees in 2013—a portion of which initiates spending to be
paid out of future budgets; (ii) up to R450 billion (0.7 percent of GDP) in lending from the NWF to
support planned PPP infrastructure investments in a high-speed railway between Moscow and
Kazan, a new ring road for Moscow, and upgrades to the Trans-Siberian railway; and (iii) Far East
investment incentives involving tax exemptions over 2014-2027. Government budgets are also
under pressure from mandated wage increases and preparations for the 2014 Sochi Olympics and
the 2018 World Cup.

13. The CBR is targeting an end-2013 inflation rate between 5 and 6 percent. The CBR's
target range for 2014-15 is 4 to 5 percent. However, the CBR has announced it is considering a
move to a point target of 4.5 percent with a symmetric tolerance band of +/- 1.5 percentage points
beginning 2014-15. The authorities are continuing preparations for adopting full-fledged IT by
end-2014 (Box 6).

14. Against the backdrop of continued high inflation, the monetary policy stance has
remained on hold. (Table 4; Figure 6). The main policy rate has been on hold since

September 2012. The CBR has gradually lowered some secondary rates on longer-term facilities in
an effort to strengthen monetary policy transmission. Money market rates edged up in 2013:Q2,
reflecting limited direct access of second- and third tier banks to central bank refinancing. Liquidity
conditions have been volatile, driven by the budget cycle and seasonal factors. In July, the CBR
launched a new 12-month floating rate refinancing facility secured by nonmarketable assets and
guarantees, with a minimum interest rate of 25 bps above the standard repo facility. Following the
initial auction in late July, money market rates fell slightly. The CBR indicated in public
communications that this initiative is intended to ease collateral constraints that have hindered
banks’ access to the interbank market and to help strengthen the transmission mechanism. The CBR
now has a dozen facilities for liquidity provision and absorption at its disposal; including fixed-rate
standing facilities secured by various collateral classes, and auction-based instruments, both in
various maturities, reaching from overnight to one year.

12 INTERNATIONAL MONETARY FUND
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Box 6. From Targeting Inflation to Inflation Targeting

Progress. Since announcing in 2009 its intention to move from an exchange rate targeting framework to IT,
the CBR has made considerable improvements to the monetary policy framework. The CBR has announced
formal end-year inflation targets since 2010 and has strengthened its implementation capacity through: (1)
narrowing the interest rate corridor; (2) shifting to more active use of open market operations; (3)
increasing exchange rate flexibility; and (4) improving policy transparency and communication.

Challenges. Monetary transmission from policy rates to lending rates remains imperfect and interbank
markets are shallow and segmented. Inflation
volatility remains fairly high owing to the
economy’s commodity dependence and high
share of food products and regulated tariffs in
the CPI basket.

Russia: The Path Towards Inflation Targeting

* Abolition of exchange rate peg & ruble depreciation
* Intention to move towards Inflation Targeting Regime announced
* Publication of monthly “Monetary Policy Statements”

Next steps. To complete the move to full-
fledged IT by end-2014 as planned, further
important measures will have to be taken.
Decision-making processes and organizational
arrangements in the CBR will have to be
adapted, including the creation of a separate
forecasting department. To better guide
expectations, the CBR should regularly
publish: inflation expectation surveys (building
on the inaugural survey this year) and its own
forecasts for inflation and other key variables
such as the output gap. Monetary policy
reports should include more forward-looking
analysis. Furthermore, the CBR should
consolidate its vast array of monetary
operations instruments and rates.

* Regular, preannounced monetary policy meetings
* Issuance of press releases describing the rationale for policy rate decisions
* Pre-announced end-year inflation target

» Gradual widening of exchange rate corridor
* Move from effective floor system to a symmetric interest corridor system
* Use of Repo rate as the main effective policy rate

» Further increased exchange rate flexibility and reduced FX intervention
» Gradual narrowing of interest rate corridor
» Active use of open market operations to guide short-term rates

\
« Strengthen decision-making processes and organizational arrangements (tba)

* Publication of inflation expectation surveys and inflation forecasts (tba)

* Reduction in the number of CBR liquidity instruments and rates (tba)

<€

15. Overall credit growth has slowed, but retail lending continues to expand rapidly.
(Figures 7 - 9; Table 5). Real credit growth decelerated to 11.3 percent (y-o-y) in the first quarter

of 2013, down from 15 percent per annum average growth rates during 2011-12. Retail lending
expanded by around 40 percent and uncollateralized retail lending grew by about 55 percent y-o-y
in 2012. Corporate lending was strong in the first half of 2012, but has moderated since then. The
slowdown has been mainly demand-driven—reflecting low investment and greater reliance on
working capital financing—but with some scaling back on the supply-side from tightened bank
capitalization and prudential regulations and widening funding gaps (covered to a large extent by
increased CBR financing). The net effect has been an increase in lending rates. The CBR introduced
higher provisioning requirements for uncollateralized retail loans effective January 2013 and
increased the risk weights for consumer loans effective July 2013, but it is too early to assess the
impact on lending. The NPL ratio has been declining due to rapid credit growth, with NPLs growing
in nominal terms. The FICO Credit Health Index has been declining since 2012 as a result of the rapid
growth in the highest-risk sectors of the credit market (notably unsecured consumer loan and credit
cards) and rising delinquencies in these segments. There are indications that overall asset quality has
deteriorated in 2013H1, and NPLs may increase quickly once credit growth slows. The reported
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average capital adequacy ratio for the banking system as a whole declined from 18.1 percent at
end-2010 to 13.4 percent in February 2013. According to CBR estimates, two thirds of this decline
was due to the expansion of bank lending, while one third was due to the adoption of more

conservative prudential regulations.

16. The depth and efficiency of the financial sector remains low. Russia’s credit-to-GDP ratio
of 52 percent is below the average of peer countries. Bank competition is hindered by high
concentration at the top and excessive fragmentation at the bottom of the banking system.
State-owned banks dominate, accounting for more than half of total loans and deposits—due in
part to an implicit state deposit guarantee and easy access to CBR and government financing. The
growth in recent years of publicly-owned banks has exacerbated this situation. In contrast, even the
largest private banks hardly reach retail deposit market shares of 1 to 2 percent. Smaller private
banks, numbering more than 700, have difficulties in accessing the interbank market, report weak
profitability, have high asset and liability concentration risks, and are difficult to supervise. At the
same time, specialized retail banks have driven much of the lending growth.
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Sources: IMF, International Financial Statistics database; and IMF staff estimates.
1/ The straight lines represent the 3 percent and 10 percent threshholds as in the IMF's Global Financial Stability Report (GFSR),

September 2011 and Dell'Ariccia and others, 2012.

17. The authorities have stepped up their efforts to implement the recommendations of
the 2011 FSAP (Annex II). In July, the President approved key amendments to the Banking Law that
grant the CBR authority to more adequately supervise bank holding companies and related entities,
address connected lending, use professional judgment in applying laws and regulations to individual
banks, and share information with other supervisors without restrictions. Later this year, the
authorities plan to merge the supervisory functions of the FSFM into the CBR, creating a
mega-supervisor with broad supervisory authority. This may enhance the capacity to monitor
systemic risks, but current weaknesses in the supervision of nonbanks still need to be addressed.
Amendments to the Central Bank Law authorizing the CBR to appoint its inspectors at large banks
have been passed in the Duma. The CBR is planning to implement Basel Il capital frameworks within
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the next six months and the internal ratings-based approach for measuring credit risks (IRB) no
earlier than 2015.

B OUTLOOK AND RISKS

18. Against a backdrop of elevated uncertainty, staff baseline projections call for
moderate growth and inflation close to the upper end of the CBR’s target range. (Table 6).
Staff projects real GDP growth to accelerate in 2H13—helped by base effects and stronger growth in
industrial production and agricultural output—and to reach 2% percent in 2013. This is broadly in
line with government and consensus projections. If the global environment improves as expected,
and no downside risks are realized, staff projects growth to pick up to 3% percent in 2014—against
the government's forecast of 3.7 percent. Inflation is projected to come down to about 6 percent
(y-0-y) by end-2013, at the upper point of the CBR's target range, as the effects of temporary
supply-side shocks fade. However, without further policy adjustment, inflation is expected to be
around 5.5 percent in 2014—just outside the CBR's target range (the government expects inflation
to drop to 5.3 percent). The current account surplus is projected to continue declining in 2014 amid
slightly weaker energy prices. Capital outflows are expected to continue, albeit at a gradually slower
pace.

19. Risks continue to be tilted to the downside (Annex III). Russia’s relatively undiversified
economic structure puts it in a vulnerable position to potential external shocks—such as a sharp
decline in oil and natural gas prices (Table 7 and Figure 10). In staff's adverse scenario, a sharp and
permanent decline in energy prices—for example, due to a shale gas/oil revolution—would cause a
significant drop in Russia’s growth, putting pressures on external and fiscal accounts. The fiscal
buffer (Reserve Fund) would be quickly depleted and growth would return only slowly. Other
external risks include an acceleration of capital outflows, and intensified international banking
problems. The main domestic risks include a deteriorating domestic investment climate—possibly
from heightened political uncertainty and social protests—and slow progress with structural reforms
that could undermine domestic demand and growth and lead to higher capital outflows. Political
pressures for near-term policy stimulus pose a threat to newly-minted macroeconomic anchors and
stability. Materialization of downside risks could have negative spillovers throughout the region,
mainly through remittances and trade.

20. Russia is better equipped to handle adverse shocks than previously. The more flexible
exchange rate can absorb external shocks, and improved crisis management capacity should
facilitate timely provision of sufficient liquidity needed to mitigate the impact on banks. Higher
international reserves provide a buffer, while reduced balance sheet mismatches should allow for
more flexible policy responses. The new oil price-based fiscal rule provides a guidepost for
short-term fiscal policy responses to oil price shocks. However, with the Reserve Fund below its
target level, the authorities risk procyclical fiscal adjustments in the event of large and lasting oil
price declines. Debt sustainability is not an immediate concern given low public and gross external
debt levels of about 13 and 29 percent of GDP, respectively, in 2012 (Tables 9-11).
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21. Russia’s medium-term economic outlook is limited by supply-side constraints. Unless
more is done to address key structural bottlenecks and reforms, baseline projections see potential
growth at a modest 3% percent. This is low compared to peer countries at similar income levels—
reflective of Russia’s relatively weak investment climate (Figure 11) and structural barriers to the
efficient use of resources. Inflation will remain elevated at 5% percent, and the external current
account surplus would gradually decline as oil prices moderate and robust import growth continues.

10 10
Real GDP Average Growth Rate

W Russia W Brics 1/

6 6

4 4

2 2

. | O
2000-8 2009-12 2013-18

Source: World Economic Outlook; and IMF staff calculations.
1/ Country group: Brazil, India, China, and South Africa.

22, Under a reform scenario, Russia’s medium-term growth could rise considerably.

(Table 8). Russia could achieve medium-term growth of about 5 percent if supported by stronger
and more growth-friendly fiscal adjustment (and higher oil savings), monetary policy fully focused
on meeting inflation targets, a more competitive financial system, energy sector reform, and more
progress with other structural reforms. In this reform scenario, more efficient resource allocation
through improved financial intermediation and labor market flexibility would boost Russia’s
productivity, while a more favorable business climate and stable macroeconomic environment would
raise investment and potential growth.

23. The authorities broadly agreed with the risk assessments, but viewed medium-term
growth prospects somewhat more favorably. They viewed external risks as centered on exports,
particularly energy, but also global food prices (inflation). There was some concern about the
potential impact of WTO accession on several sectors, including autos, agriculture, aerospace,
medical equipment, and light industry, but they viewed WTO entry as bringing broader benefits as
well. The authorities pointed out that Russia’s level of integration to global markets remained lower
than many peers’, thus muting external risks. On the domestic side, they viewed inadequate credit
and investment as important weaknesses. The Ministry of Economic Development—which is
responsible for the government’s macroeconomic projections—is more optimistic about the
implementation of reforms and its growth dividends, projecting a medium-term growth rate of
about 4%z percent and inflation of around 5 percent.
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I POLICY DISCUSSIONS

Discussions focused on policies to strengthen the policy framework and boost sustainable growth.
They encompassed: the pace of fiscal consolidation and oil revenue savings in the context of the
new fiscal rule; the move to full-fledged IT to anchor inflation expectations and achieve the CBR's
inflation objectives; financial sector risks and oversight; measures to boost the energy sector; and
supporting structural reforms, particularly to strengthen the business climate.

A. Fiscal Policy: Measured Consolidation, Increase Savings

24. The authorities should resist pressures for higher government spending in 2013. Given
that Russia’s output gap appears to be at or near zero, additional stimulus would provide at best a
modest and unsustainable increase in growth, but bring adverse consequences such as intensified
inflationary pressures and greater exchange rate volatility. The additional spending implied by
lending NWF funds for PPP infrastructure projects and planned loan guarantees to initiate activity to
be paid out of future budgets should be offset through cuts in lower priority spending or scaled
back to maintain a cyclically neutral fiscal stance this year. More generally, the authorities should
pursue policies consistent with the spirit of the fiscal rule, and resist proposals for circumvention

(AnnexI).
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Sources: Russian authorities; and IMF staff estimates.
1/ Authorities' non-oil balance for 2017 is simple average of 2016 and 2018 levels.
2/ Brent crude oil spot and futures prices for 2012-18.
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25. More ambitious medium-term fiscal adjustment is needed to generate sufficient
saving of oil revenue and build confidence. Under unchanged policies, staff estimates that the
Reserve Fund will decline to about 2.7 percent of GDP by 2018. The authorities estimate that the
Reserve Fund will reach about 6% percent of GDP by that year, with the difference largely
attributable to more optimistic oil price assumptions. Staff urged the authorities to gradually tighten
fiscal policy by an additional 0.4 percent of GDP per year (against the baseline), beginning 2014. This
would rebuild the Reserve Fund to around 7 percent of GDP by 2018—the level that would allow the
authorities to maintain spending consistent with the fiscal rule for two years without resorting to
additional market borrowing, in the event of a sustained drop in oil prices to US$60/barrel. The
authorities should then direct exhaustible oil income to begin rebuilding the NWF. To lock in
savings, these steps should be backed by a strengthening of the fiscal rule—including a lower
benchmark oil price and possibly reduced net borrowing. The authorities should also contain
pressures to circumvent expenditure limits. They should avoid any new loan guarantees to be paid
out of future budgets, and any new spending mandates imposed on regions should be matched
with adequate funding. These actions should also facilitate lower long-term lending rates, by easing
aggregate demand pressures. Without further adjustment, the overall general government deficit
will gradually widen and the Reserve Fund and NWF will gradually erode as a percent of GDP.

26. Structural fiscal reforms are critical for supporting higher oil savings and enhancing
productive spending. Adjustment should primarily focus on expenditure reductions and improving
the efficiency of spending. The government is facing significant spending pressures that threaten to
eat into oil savings and crowd out investment in infrastructure. Promised public sector wage hikes
and rising pension and health care costs driven by negative demographics threaten to squeeze out
growth-enhancing investment spending. To reconcile competing demands, the government will
need to rebalance its mix of spending and enhance its efficiency. This calls for deeper structural
reforms, including: (i) parametric pension reform

(Box 7); (i) improved efficiency of budget spending Possible Fiscal Adjustment Measures
and in publicly-owned enterprises, including better (Percent of GDP)
assessments of investment spending and oversight;  Measure Budget Savings
and (iii) gradual privatization of SOEs, especially Short-term upto 3.7
those with relatively low price-earnings ratios. Some Loan guarantees 1/ up to 1.0
Cutt ditures 2 20
resources from the NWF could be used to support ut tax expenditures 2/
. . ) Increase excise taxes 0.7
market-based PPP investment projects if adequate ,
. . ] Medium-to-long-term up to 6.0
controls are put in place, including: (1) strong Reduce wage bil 09
assessment procedures for assessing the likelihood Better targeted social transfers 10
of positive investment returns; (2) clear investment Increase retirement age 20-30
L . . Reduce early pensions 0.7
guidelines; and (3) an independent investment Improve capital budgeting 0.4
committee. In any event, the overarching goal of the ;. up 0 9.7

NWF investment policy should be to preserve the
integrity of its funds. The proposed property tax
would help fund expanding commitments at the
regions level.

Source: Ministry of Finance, WB, IMF staff estimates

1/ For non-revenue generating activity
2/ Based on Ministry of Finance estimates
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Box 7. Pension Reform in Russia

Pension costs and pension fund shortfalls are expected to rise over the long term as a percent of GDP, and
will put an increasing strain on public expenditures. Staff has advised raising the retirement age and
lengthening the minimum number of years for eligibility. Without such changes, annual public pension
spending is expected to rise by about 3 percent of GDP by 2030.

The authorities have rejected increasing the retirement age in favor of an incentive-based system to
encourage later retirement. They suggested this could be done in the context of a shift to a points-based
pension system, but details will be announced only later this year, followed by public discussion. They have
decided against any changes in social security tax rates for at least the next 2-3 years (the current
contribution is 30 percent of wages up to an income threshold of R0.6 million, above which the tax rate
drops to 10 percent), but may gradually increase the income threshold.

Beginning 2014, the default contribution rate to the fully-funded (Pillar II) pension plan will fall from 6 to

2 percentage points of wages, which could result in increased contributions to the Pillar I (pay-as-you-go)
scheme of up to 0.5 percent of GDP. There are differences of opinion among public and private sector
observers about the eventual shift in contributions (workers can opt to stay in Pillar I), but each ruble
transferred would reduce one-for-one the need for transfers from the federal budget. This ‘space’ under the
budget would likely be filled by other spending, under the fiscal rule. These changes would increase overall
spending, weaken the long-term sustainability of the pension system, and reduce the support for capital
market development from Pillar II-related pension funds.
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Authorities’ Views

27. The government broadly agreed with staff’'s assessment, but did not see scope nor
need for additional fiscal adjustment. They agreed that additional near-term fiscal stimulus most
likely would not be very effective and would bring adverse consequences. However, they viewed
additional infrastructure spending as important for medium-term growth. In this regard, they viewed
PPPs to build infrastructure, backed by lending from the NWF, as important for growth and
confidence—and also viewed such longer term investments as consistent with the NWF mandate.
They agreed on the importance of rebuilding the oil funds, but noted their own projections show a
build-up of the Reserve Fund close to 7 percent by 2018 and viewed the faster pace of fiscal
adjustment and oil savings recommended by staff as politically not possible at this time. The
authorities viewed pension reform as critical to free up space for other spending, but have for now
rejected any increase in the retirement age and instead will focus on incentives to postpone
retirement. They recognized risks of circumvention of the fiscal rule, but would take steps to
minimize such pressures. They argued that greater spending efficiency, combined with gradual
introduction of a property tax over the next five years, will be sufficient to meet medium-term
general government spending commitments without squeezing investment. They intend to support
these efforts with a shift to program budgeting next year and a 2030 fiscal strategy now under
preparation.

B. Monetary Policy: Maintain Stance, Anchor Inflation

28. The current monetary policy stance is consistent with achieving medium-term inflation
objectives, if the recommended fiscal adjustment proceeds. Staff views the current monetary
policy stance as consistent with bringing inflation down to the CBR's 5 to 6 percent target range this
year. Despite the slowdown in growth, staff did not see a case for rate cuts—as some senior
government officials have pressed for—as inflation has continued to surprise on the high side
throughout 2013H1, and the output gap is likely close to zero. Moreover, with a still-weak monetary
transmission mechanism, changes in the policy rate will have a limited effect on long-term lending
rates—which are high in real terms for most market segments. Sustainably reducing inflation to

the 2014 target range of 4 to 5 percent will necessitate further policy actions—including a
tightening of monetary policy in the absence of the recommended fiscal adjustment.

29. Swift adoption of formal IT, and supporting policies, should help anchor inflation
expectations and lower long-term lending rates. Staff urged the authorities to focus on
consolidating the credibility of monetary policy, backed by a modest fiscal tightening to soften
inflationary pressures. Establishing a good track record in the early years of adopting IT will be
paramount for boosting credibility of the policy regime. The envisaged IT framework should be
buttressed through regular inflation expectation surveys, publication of inflation forecasts,
improvements in decision-making and organizational arrangements, and consolidation of the CBR's
multiple liquidity instruments. Strengthening the transmission mechanism of monetary policy will
require improving the signaling role of the policy rate, including by: (i) deepening the interbank
market and reducing its volatility; and (ii) enhancing the CBR’s capacity to forecast system liquidity
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and analyze forecasting errors. Staff urged closer coordination between monetary and fiscal
authorities to improve liquidity forecasts. It will also be important to complete the transition to a
fully flexible exchange rate.

30. The CBR’s new 12-month refinancing facility may contribute to strengthening the
monetary policy transmission mechanism, but should not be used for quantitative easing. The
recently launched facility, combined with Finance Ministry purchases of FX for deposit into oil
savings funds, should help facilitate liquidity management and the functioning of the interbank
market, bringing market rates closer to the CBR’'s main policy rate (repo). As far as the new
refinancing instrument is intended to substitute bank funding via the existing repo facility, it may
free up marketable collateral and strengthen monetary transmission. In staff's view, it should not be
used to expand the total volume of CBR funding support to banks, which would be tantamount to
unwarranted quantitative easing. The CBR should ensure that: (1) eligible collateral is well-specified
and appropriately discounted for risk; (2) recipient banks have adequate risk and liquidity
management practices in place; and (3) there are no underlying solvency concerns with banks
utilizing the facility.

31. The CBR should not change its inflation targets for 2014-15, but a point target with
wider bands is justified. Staff cautioned that a weakening of already announced targets —such as
that made last year for 2012/13—would be detrimental to credibility. However, the wider band (than
the current 1 pp) proposed by the CBR would be appropriate in Russia due to still high inflation
volatility, and the switch to a point target could facilitate communication. It will be important that
the inflation targets announced for the 2016 to 2018 period do not exceed 4.5 percent, the center of
the target band already announced for 2014 and 2015. The medium-term monetary policy
guidelines should also clarify whether the inflation target for 2016 to 2018 will be another step in a
disinflation path leading subsequently to a lower long-run target or whether it will be the long-run
target itself.

Authorities’ Views

32. The authorities shared staff’s concerns about inflation pressures and confirmed their
commitment to formally adopt IT by end-2014. They specifically pointed to the potential
negative impact on economic agents’ expectations should inflation remain above the target range
for a prolonged period of time. However, the CBR maintained that the observed pace of inflation
was mainly explained by food prices and regulated tariffs. It viewed the current monetary policy
stance, combined with lower planned utility price hikes and the expected absence of adverse food
prices shocks, as sufficient to bring the rate of inflation within the targeted range by

September 2013 and later to within the 2014 target range. The authorities expect that this trajectory
will provide scope for lower policy rates, although they noted that any policy rate decision will have
to take into account other relevant indicators such as capacity utilization, unemployment, and credit
growth. Regarding the CBR's announced plan to move from an inflation target range to a point
target with a wider tolerance band, some officials expressed concerns about potential adverse
effects of a wider band on inflation expectations. Other officials argued that a target inflation
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corridor of one percentage point was too narrow for Russia given its volatile headline inflation—with
a high share of food and utility tariffs in the CPI basket—and susceptibility to real shocks. They
stressed that frequently missing a narrow inflation corridor would be more damaging than switching
to a point target with a wider tolerance band. The authorities reiterated their commitment to
completing preparations for and adopting formal IT by end-2014, including greater exchange rate
flexibility. The CBR stated that the main goal of the new one-year facility is to improve liquidity
management and the functioning of the interbank market, and to strengthen the transmission
mechanism.

C. Financial Sector: Contain Risks, Strengthen Intermediation

33. Additional measures may be needed 24 . 24
Ratio of Household Debtto Annual Income
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credit growth. Credit growth has reduced

capital and liquidity cushions; the quality of the 20 20
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34. The recently adopted amendments to the Banking Law are welcome, and remaining

FSAP recommendations should be adopted swiftly. The latter includes formally establishing the
leading role of the CBR in macro prudential policy, introducing a unified administration regime for
all banks, and restricting open bank assistance by the Deposit Insurance Agency (DIA) to systemic
situations. In addition, staff recommended maintaining and enhancing the independence of the CBR,
including through empowering it to issue regulations on nonbanks; and legislation facilitating the
collection and dissemination of borrower information by credit bureaus. Staff also suggested
considering further increasing risk weights and provisions for unsecured lending as needed and
formally introducing ceilings on debt-service-to-income ratios for household lending and
loan-to-value ratios for housing and car loans to limit household debt burdens.

35. Basel III should be adopted without delay, while IRB should only be implemented only
when both banks and supervisors are ready. The mission supported plans to introduce new
capital requirements exceeding Basel Il minimum requirements (e.g., 5.5 percent core capital vs.

4.5 percent under Basel IlI), given: (i) GDP volatility; (ii) weak creditor rights; and (iii) difficulties in
identifying nonperforming assets and provisioning practices. Staff urged the CBR to resist calls to
advance implementation of the internal ratings-based (IRB) approach before appropriate
supervisory and bank-level internal procedures and controls are in place—as this could result in an
undue reduction of risk-weighted assets and undermine the solvency buffers and resilience of the
banking sector to shocks. Staff recommended: (1) implementing the IRB framework with at least a
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three year implementation period, as advised under the Basel framework, and introduce floors under
the new capital requirement; and (2) raising minimum nominal capital requirements.

36. State ownership in banks should be gradually reduced, and banking sector
competition, efficiency, and transparency enhanced. In particular, the authorities should

e Gradually divest from dominant banks. The CBR's combined role as supervisor, regulator, and
main shareholder of Russia’s largest bank (Sberbank) generates implicit costs in terms of system
efficiency and financial sector development. Further divestiture of Sberbank shares is consistent
with the government’s Strategy for Development of the Banking Sector until 2015.

e Strengthen corporate governance. Bolstering corporate governance in government-owned
financial institutions could help reduce losses such as those announced earlier this year by the
state-owned development corporation that over 75 percent of its loans for Sochi
Olympics-related projects (about 0.3 percent of GDP) are unlikely to be repaid. Specific steps
could include increasing the number of independent directors.

e Promote bank consolidation. This would reduce the burden on supervisory staff and help
diversify and strengthen bank balance sheets; larger banks would also be able to better diversify
geographically and across sectors. In this respect, staff supports the authorities’ plans to raise
minimum capital requirements and tighten related-lending and large-exposure limits.

e Strengthen bank competition. Increased banking competition will help enhance banking
sector efficiency, lower lending rates, and improve the efficiency of investment allocation and
funding. Competition could be fostered by reducing banking sector fragmentation through
consolidation and reduced public bank ownership; greater pricing transparency and consumer
protection; and further strengthening the role of credit bureaus and collateral registries to
reduce information asymmetries.

e Strengthen transparency. Implementation of anti-money laundering (AML) and fit and proper
measures, along with strengthened financial sector supervision, should help prevent “pocket
banks” from serving as shadow treasury departments to affiliated corporate clients and as
vehicles for capital outflows, including via transfer pricing manipulation.

Authorities’ Views

37. The authorities saw no tangible systemic financial sector risks at present. However, they
broadly shared staff’s concerns about: (1) diminished capital adequacy ratios, including in
connection with the implementation of new capital standards in the context of Basel II; and (2) rapid
consumer lending growth. They also pointed to systemic liquidity risks, with the demand for CBR
refinancing increasing substantially over the past two years. The CBR indicated that its own stress
tests suggest that the banking sector is stable and resilient to a variety of potential shocks—
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although capitalization in banks representing one-third of banking system assets would drop below
regulatory requirements.” The authorities were confident that capital needs related to the
implementation of Basel IIl were not excessive, in line with the view of market analysts that banks
would be able to mobilize the bulk of new capital through retained profits. The authorities assume
that only a limited number of banks will start using the IRB approach to assess credit risk (8 ‘pilot’
banks), and they concurred with staff that floors under capital should be introduced as established
by the Basel framework. They noted that while CBR bank funding was still rising in nominal terms, it
had stabilized in percent of banking system assets. The authorities noted that strengthened
supervisory powers would help them to more fully identify and address possible operational risks
and governance weaknesses in small-to-mid-sized domestic private banks. Furthermore, they were
confident that recently adopted prudential measures would curb risks from rapid unsecured
consumer lending growth, and did not yet see systemic risks from rising household leverage. Yet,
the authorities would consider additional measures such as ceilings on loan-to-value and
debt-service-to-income ratios if necessary.

38. The authorities acknowledged potential conflicts of interest related to CBR ownership
of Sberbank, but noted important benefits. While aware of the potential distortions in
competition and the need to eventually level the playing field for all banks, they emphasized
Sberbank’s social functions as well as positive externalities from Sberbank’s high ratings for overall
banking system stability. The authorities maintained that Sberbank is well managed, has good
corporate governance structures, and has a social function with its vast network of branches in
remote areas; and assured that administrative pressures on bank management or operations were
absent. They noted that any near-term divestment or break-up of Sberbank could lead to rating
downgrades and higher lending rates. They recognized the need to address the causes of
fragmentation in Russia’s banking system. In this connection, they agreed that improving corporate
governance, access to information, creditor rights, and competition would strengthen the financial
sector’s efficiency and contribution to growth.

D. Structural Policies: Better Business Climate, Comparative Advantages

39. Structural reforms are key for unleashing Russia’s growth potential. Russia's weak
business climate remains a key obstacle to investment, diversification, and growth. Staff recognized
that improving the investment climate is a government priority and that some progress has been
made—for example regarding institutions for dispute resolutions (ombudsman) and tax
administration. However, weaknesses remain largely unaddressed in other key areas, including
inadequate infrastructure (transportation and electricity), constraints on the availability of financing,
and a shortage of skilled labor. Recent improvements in the business environment have focused

? The CBR's macro stress-testing model suggests that 308 credit institutions (accounting for 1/3 of banking system
assets) may have a capital deficit in a ‘severe’ scenario, amounting to rubles 522bn. The average capital adequacy
ratio of the banking sector would fall to 10.6 percent. The ‘severe’ scenario envisages a real GDP contraction of

5 percent and a fall in oil prices to US60/barrel. This compares to an 8 percent of GDP contraction and US$62/barrel
oil price in 2009.
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mostly on large enterprises, with little progress made regarding SMEs. Further deregulation should
address customs inefficiencies and other red tape—two areas often cited in business surveys. More
decisive implementation of corporate governance reforms and of government privatization plans for
SOEs and state-owned banks is needed to reduce the government footprint in the economy. To
improve transparency, the corporate governance code should be updated, including financial
disclosures and reporting on ultimate owners, and protection of intellectual property rights should
be strengthened.

40. Deeper global integration, notably through WTO entry, the G20 presidency, and steps
towards OECD accession, present an opportunity to improve the efficiency of the economy.
Reversal of protectionist trade and investment measures (related, among others, to meat and car
imports) and broader deregulation will promote competition, reduce rent-seeking behavior,
strengthen good corporate practices, facilitate entry of foreign companies, and improve
productivity. Large gains could derive from cheaper inputs to businesses because of FDI in the
business service sector and lower customs duties, though the benefits for Russian export companies
is expected to be initially more limited. Domestic import-substitution sectors could suffer initially
because of stronger competition. In this regard, measures to improve cross-regional labor mobility
and reallocation are needed, including better urban infrastructure and supply of housing. Better
targeted social safety nets would also help. The OECD membership bid is bringing commitments in a
range of important areas such as competition policy and governance that are generally consistent
with the authorities’ priorities. Fighting corruption is one of the top priorities for Russia’s G20
presidency, and legal changes recently adopted should contribute to enhancing the business
environment if implemented adequately and in an evenhanded manner.

41. Russia’s comparative advantages are not sufficiently exploited. Despite Russia’s obvious
further potential for growth in the energy sector, investment has lagged, weakened by a
revenue-based taxation scheme that inhibits more-difficult-to-reach energy reserves. Tax regime
changes, together with strengthened property rights and distribution access, are needed to attract
foreign technical expertise and nimble domestic players. Without such reforms, oil production will
decline. However, diversification is also important. The government has attempted to promote high
technology through the Moscow-based Skolkovo business park, but outcomes have been modest
so far. Some past efforts at regional diversification have generated significant inefficiencies in the
use of capital and labor that need to be gradually unwound.?

e In the hydrocarbon sector, staff recommended moving from revenue-based to
profit-based tax instruments. A profit-based and stable tax regime would provide incentives
to tap higher-cost resources, and would extend the economic life of nearly depleted fields. Firms
will also need stronger property right guarantees and access to midstream distribution chains.

3 See “Bear Traps on Russia’s Road to Modernization” by Clifford Gaddy and Barry Ickes (Brookings Institution, 2013).
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e Staff urged the authorities to facilitate diversification and reduce the government’s
footprint in the economy. Specific actions should include, for example, gradual divestment
from the banking sector and stronger implementation of the government’s privatization
agenda—which could also free up labor resources for the private sector and allow higher
productivity growth. The government should carefully consider the cost-benefit impact of
regional development initiatives, and adopt measures, such as pension reform, to enhance the
labor force participation rate.*

Authorities’ Views

42, The authorities generally agreed on the importance of the business climate reforms.
They shared staff's concerns about infrastructure bottlenecks and ongoing difficulties in assessing
net benefits of large projects, and confirmed plans to step up public investment, including via more
private sector participation (e.g., through PPPs). The authorities concurred with the need to reform
oil taxation to improve incentives for the development of higher-risk Greenfield projects and
investments to improve extraction rates at maturing fields. They expressed concerns about some
aspects of WTO commitments, stressing protective measures for domestic import-substitution
sectors as one possible growth enhancing measure. The authorities acknowledged the slowdown in
privatization, but explained this was designed to garner better returns by attracting and absorbing
new capital and technologies before selling larger shares. They emphasized that the primary goal of
the privatization agenda remains a reduction in the presence of government in the economy.

I STAFF APPRAISAL

43. While growth has slowed, the economy appears to be operating at or near full
capacity and inflation remains high. Monetary and fiscal stimuli would at best provide a modest
and unsustainable boost to growth while bringing adverse consequences. Structural reforms are
necessary to increase potential output growth.

44. The fiscal stance in 2013 is appropriate but a more ambitious medium-term fiscal
adjustment is needed to generate sufficient saving of oil revenues. The authorities should
tighten the fiscal rule to rebuild fiscal buffers and save more of the exhaustible oil income.
Adjustment should focus on expenditure reductions and improving the mix and efficiency of
spending. Pension reform, centered on increasing the retirement age, and improvements in the
efficiency of publicly-owned enterprises, are key components of fiscal consolidation. The authorities
should resist efforts to increase spending outside the confines of the federal fiscal rule. Further
strengthening budgetary institutions will support these goals.

* The December 2012 EBRD report on “Diversifying Russia” emphasizes benefits of exploiting regional diversity.
Economic diversification for growth was also highlighted in a study by Hausmann and Hidalgo on “complexity
economics”. They found Russia to be on the low end of economic diversification (and getting worse) relative to peers,
in turn implying the lowest potential per capita growth rate (of only 2.6 percent) among BRICS.
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45, Monetary policy should remain geared towards achieving inflation objectives.

With 2013 inflation projections close to the CBR target range and uncertainty about the near-term
economic outlook, the current monetary policy stance is appropriate. But sustainably reducing
inflation to the lower 2014 target range calls for a tightening bias. Establishing operational
credibility of the monetary policy framework in the context of the move towards formal IT will be
critical to anchor inflation expectations. Increased exchange rate flexibility has served Russia well, as
the exchange rate is becoming an increasingly effective shock absorber. Further reductions in
foreign exchange market interventions should facilitate the planned transition to a floating
exchange rate regime by 2015.

46. Recent steps to improve the supervisory framework are welcome. Financial stability risks
are still moderate but rising. The authorities should consider introducing additional prudential
measures should the measures already implemented fail to moderate rapid retail credit growth. Any
push towards earlier adoption of the IRB approach should be resisted. Improving corporate
governance, access to information, creditor rights, and competition will strengthen the financial
sector’s efficiency and contribution to growth. Consolidation of Russia’s fragmented banking system,
as well as tightened large exposure and related party lending limits should enhance banking sector
stability. Further divestiture of state-owned banks should be pursued to enhance competitiveness in
the financial sector.

47. Ambitious economic policy reforms are necessary to realize the Russian economy'’s
medium-term potential and reduce its vulnerabilities. The growth model of the pre-crisis years,
based on increasing oil prices, rising use of spare capacity, and reducing the large technology gap, is
not replicable. Growth in the next decade will need to rely on more efficient use of resources and
generating investment.

48. Raising potential growth will require further supply-side structural measures.
Corporate governance should be strengthened to increase transparency and improve the
investment climate. Deregulation should continue, including steps to address inefficiencies at
customs and other “red tape.” The government’s goal to reduce its footprint in the economy
through privatization is welcome; swift and transparent implementation of plans in this area is of the
essence. Following the WTO accession, the government should resist the pressure to use
protectionist measures. The OECD accession process provides an appropriate venue for furthering
and broadening the reform process. Energy tax regime changes, together with strengthened
property rights and distribution access, are needed to attract foreign technical expertise and nimble
domestic players in the energy sector. Improvement in the efficiency of publicly-owned companies
is also necessary and should help boost productivity.

49. It is proposed that the next Article IV consultation be held on the standard 12-month
cycle.

INTERNATIONAL MONETARY FUND 27



8¢

ANNd AYVLINOW TVNOILVNYILNI

120

100

80

60

40

20

Figure 1. Russian Federation: Easy Growth is Over, 2000-18

Russia'sgrowth has been robust... ..despite weakinvestment.
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Figure 2. Russian Federation: Increasing State Presence in the Economy, 1995-2015

Governmentownershipin crude oil production has risen.
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Figure 3. Russian Federation: Production Indicators and Inflation Developments, 2007-13
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Figure 4. Russian Federation: External Sector, 2000-13
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Figure 5. Russian Federation: Fiscal Policy and Oil Savings, 2004-18

Oil prices and revenuesare expected to decline.
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Figure 6. Russian Federation: Monetary Policy, 2010-13

Oil prices remain high... ...and capital outflows persist.
150 — 150 50 50
World Oil Prices Private Sector Capital Flows
(U.S. dollars per barrel) (Billions of U.S. dollars, quarterly)
125 125 25 ECorporates 25
BBanks
100 100 ¢
----- Average of Brent,
75 WTI, and Dubai | 75 25
Brent
50 50 g -50
Jan-10 Nov-10 Sep-ll Jul-12 May-13 10-Q1 11-Q1 12-Q1 13-Q1
The CBR has reduced fxinterventions... .allowing greater rublevolatility.
20 40 4 4
Net FX Purchases EUR-USD Basket Value
15 28 3 (Daily percentage changes) 3
10
2 2
5
36 1 1
0 |
0 0
5 34
10 I Net FX purchases (Billions of U.S. dollars) -1 -1
32
15 e EUR-USD Basket Ruble exchange rate ) -2
- (Russian rubles, rhs)
—— 3-Month Mov. Avg. (Net FX purchases)
-20 30 -3 -3
Jan-10  Nov-10 Oct-11  Aug-12 Jun-13 Jan-10  Nov-10  Sep-11 Jul-12 Jun-13
The CBR has kept its main policy rate on hold, but has allowed the interbank rateto edge up.
12 12
1-Day Interbank !Zate (IV.II.I-%CR) Tightening liquidity
10 and CBR Standing Facilities in interbank market 10
(Percent, weekly average)
8 Refinancing rate \1 3
| __Fixed REPO rate
® [T o  REPOrate __ ___memmeea_ S ALV YT AN 6
4 4
2 Fixed deposit rate MIACR 2
0 0
Jan-10 Nov-10 Sep-11 Aug-12 Jun-13

Sources: Central Bank of Russia;and IMF staff estimates.

INTERNATIONAL MONETARY FUND 33




RUSSIAN FEDERATION

Figure 7. Russian Federation: Banking Indicators, 2008-13
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Figure 8. Russian Federation: Private Sector Credit, 2006-13
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but retail lending growth remains high...
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Figure 9. Russian Federation: Nonperforming Loans of Banks, 2008-13

Non-performing assets have been growing in nominal terms.
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Figure 10. Russian Federation: Governance Indicators, 2008-13
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Figure 11. Russian Federation: Selected Economic Indicators Under Three Scenarios,
2010-18
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1/ Assumptions for the three scenarios are as follows:

= Baseline scenario assumes a continuation of current policies. Fiscal policy will implement the 2013-15 medium-term budget minimum
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e

10

expenditure commitments and otherwise follow the new oil price-based fiscal rule (without the tightening recommended by staff). Monetary

policy will allow greater exchange-rate flexibility but inflation will remain above the mid-point of the authorities' target range (4 to 5
percent). There will be no major additional changes in banking sector policies. Policy frameworks will remain largely unreformed.

= Adverse scenario assumes a permanent external shock, with oil prices declining to $60 per barrel in 2014 and staying there in nominal
terms for the remainder of the forecast horizon. In 2014-15, fiscal policy will implement expenditure at levels consistent with the oil price-
based fiscal rule, subject to minimum expenditure commitments under the 2013-15 medium-term budget, while monetary policy becomes
more accommodative. In the outer years, the authorities will initiate a smoother fiscal adjustment path than that implied under the fiscal
rule, while monetary policy remains neutral. As in the baseline, no progress is made regarding structural reforms and the strengthening of
policy frameworks. In 2014, when oil prices drop to $60 per barrel, the ruble depreciates significantly, but reserves are used to prevent an
overshooting of the exchange rate.

= Reform scenario assumes full implementation of reforms recommended by the staff. Monetary policy will focus on bringing inflation
down to 3 percent over the medium term, amid a fully flexible exchange rate. Fiscal policy will implement a more ambitious and credible

consolidation with the non-oil deficit of the federal government declining to 4.9 percent of GDP by 2018. The supervisory framework will be

strengthened along the lines recommended by the 2011 FSAP. Fundamental structural reforms are put in place to improve the business
climate and competitiveness, and policy frameworks will be strengthened in line with IMF staff recommendations.
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Table 1. Russian Federation: Selected Macroeconomic Indicators, 2009-14

2009 2010 2011 2012 2013 2014

Proj.

(Annual percent change)
Production and prices

Real GDP -7.8 4.5 4.3 34 25 33
Real domestic demand -14.2 85 9.1 5.3 43 4.4
Consumption -39 3.5 4.8 4.8 4.6 4.5
Investment -41.0 28.5 226 6.6 3.5 4.2
Consumer prices
Period average 11.7 6.9 8.4 51 6.9 5.8
End of period 8.8 8.8 6.1 6.6 6.1 5.5
GDP deflator 2.0 14.2 15.5 8.5 5.8 5.7
Unemployment rate 8.4 7.3 6.5 6.0 5.5 5.5

(Percent of GDP)
Public sector 1/

General government

Net lending/borrowing (overall balance) -6.3 -3.4 1.5 0.4 -0.6 -0.7
Revenue 35.0 346 37.4 36.9 36.8 36.1
Expenditures 41.4 38.0 35.8 36.5 375 36.8

Primary balance -5.7 -2.9 21 1.0 0.1 0.1

Nonoil balance -15.2 -13.0 -10.0 -10.9 -10.8 -9.7

Nonoil balance excl. one-off receipts 2/ -15.6 -13.0 -10.0 -11.2 -10.8 -9.7

Federal government

Net lending/borrowing (overall balance) -6.0 -39 0.8 -0.1 -0.7 -0.6

Nonoil balance -13.8 -12.4 -9.5 -10.3 -10.0 -8.9

Nonoil balance excl. one-off receipts 2/ -14.2 -12.4 -9.5 -10.6 -10.0 -89

(Annual percent change)
Money
Base money 74 254 209 113 11.7 12.5
Ruble broad money 17.7 311 223 11.9 14.9 13.6
Credit to the economy 26 129 281 20.7 14.6 129
External sector
Export volumes -104 5.4 4.2 33 24 33

Oil 3.0 3.2 -19 0.4 15 15

Gas -13.8 5.6 6.7 -5.8 0.0 0.0

Non-energy -23.2 113 5.8 6.0 4.4 6.8

Import volumes -314 27.5 16.5 8.6 5.6 6.0

(Billions of U.S. dollars; unless otherwise indicated)
External sector

Total merchandise exports, f.0.b 297.2 392.7 515.4 529.1 521.6 520.0
Total merchandise imports, f.o.b -183.9 -245.7 -318.6 -335.8 -356.4 -376.8
External current account 50.4 67.5 97.3 74.8 45.7 34.0
External current account (percent of GDP) 4.1 44 51 3.7 2.1 1.5
Gross international reserves
Billions of U.S. dollars 439.5 479.4 498.6 537.6 537.7 537.7
Months of imports 3/ 213 17.9 14.6 14.5 13.7 13.0
Percent of short-term debt 303 339 328 338 321 305

Memorandum items:

Nominal GDP (billions of rubles) 38,807 46,309 55,800 62,599 67,905 74,180
Nominal GDP (billions of U.S. dollars) 1,232 1,523 1,899 2,030 2,186 2,329
Exchange rate (rubles per U.S. dollar, period average) 317 304 29.4 30.8
Oil exports (billions of U.S. dollars) 148.7 206.3 277.5 284.5 273.8 261.8
World oil price (U.S. dollars per barrel) 4/ 61.8 79.0 104.0 112.7 106.0 99.9
Urals crude oil spot price (U.S. dollars per barrel) 61.3 783 109.3 110.3 103.5 97.4
Taxable oil volume (millions of tons) 494.3 505.0 504.0 504.0 505.0 508.7
Real effective exchange rate (average percent change) -6.9 9.3 4.8 37

Sources: Russian authorities; and IMF staff estimates.

1/ Cash basis. Expenditures based on 2013-15 budget and the fiscal rule.

2/ Excludes one-off tax receipts from Nanotechnology and Housing Funds in 2009; and one-off nontax receipts from Sberbank
privatization and Rosneftegaz dividends in 2012.

3/ In months of imports of goods and non-factor services.

4/ WEO through 2011; and Brent crude oil spot and futures prices for 2012-14.
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Table 2. Russian Federation: Balance of Payments, 2009-14

(Billions of U.S. dollars, unless otherwise indicated)

2009 2010 2011 2012 2013 2014
Proj.
Current Account 504 67.5 973 74.8 457 340
Trade Balance 113.2 147.0 196.9 1933 165.2 1432
Exports 297.2 3927 515.4 529.1 521.6 520.0
Non-energy 1064 138.7 173.6 181.7 190.1 200.4
Energy 190.7 254.0 3418 3475 3315 319.7
Qil 148.7 206.3 2775 284.5 2738 261.8
Gas 420 47.7 64.3 63.0 57.7 57.8
Imports -183.9 -2457 -3186 -335.8 -356.4 -376.8
Services -17.6 -26.1 -335 -46.2 -50.0 -52.9
Income -39.7 -47.1 -60.4 -66.2 -63.9 -51.8
Public sector interest (net) 6.3 3.6 31 14 47 7.7
Other sectors -46.1 -50.7 -63.5 -67.6 -68.6 -59.6
Current transfers -5.5 -6.3 -5.7 -6.1 -5.5 -4.5
Capital and financial account -45.1 -269 -86.2 -47.7 -45.6 -34.0
Capital transfers -12.2 -0.1 0.1 -4.9 -1.0 -1.0
Financial accounts
Federal government 247 -0.8 -4.6 12.6 33 32
Portfolio investment 38 4.9 16 15.8 6.4 6.4
Loans -34 -1.2 -1.9 -1.2 -1.2 -1.2
Other investment 242 -4.6 -4.4 -2.0 -2.0 -2.0
Local governments 04 0.5 -11 -1.2 -1.2 -1.2
Private sector capital -58.1 -26.6 -80.5 -54.2 -46.7 -35.0
Direct investment -8.1 -86 -143 -9.0 -7.0 -4.5
Portfolio investment -7.3 -83 -26.5 -5.4 -2.2 2.7
Other investment, commercial banks -29.0 136 -21.5 -28.7 -26.6 -25.2
Assets 218 28 -25.6 -26.7 -27.6 -29.0
Liabilities (loans, deposits, etc.) -50.8 10.8 4.2 -2.0 1.0 38
Loans, corporations 26 -6.2 20.2 247 240 243
Disbursements 826 725 809 106.0 1131 121.0
Amortizations -80.0 -78.7 -60.7 -81.4 -89.1 -96.7
Other private sector capital flows -16.3 -17.0 -384 -35.8 -349 -323
Errors and omissions, net -1.3 -4.2 11 9.2 0.0 0.0
Of which : valuation adjustment -9.0 -3.2 -27 0.0 0.0 0.0
Overall balance 4.0 363 122 363 0.0 0.0
Financing -4.0 -36.3 -12.2 -36.3 0.0 0.0
Net international reserves -34 -36.8 -12.6 -36.3 0.0 0.0
Arrears and rescheduling -0.6 04 04 0.0 0.0 0.0
Memorandum items:
Current account (percent of GDP) 41 44 5.1 37 21 15
Non-energy current account (percent of GDP) -114 -12.2 -129 -134 -131 -123
Gross reserves 1/ 439.5 4794 498.6 537.6 537.7 537.7
(months of imports of GNFS) 213 17.9 146 145 137 13.0
(percent of short-term debt) 2/ 303.2 339.2 327.8 337.6 3215 304.6
Real growth in partner countries (percent change) -2.8 41 33 14 17 2.7
Net private capital flows (percent of exports of GNFS) -16.9 -6.0 -14.0 -9.2 -8.0 -6.0
Net private capital flows, banks -36.7 122 -23.0 -29.8 -26.5 -234
Public external debt service payments 3/ 5.9 6.5 9.0 10.2 11.0 8.8
(percent of exports of goods and services) 17 15 16 17 19 15
Public external debt 4/ 459 46.6 444 55.8 57.9 59.8
(percent of GDP) 38 31 23 2.8 26 26
Private external debt 4213 4424 500.7 5249 5525 583.9
(percent of GDP) 345 29.0 264 259 253 251
Total external debt 467.2 488.9 545.2 580.7 610.3 643.7
(percent of GDP) 382 321 287 28.6 279 276
World oil price (U.S. dollars per barrel) 5/ 61.8 79.0 104.0 112.7 106.0 99.9
Urals oil price (U.S. dollars per barrel) 613 783 109.3 110.3 103.5 974
Terms of trade (percent) -234 196 132 24 -4.2 -3.2

Sources: Central Bank of Russia; and IMF staff estimates.

1/ Excluding repos with non-residents to avoid double counting of reserves. Including valuation effects.

2/ Excludes arrears.
3/ Net of rescheduling.

4/ Includes indebtedness of repos by the monetary authorities.

5/ WEO through 2011; Brent crude oil spot and futures prices for 2012-14.
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Table 3a. Russian Federation: Fiscal Operations, 2009-14

(Percent of GDP, unless otherwise indicated)

2009 2010 2011 2012 2013 2014
Proj.
General government
Revenue 35.0 346 374 36.9 36.8 36.1
o/w Oil revenue 89 9.6 115 11.3 10.2 9.0
o/w Nonoil revenue 26.1 25.0 259 256 26.7 27.2
Taxes 259 26.5 2838 285 278 26.8
Corporate profit tax 33 38 41 38 36 35
Personal income tax 43 39 36 36 37 37
VAT 53 54 58 57 59 6.1
Excises 0.9 1.0 12 13 15 15
Custom tariffs 6.9 7.0 84 7.9 7.0 6.3
Resource extraction tax 3.0 33 39 44 4.1 3.6
Other tax revenue 23 22 18 18 19 21
Social contributions 5.9 5.3 6.3 6.2 7.0 73
Grants 0.0 0.0 0.0 0.0 0.0 0.0
Other revenue 32 2.8 23 22 20 20
Expenditure 414 380 358 365 375 36.8
Expense 345 322 30.2 317 326 320
Compensation of employees 9.9 8.2 73 49 48 48
Use of goods and services 58 438 49 41 4.2 41
Interest 0.6 0.6 0.6 0.6 0.8 0.8
Subsidies 33 238 30 76 6.6 6.5
Grants 0.2 0.1 0.2 0.1 0.1 01
Social benefits 12.8 14.0 12.2 125 125 125
Other expense 18 17 20 19 37 33
Net acquisition of nonfinancial assets 6.9 5.9 5.6 4.8 49 4.8
Gross operating balance 0.6 24 7.2 5.2 4.2 41
Net lending (+)/borrowing (-) (overall balance) -6.3 -34 15 04 -0.6 -0.7
Net financial worth, transactions 6.3 34 -15 -04 0.6 0.7
Net acquisition of financial assets -5.6 -2.6 24 22 0.5 0.5
Domestic -5.6 -26 24 22 0.5 0.5
Foreign 0.0 0.0 0.0 0.0 0.0 0.0
Net incurrence of liabilities 0.8 0.8 0.9 17 11 12
Domestic 11 0.5 11 15 0.9 1.0
Foreign -03 0.3 -0.2 02 0.2 02
Change in arrears and statistical discrepancies 0.0 0.0 0.0 0.0 0.0 0.0
Federal government
Revenue 189 179 204 205 19.0 18.0
o/w Oil revenue 7.8 84 10.3 10.2 9.3 83
o/w Nonoil revenue 111 9.5 101 103 9.7 9.8
Expenditure 249 218 19.6 206 19.7 187
Expense 214 187 16.5 179 16.9 15.7
Net acquisition of nonfinancial assets 35 3.2 31 27 2.8 3.0
Gross operating balance -2.5 -0.7 38 27 21 23
Net lending (+)/borrowing (-) (overall balance) -6.0 -39 0.8 -0.1 -0.7 -0.6
Net acquisition of financial assets -5.2 -3.1 1.6 17 0.2 04
Domestic -5.2 -31 16 17 0.2 04
Foreign 0.0 0.0 0.0 0.0 0.0 0.0
Net incurrence of liabilities 0.8 0.8 0.9 17 0.8 10
Domestic 11 0.5 11 15 0.6 0.8
Foreign -03 0.3 -0.2 02 0.2 02
Memorandum items:
General government nonoil primary balance -14.6 -12.5 -94 -10.2 -10.1 -89
General government nonoil overall balance -15.2 -13.0 -10.0 -10.9 -10.8 -9.7
Federal government nonoil primary balance -134 -119 -9.0 -9.8 -94 -83
Federal government nonoil overall balance -13.8 -12.4 -95 -10.3 -10.0 -89
World oil price (U.S.dollars per barrel) 2/ 61.8 79.0 104.0 1127 106.0 99.9
Urals prices (U.S. dollars per barrel) 613 783 109.3 1103 103.5 974
Oil funds 3/ 119 7.5 6.5 73 8.0 81
Reserve Fund 47 17 15 3.0 41 43
NWF 71 5.8 5.0 43 4.0 37
General government debt 11.0 11.0 117 125 138 147
GDP (billions of rubles) 38,807 46,309 55,800 62,599 67,905 74,180

Sources: Russian authorities; and IMF staff estimates.

1/ Cash basis. Expenditures based on the 2013-15 budget and the fiscal rule.
2/ WEO through 2011; and Brent crude oil spot and futures prices for 2012-14.
3/ Balances reflect staff estimates based on projected oil savings.
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Table 3b. Russian Federation: General Government Stock Positions, 2007-11

(Percent of GDP)

2007 2008 2009 2010 2011
Stock positions:
Net worth 62.9 68.9 823 69.8 67.8
Nonfinancial assets 422 447 51.6 46.2 444
Net financial worth 20.7 24.2 30.7 236 233
Financial assets 29.5 323 41.6 347 343
Monetary gold and SDRs 0.0 0.0 0.0 0.0 0.0
Currency and deposits 18.6 222 19.7 14.8 16.2
Debt securities 0.6 0.9 1.0 0.8 04
Loans 6.1 5.8 5.6 4.6 4.0
Equity and investment fund shares 14 18 121 10.8 11.9
Insurance, pensions, and standardized guarantee schemes 0.0 0.0 0.0 0.0 0.0
Financial derivatives and employee stock options 0.0 0.0 0.0 0.0 0.0
Other accounts receivable 2.8 1.5 32 3.6 19
Liabilities 8.8 81 11.0 11.0 11.0
Monetary gold and SDRs 0.0 0.0 0.0 0.0 0.0
Currency and deposits 0.0 0.0 0.0 0.0 0.0
Debt securities 0.0 0.0 0.0 0.0 0.0
Loans 8.2 7.6 94 9.5 9.7
Equity and investment fund shares 0.0 0.0 0.0 0.0 0.0
Insurance, pensions, and standardized guarantee schemes 0.0 0.0 0.0 0.0 0.0
Financial derivatives and employee stock options 0.0 0.0 0.0 0.0 0.0
Other accounts payable 0.6 0.5 15 15 12
Memorandum items:
Publicly guaranteed debt
Debt (at market value)
Debt at face value 8.8 81 11.0 11.0 11.0
Maastricht debt
Debt (at nominal value)
Other economic flows:
Change in net worth from other economic flows -0.6 21 0.0 -0.6 0.7
Nonfinancial assets -0.8 0.5 0.0 0.0 03
Change in net financial worth from other economic flows 0.2 17 0.0 -0.6 04
Financial assets -0.3 18 11 -04 04
Monetary gold and SDRs 0.0 0.0 0.0 0.0 0.0
Currency and deposits -0.3 18 11 -04 0.4
Debt securities 0.0 0.0 0.0 0.0 0.0
Loans 0.0 0.0 0.0 0.0 0.0
Equity and investment fund shares 0.0 0.0 0.0 0.0 0.0
Insurance, pensions, and standardized guarantee schemes 0.0 0.0 0.0 0.0 0.0
Financial derivatives and employee stock options 0.0 0.0 0.0 0.0 0.0
Other accounts receivable 0.0 0.0 0.0 0.0 0.0
Liabilities -04 0.1 11 0.2 0.0
Monetary gold and SDRs 0.0 0.0 0.0 0.0 0.0
Currency and deposits 0.0 0.0 0.0 0.0 0.0
Debt securities 0.0 0.0 0.0 0.0 0.0
Loans 0.0 0.0 0.0 0.2 0.0
Equity and investment fund shares 0.0 0.0 0.0 0.0 0.0
Insurance, pensions, and standardized guarantee schemes 0.0 0.0 0.0 0.0 0.0
Financial derivatives and employee stock options 0.0 0.0 0.0 0.0 0.0
Other accounts payable -04 0.1 11 0.0 0.0

Sources: Government Finance Statistics; and IMF staff estimates.
1/ Accrual basis.
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Table 4. Russian Federation: Monetary Accounts, 2009-14

(Billions of Russian rubles, unless otherwise indicated)

2009 2010 2011 2012 2013 2014
Dec Dec Dec Mar Jun Sep Dec Dec Dec
Proj. Proj.

Monetary authorities
Base money 4,716 5913 7,150 6,717 7,082 7,108 7,960 8,890 10,000
Currency issued 4,623 5,785 6,896 6451 6,810 6,827 7,668 8,498 9,552
Required reserves on ruble deposits 93 128 254 266 272 281 292 392 448
NIR 1/ 12,755 14,304 15701 15878 16,281 16,394 15767 16,310 16,687
Gross reserves 13,195 14,571 15,982 16,159 16,678 16,722 16,300 16,844 17,221
Gross liabilities 440 267 281 281 398 327 533 533 533
GIR (billions of U.S. dollars) 436 478 496 502 518 519 537 537 537
NDA -8,039  -8,392 -8,551  -9,161 -9,199 -9,286 -7,807 -7,420 -6,687
Net credit to general government -5,515 -3,963 -5230 -6,735 -7,603 -7,615 -6312 -6461 -6,787
Net credit to federal government -4,614 -2,907 -4,055 -4,952 -5676 -5,663 -4,588 -4,737 -5,063
CBR net ruble credit to federal government 1/ -595 -293 -1,058 -901 -1,608 -1,605 -630 -244 -167
Foreign exchange credit 147 140 126 126 126 126 117 117 117
Ruble counterpart -4,166 -2,754 -3,123 -4,177 -4,194 -4,184 -4,075 -4,610 -5,013
CBR net credit to local government and EBFs -902  -1,056 -1,175  -1,782 -1,927 -1952 -1,724 -1,724 -1,724
CBR net credit to local government -385 -436 -529 -813  -866  -811  -698 -698 -698
CBR net credit to extrabudgetary funds -517 -620 -647 -969 -1,061 -1,142 -1,026 -1,026 -1,026
Net credit to banks -53  -1,640 101 777 1,706 1,877 1,498 2,015 3,058
Gross credit to banks 1,640 577 1,471 1,728 2633 2717 3,257 4,000 5,000
Gross liabilities to banks and deposits -1,693  -2,217 -1,370 -951 -926 -840 -1,760 -1,985 -1,942
Of which: correspondent account balances -900 -995 -982 -812 -791 -749 -1,356 -1,211  -1,182
Other items (net) 2/ -2471  -2,789  -3,422  -3203 -3,302 -3,548 -2,993 -2975 -2,959

Monetary survey

Broad money 19,096 23,791 28,754 29,009 29,396 30,229 32,227 37,353 42,249
Ruble broad money 15,268 20,012 24,483 23,975 24,679 24,658 27,405 31,488 35767
Currency in circulation 4,038 5,063 5,939 5704 6,004 5969 6,430 7,274 8135
Ruble deposits 11,230 14,949 18,545 18271 18,675 18688 20,975 24214 27,632
Forex deposits 1/ 3,828 3,779 4,271 4,798 4,573 5055 4821 5865 6,482
Net foreign assets 1/ 13,674 14,999 17,289 17,526 17,846 17,775 16,985 18401 19,576
NIR of monetary authorities 12,755 14,304 15701 15878 16,281 16,394 15767 16,310 16,687
NFA of commercial banks 919 694 1,588 1,648 1,565 1,380 1,218 2,091 2,888
NFA of commercial banks (billions of U.S. dollars) 30 23 49 62 47 46 40 67 90
NDA 5,422 8,793 11,465 11,247 11,407 11,938 15,242 18,952 22,673
Domestic credit 13,297 17,265 20,804 22,353 22,739 23,899 25846 31,056 36,277
Net credit to general government -5,119 -3,522 -5,816 -5,397 -6,260 -6,890 -6,291 -5,783 -5,325
Credit to the economy 18,416 20,787 26,620 27,750 28,999 30,789 32,137 36,839 41,602
Other items (net) -7,875  -8,472 -9,339 -11,106 -11,332 -11,961 -10,604 -12,104 -13,604

Memorandum items:
Accounting exchange rate (ruble per U.S. dollar, eop) 30.2 30.5 32.2 32.2 32.2 32.2 30.4
Nominal GDP (billions of rubles) 38,807 46,309 55,800 62,599 67,905 74,180
CPlinflation (12-month change, eop) 8.8 8.8 6.1 3.7 4.3 6.6 6.6 6.1 5.5
Ruble broad money velocity (eop) 25 23 23 24 24 2.5 23 2.2 21
Ruble broad money velocity (eop, s.a.) 2.7 2.5 24 24 24 2.4 24 23 2.2
Annual change in velocity -21.1 -9.0 -1.5 -2.5 -2.6 -0.7 0.2 -5.6 -3.8
Real ruble broad money (rel. to CPI, 12-month change) 8.1 20.5 15.3 16.8 14.2 7.7 5.0 8.3 7.7
Nominal ruble broad money (12-month change) 17.7 31.1 223 212 19.1 14.8 11.9 14.9 136
Base money (12-month ch