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ExecutiveSummary

Global growth is weaklt slowed dowrto 2.2 percentn the first half of 2016While the Brexit vote has had

a limited impact orglobalgrowth so far, growth ildvancedeconomies(AE)has been disappointingn the

U.S, following a particularly subdued first half of the year, growth recovered in the third quarter but
continued to be held back by weak investment.the

Euro area, the eqwmy lost momentum given falling Figurel: Global growth continued to slow down
domestic demand and exports. Growth Energing Percent. yoy _'réligalf_AE EMDE

Markets and Develogng Eonomies (EMDE) also 8

remained subdued because of the weak performance ¢

commodity exporters, although many commodity ©

importers showed robust growth an important
exception to this robust growth of commodity importers

was China, whose economy continued to decelerate
given its rebalancing from manufacturing to services 2
2016 has also seen a stagnation in global tradkhe

slowest it has been since 2013 although external D2@11 2012 2013 2014 2015 2016
financing conditions for emerging economies remained

strongin general In terms of oil, here was little change Source: World Bank

in crude prices in the third quarter of the year, with prices

averaging $44.7/ per barrebil) (Figurel).
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Amidst external headwinds, the recession continues

in Russia, although the pace of GDP decline has Figure2: The pace of the Russian recession slowe
slowed down. Russia continued its adjustment to down (GDP growth -y, percent)

lower oil pricesand the environment of economic
sanctions imposed in July 201@ver the last two
years,hegover nment ' s ppcidge of
flexible exchange rate policy, expenditure cuts in re: .
terms, and bank recapitalizationalong with tapping

the Reserve Fuh -- has helped facilitatethis
adjustment. A sustained fall in real incomes kept
domestic demand depressed, while the recessior
which started in thethird quarter of 2014, persisted in
the first half of 2016. However, supported e

g 0 vV er n me mrdsposse ackagihe pace of the  Source: Rosstat, CentraBank, World Bank staf
recession hasow declined substantiallyreal GDP  calculations

shrank by just 0.9 percemftearon-year {-0-y) in the

first half of 2016compared to-3.7 percent iR015(Figure?).
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After a prolonged recessionary period, headline economic and financial trends and indicators are now
picking up.Inflation in JanuaryOctober 2016 was 7.4 percentess than half of the 15.9 perceintthe same
period in 2015. The banking sector has also now largely stabilizesl consolidated budget of regional

governments even registered a surplus in the first eight months of 2016. Avidynfor the first time since
6



2013 the governmentsuccessilly issued US$1.75 billiobO-year Eurobonds witlan effective rate of 4.75
percent. The balance of payments remains stable. At 5.6 percent, unemployment is at near minimum levels
(Figure3). Nuancesand details matter though: the reduction in inflation, for example, is partly due to the
base effect while inflation expectations remadtevated (Figure4). The banking sector, though stable,
remains vulnerable to macroeconomic risks of low growth and weak demawl unemployment has been
maintained-- not by easy entry or exit in the labor mk&t -- but mostly through flexible wages. Though the
regions registered a fiscal surplus, they are expected to be in deficit by the end of 2016. Moreover, averages
mask variations, and over two thirds of the regions have a fiscal deficit and many aréepgjrg growing

debt. And the Reserve Fund, expected to be depleted in 2017, is now under severe pressure. We discuss thes
important nuances and details in the report but the overall storyline that emerges is, arguably, a pursitive

-- of Russian indtitions dealing ably with multiple shocks, albeit reactively.

Figure3: Unemployment is at near minimum levels Figure4: Inflation slowed down (CPI index and its

(percent) components, percent, 30-y)
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Source: Rosstat and World Bank staff calculations Source: CBR and Haver Analytics

The fiscal deficit worsened in 2018lthough expenditure cuts were undertaken since the beginning of 2016,
the federal budget deficit ilenedin the firstnine months 0f2016 As Table 1 shows, it currently stands at

2.6 percent (compared to 1.1 percent in the first nine months of 2015). This is because expenditure cuts only
partly compensated for the revenue shortfall from the oil price shéaid as expenditures outpacevenues

even further in the last three months of 2016, the end of the year deficit is expected to grow to 3.7 percent.



Tablel: The projected federal budget deficit for 2016 is higher than in 2015 (% of GDP)

2016 draft feder

2015 9 months 201% 9 months 2014 budget law with

amendments
Expenditures 19.3 18.6 17.9 19.8
Primary expenditures 18.7 17.9 17.1 19
Revenues 16.9 17.5 15.3 16.1
Oiland gas revenug¢s 7.3 7.8 5.6 5.8
Non-oil and gas revenugs 9.6 9.7 9.7 10.4
Balance -2.4 -1.1 -2.6 -3.7
Non-oil and gas balance -9.7 -8.9 -8.2 -9.4
Primary balance -1.8 -0.4 -1.8 -2.9
Non-oil and gas primary balance -9 -8.2 -7.4 -8.7

SourceMinistry of Finance, Economic Expert Group, World Bank staff calculations

Adherence to the proposed medium term fiscal framework envisages fiscal consolidation in the 2079
period. A draftlaw on the federal budgefwhich assumes a conservative pilce of US$ 40/bbl) and the
associated mediurterm expenditure framework fo2017—2019are currently with the Duma (Table ZJhis
framework envisiongonsolidation mainly through expenditure ciaad some revenue mobilization efforts
(with the excepton of changes in most newil tax related rates which are postponed until 2019, thereby
postponing the uncertainty around the overall tax regim&penditures would decreaday 3.7 percent of
GDPover this three year period, with the thrdsggest cutso occurin national defence-1.8 percent of GDP)
social policy 0.5 percent of GDP); and national securi§.4 percent of GDP). And revenues would be
mobilized predominantly from transfer of dividends of the state controlled companies and increaging ta
revenue from the energgector(Table2).

Table2: Return to a mediurderm fiscal framework can decrease the fiscal defioiter time (percent of GDP)

2016 2017 | 2018 | 2019
Expected Draft budget law
Expenditures 19.8 18.6 17.3 16.1
Revenues 16.1 154 15.1 15.0
Oil and gas revenue 5.8 5.8 5.5 5.4
Non-oil and gas

revenues 104 9.6 9.6 9.6
FiscaBalance -3.7 -3.2 -2.2 -1.2

Source: Ministry of Finance, Rosstat

Fiscal tightening at the federal level may also adversely affect the performance of some regissal
constraints carkead to a cut in transfers to subnational governmerafectingtwo-thirds of Russian regns

where federal transfers constitute 15 to 50 percent of revenue. Concerns about debt levels will make it
difficult for many local governments to support expenditures.

In 2016, poverty decreased slightly but vulnerability remains at higher levels thafore (Figure5). Despite
acontinued contraction of disposable incomeby 5.8 percent-the poverty rate slightly decreasebh the
first half of 2016, 21.4 million people, or 14.6 percent of the population, had incdrelesv the national
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poverty line.This was 0.5 percentage points lower than a yearamselight decreasdhis decrease is because
the poor consume more food as a ftmn of their income, and food inflation was lower than nfood
inflation in the first two quarters of 201@dowever, many people in the bottom 40 percent and in the middle
of the incomedistribution experienced significant decline of their real incomas 2015. That led tora8
percentage pointsincreasein the share of the vulnerable population with per capita incomes below 10
USD/day(in 2005PPP)- a significant increasegeverting many of shared prosperity gains of recent years
Given tightenindudget constraing, it becomesmportant to ensure such gains are not lost and underscores
the progressive role fiscal policy plays in Russiee focus of the special topic.

Figureb: The poverty headcount is likely to decline 2016 (percent)

16 q 0.424

0.422

0.418
0.416
0.414
0.412

0.410

0.408

T T T T T T T T T T + 0.406
2006 2007 2008 2009 2010 2011 2012 2013 2014 2015 2016 2017 2018

Poverty rate, actual = ===~ Poverty rate, projection — Gini {rhs)

Source: Rosstat and World Bank.
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in 2009, fiscal transfers-mostly due to increases in pensienrlaveplayed a much more critical rothan

rising labor income sustaining income growth for households. Tgeod news is that when it comes to
reducing inequalityRussia s f i s peafdrms oettér ithanin Brazil, Chile, Colomhidurkey, and the
United States. Buvith a similar budget size (as measured by government expenditure as share off@aby),

EU countries achieve a much higher reduction in inequdiitissia can achievaore redistribution for its
current level of government spending anevenueqFigure6).



Figure6: With similar budget size, other countries achieve a higher reduction in inequality
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Against these dynamics, we expect the economy to inch towards grovidbr 2016, we projecgrowth of
the Russian economy ab.6 percent an improvement from our earlier June forecast-bf2 percentAnd as
oil and gagprices are projected to continue recoveritgUS$55.2/bbl in 2017 and US$59.9/bbl in 2@b8
positivelyaffect domestic demandwe forecasthe economy to start inching towards growtt 1.5 percent
in 2017and 1.7 percenin 2018(Figure?).

This growth upsurge, however, is unlikely to turn the Figure7: The economy is expected to inch toward:

tide in terms of building a more diversified economy. ~ growth in 2017 and 201*)3 (real GDP growth,
percent

Risks stemming from commodity price volatility anc
structural constraintsemain All else being equal, a 15
percent increase [decrease] in oil prices changes o
2017 growth forecast of 1.5 percent to 2.1 percen
[0.7 percent], underscoring the sensitivity of the
economy to fluctuations in commaodity prices. Indeec
while exports have xpanded in some nooil sectors, ™ x:z 21 26 ws  ws 27 2

such as textiles, wood processing, metals and mel..

goods, and agriculture, which grew at 1.5 percent in SourceWorld Bank staff estimates

the first half of 2016, the total value of nail exports

of goods decreased by 13.4 percent in the first nine mooth#016. And sectors, constituting slightly more
than half of noroil exports, registered contraction in the first half of 2008erall,import substitutionseems

to havea limited impact on growth and redistribution of production factecsfar The patial cyclical recovery

on the back of rising oil prices is unlikely to go hand in hand with a reallocation to higher value adet#d non
activities.The diversification process advances slogidg to a relatively low level of spare capacity most
tradablke sectorsand limited availability of laborincluding structural and institutional constraints that need
to be lifted first

hhbbihoamoeas
. . . ,
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What can help turn the tideWhile a detailed analyses of structural issues is beyond the scope of this
particular report, plsteringinvestor sentiment towards Rusdig reducing policy uncertainty will hel@ne
important step forward, particularly in light of eroding fiscal buffers whke Reserve Funexpected tobe
depleted in 2017is a return of the mediunterm fiscal framewrk. Also, to its credit, over recent years, Russia
has accomplished many positive changes acnogkiple areas of business regulatiohelping improve its
investment climate. These are necessary though not suffieielespite the substantial changesthre role of

the state in recent decades, the ownership of productive assets has become even more concentrated,
reducing competition and impairing corporate governance. And as was analyzed in the thirty fourth edition
of the Russia Economic Report, there aomplex soci@conomic issues of an aging society. Addressing such
issues is ultimately what will help turn the tide.

11



Part 1. Recent Economic Developments (2015 62016)

1.1 Growth: The recession continued in Russia, albeit the pace of GDP
decline has slowed down

Global economic trends

There continues to be a slowdown ifnapal growth in 20161n the first half othe year, global growtslowed
to 2.2percent Figure8). Whilethe Brexit vote hasiad alimited impact on growth so far, growth Advanced
Economies (AE)has been disappointing In the USfollowing a particularly subdued first half of thyear,
growth recovered in the third quarter, but continued to be held back by weak investmerhe Euro area,
the economyalsolost momentumgivenfallingdomestic demand anédxports.Growth inEmerging Market
and Developing Economi@EMDEplsoremaned subdued because diie weak performance of commodity
exporters althoughmany commodity importers showed robust growtin important exceptionwvasChina
whoseeconomy continuedo decelerag, given itsebalancing from manufactirgto services, andits shifting
from private investment to public investment and consumption.

2016 has also seea stagnation inglobal trade, although external financing conditions for emerging
econoniesremained strong In the first half of 2016, Igbal trade growth washe slowestit hasbeensince

2013 this wasdue to weak aggregate demand in advanced economies, low commodity prices, and more
domesticallyoriented growth in ChinaThe $ower pace of trade liberalization and global value chain
integration compounded theemporary factors. On the other hand, global letrggm interest rates have been

at historically low levedamid weak growth prospects in advanced economies and accommodative monetary
policies. Combined with stabilized oil prices, low interest rates tb searchfor-yield capital flovg to
emerging markets. Currencies and equities in the emerging nmarkbbunded, andhe sovereign bond
spreadnarrowed Figure9). These reboundsere most pronouncedor commodity exporters.

Figure8: Global growth continued to slow down (year  Figure9: Sovereign bond spread narrowed gdian

on-year GDP growth bond spreads for emerging markets)
F’Sercent. yoy —Global —AE EMDE Basis points
700 =—Commodity importers

—Non-oil exporters

6 600 Qil exporters

4 500 _J'».-L '\“m_
: w oo Ny gl ?

] 300 .-\.\'

2011 2012 2013 2014 2015 2016 200
2014 2015 2016
Source: World Bank Source: World Bank

Note: Series are seasonadlgjusted.
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Global oil market developments

There was little change inrtde pricesin the third quarter of the year with prices averaging $44.7per
barrel (bbl). Prices werghowever,volatile, falling from a high of $50/bbl in early June to below $40/bbl in
early Augustue toweak demand and recovering supply from earlier outages, notably in Cafadgapply
disruptions were resolved, production @g exceeded consumption in the third quartéipon reports of a
possible production freeze among major oil producensd following an OPEC agreement to limit output
prices later reboundegdising above $50/bbl in early October.

OECD total oil inventa$ remain high, particularly in the United States, but stocks started to decline in
August. U.S. crude oil inventories have fallen seasonally for the past four months, but product inventories
continue to rise, in part because of slowing demand.

OPEC supplcontinued to increase to record highs, umillion barrels per daynib/d) over the first nine
months, with higher output from Iran, Irag, and Saudi Arabia. At a meeting in late September, OPEC agreec
to set a new production target of 3233 mb/d, but the details and timing were deferred to its November
meeting. The spread between West Texas Intermediate (WTI) and Brent spot crude oil prices narrowed
significantly in September, tipping into a small premium for WTI. Declines in U.S. stocks helped boost WT
prices, while additional supplies from Libya and Nigeria tended to put downward pressures on Brent prices.
Futures pricesseveral yearslown the line show the WTI discount to Brent widening to more than $3/bbl as

the U.S.is expected to remain a largel importer and crude exports are expected to be limitedspite the
removal of the export ban in late 2015.

Recent economic developments Russia

In the first half of 2016, Russia continued its adjustment to lower oil grick® environment ofluggish
global demand an@conomic sanctions, imposed in July 204 4ustained fall in real incomes kept domestic
demand depressk whilethe recession, which started in thieird quarter of 2014, persisted in the first half of
2016.However, supportedybthe return of growth momentum in the ndradable sectors, the pace die
recession declined substantially.

Domestic demand remained depressed in the first half of 20R&al GDP shrank by 0.9 percesiyon-year
(y-0-y) in the first half of 2016while domestic demand shrank by 2 percert-y. A sustained contraction in
real incomes kept consumer demand depresseith household consumption being the largest negative drag
on GDP growthPublic consumption also decelerated as the government pursueenditureconsolidation

in the new norm of low oil prices. Investment demawds revived in the first half of 2016, adding one
percentage point to GDP growth, compared-$03 percentage points in the same period last year. This was
mainly the result o lower scale of destocking, comparedtb@ high base of the first half of 2018nd this
contributed positively to investment demand. Meanwhilen the back of persiseht economic policy
uncertainty, depressed consumer demarghd high credit costsfixed capital investment registered a
contraction of 7.1 percent-p-y, compared toafall of 6.8 percent ¥-y in the same period last yehExports

! This negative development partly reflects higher budgetary military expenditures in the first quarter of 2015, which are
recorded as fixed capital investment according to the SNA 2008 methodology. High frequency indicators for the first half
of 2016 suggst more plausible dynamics of fixed capital investmeft3 percent yo-y compared to-7.3 percent yo-y
in the first half of 2015.
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contributed negatively to GD&owth, but with imports continung to contract, the overall contribution of
net exporsto GDP growtlwas positivan the firsthalf of 2016(Figurel0).

BEven thoughthe recession continued in the first

half of 2016, the pace of aggregate output Figurel0: Household consumption put théargest
negative drag on GDP growth (yean-year growth

composition, percent)

contraction slowedsubstantially, supported by
non-tradable sectors. The weaker ruble
continued supporting tradable sectors, whose
contribution to GDP growthkvas zero in the first

half of 2016 compared teD.4 in the same period
last year Error! Reference source not founy.
Meanwhile real wagessomewhatrecovered as
inflation decelerated to single digitand this -t

N N N N 0 0O O O & < < 9 100 w0 w0 o o
supported recovery in major serviesectors sch TN DY NN DY NN DY NN DY o
] . . ooooooocoocoocooooo0oo0ooo0o

as the financial sector and real estate, which === stateror = Import

mm Export Change in inventories

reported gI’OWth of 1.4 and 1.2 percer,]t mmm Gross Fixed Capital Formaticsss Consumption
. ——GDP growth

respectively Error! Reference source not founy. e
At the same time contraction inretail trade Source: Rosstat, Central Bank, World Bank staff calculations
slowed to 1.8&ercentfrom 8.6 percentyo-y. As a
result, in the first half of 2016, the negative contribution of Fioadable sectasto GDP growth was oni.5
compared to-2.8 pp last year.

Figurell: Contributionof tradable sectors to growth Figurel2: Financial and real estate sectors reported

turned zero, while contraction in nofiradable sectors recovery (yeafon-year growth, percent)

decelerated substantially (yeaon-year growth
composition, percent)
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Source: Rosstat, Central Bank, World Bank staff calculation Source: Rosstat, Central Bank, World Bank staff calculation

1.2 Balance of Payment s: Capital outflows subsided due to lower debt
payments and increased confidence in  the ruble

Thebalance ofpayments remained stable despite adverse tegfirade conditions in the first half of 2016
and restricted access to international capital mark&smJanuaryg September 2016&he current account
surplus dropped to US$15.6 ibill (1.8 percent of GDP) from US$54.4 billion (5.5 percent of GDP) last year as
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the trade balance weakened. Net capital outflows moderated due to lower debt repayments in the banking
sector and increased confidencehe ruble.

Lower commodity priceseduced the trade balance weakeningthe current account.The fall in oil prices,

which started in August 2015, ended in February 2016 tlh@dverage oil price has been gradually increasing

in the first half of 2016. Yet, amannual basis, in all threguarters of 2016, and especially in the first half of
2016, average oil prices were lower than last year. As a result, oil and gas export proceeds dropped by 30.!
percent yo-y in the first nine months of 2016 to US$107.6 billidhe \alue of noroil exprts of goods
decreased by 13.4 percentoyy in the first nine months of 2016 as prices for other commaodities exported by
Russia were at low levels and thediversification process advances slowly.

The flexible exchange rate enabled tReal EffectiviExchange Rate (REE®R}epreciate by 8.6 percent in
the first half of 2016, prompting fast downward adjustment in import demanth the first six months of
2016, the walue of impors of goods decreased byercent yo-y. Nonetheless, the ecline in imprts was
much less severe than in the first half of 2@tenthe REER depreciated by 17.4 percent and GDP contracted
by 3.5 percentyo-y (Figureld).

The ontinued ban o certain food importsintroduced in July 2014, aride ban on certain food imports from
Turkey,jn placesince January 2016, addedth® contraction inmportsof goods. In the third quarter of 2016,
when oil prices were close foa s t leyel, &xportontraction was nasprofound as in the first half of
2016 supporting thetrade balance. Overall, in the first nine months of 20th@, contractionin the value of
imports of goods could not compensate for lower export proceeudw the trade balance almost halved to
US$63.1 billion (Z.percent of GDP) from US$118.2 billion (11.8 percent of GDP) lastRigarel4). The
negative balance of services improved mainly on the back of subsiding tourist imports due to lower real
incomes and restricted flights to Turkey and Egypsubstantial reduction in netxternal liabilities in 2015
reduced outbound interest and dividend payments in the first nine months of A6f@ovingthe investment
income deficit.Overall, improvement in services, investment incqraed labor income accounts deficits
could not compenate forthe worsening trade balance aride current account surplus decreasedUS$15.6
billion (1.8 percent of GDP) from US$54.4 billion (5.5 percent of GDP) lasEyeat Reference source not
found.). The noroil current account deficit increased in nominal terms to US$92 billion and weakened in
relative terms from 10.1 percent of GDP to 4fercent of GDP, increasing vulnerability of the economy to
terms of trade shocks.

Table3: Balance of payments, 2052016 (US$ billions)
2012 2013 2014 2015 Q12015 Q22015 Q32015 Q42015 Q12016 Q22016 Q32016

Current account balance 71.3 334 57.5 69.0 30.0 16.5 7.8 14.6 12.2 15 19

Trade balance 191.7 180.6  188.9 148.5 455 43.7 28.9 30.3 22.1 222 18.8
Non-oil current account balance -2755 -316.1 -266.7 -129.3 -24.1 -38.4 -38.0 -29.4 -20.0 -35.2 -36.8
Capital and financial account -309 466 -1731  -71.2 -37.5 -19.6 -2.6 -11.5 -7.0 -0.1 -0.9
Errors and omissions -10.4 -8.9 8.0 3.9 -2.6 0.9 45 11 -2.6 2.9 2.1
Change in reserves (- = increase) 2300 221 1075 -1.7 10.1 22 9.7 -4.3 -2.6 -4.4 -3.1
Memo: average oil price (Brent, US$/barre)) 112.0 1089 989 52.4 53.9 62.1 50.0 43.4 35.0 46.0 45.8

Source: CBR
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Figurel3: Decline in imports in the first half of 2016 Figurel4: Improvement in services, investment
was much less severe than in 2015 due to less REE income, and labor income accounts deficits could ne

depreciation and better demandiynamics compensate for the worsening trade balance
(percent of GDP
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Source: CBR, Haver Source: CBR, Rosstat, Ministryiofance

The financial account strengthened from negative US$49.3 (5 percent of &DRjegative US$19.72(2
percent of GDP) as net capital outflows moderated on the back of lower debt payments in the banking
sector andincreasedconfidence inthe ruble. In the first nine months of 2016, private sector net capital
outflows moderated to US$21.8 billion from US$37.9 billion in the same period last year. While net capital
outflows in the norbanking sector moderatelincreased by US$3 billion to US$Ldillion, net capital
outflows in the banking sector dropped from US$23ilRon to US$8.1 billion. In Januareptember 2016,

on the back of lower debt paymenté\s in 2015, FDI inflows stayed modest in the first half of 2016 and
consisted largely of i r ms’ profits, whi ch wer econfiderice it thearuble e | e
strengthened as oil price recovered. Breigncurrency acquisition by households and HAorancial firms
declired by US$3.8 billion in the first nine months of 20d&ddtion to US$19.7 billion in 2015.

While the Central Bank of Russia refrained from intervening in fomigrency markets, international
reserves increased from US$368.4 billion (15.7 months of impatt)e end of 2015 to US$395.2 billion
(18.1 months of impoHd) at the end of Septembe2016. This increase reflected exchange rate movements
and repaymers of foreign currency loans by large banks. These loans were originated by the Central Bank in
2015tosupport | arge banks’ teaimposedsanctiontksgimé. payment s U

2 Adjusted for currency swaps and correspondent accounts of resident banks in the CBR
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2016compared to the end of 2015s the corporate sector continued deleveragifigigurel5). In relative
terms howeverthe external debt burden grew quite substantially, rising from 29.2 percent of @bdPof
2014 to 38.9 percent of GDENnd of 2019 and 42.7 percent of GDf@nd of June 201§ or 12.8, 15.8and

18.6 months of exportgespectively. The extension of the economic sanctions regime, coupled with low oil
prices and negativeGDPgrowth in the first six months of 2016 has kept external borrowing celstgated
forRus i an f i r ms. Eviveyeartcrédadefgut swRpu(GDsSS) spréad went down from 390 basis
points (bps)in early 2016 to 22®psin June 2016, this is still higher thtre 170 basis points in early 2014
(Figure16). The sinctions regime, higher borrowing costs, and limited growtbspectsled to continued
deleveraging in the corporate sector, especially for banks. Meanythédeexternal debt of the gvernment
increased aghe federal budget deficit expanded. In May, the government issued US$1.75 Hilkgear
Eurobonds withan effective rate of 4.75 percent for the first time since 2013. The ruble parthef
government ' s ext e rtoparthasdsobriible povecnmenabereisby desgidents.

Thee has been an improvement in tsuation of the labor marketin RussiaReal wagestopped contractig

while unemployment remains stable at low levels. However, other sources of disposable income are stil
declining irreal terms. Pensions and incofnem selfemployment and informal activities that are particularly
important for peopleat the bottom of the distribution contractethe most. Although the poverty rate
decreased, its level remains elevatadd other indicators of shared prosperity are still at risk.

Despite the continued economic stagnatignemployment rates areat near maximum levels Absolute
numbers ofthe economically active and employed populatisrere almost unchangedin the first eight
months of 2016 compad to the same periodn 2015. This is partly explained the specific position othe
Russian labor m&et, which mostly reacts through wages, but not employmédther reasonsncludethe
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outflow of labor migrants from Russiahich haseduced negative wage and unemployment presstirem
domestic workersThe labor force paitipation Figurel7: Labor force participation (LFP) employment
and employment rates even grew to levels rates increased slightly (percent)

above 70 and 66 percent respectively to 71
compensate for the decline in the workiage 70 1
population Figure 17). As a result, 69
unemployment did not grow muchand 2? 1
remaned at 5.6 percent in the first eight months 66
of 2016— the same level as year ago Figure

65 -
10) 64
Other labor market indicators have not been %3 7

. , 62 +———+———+——+———+——+———+——+—+——+—
overly impacted The number of paftime 2011 2012 2013 2014 2015 2016
working employees is experiencing slow growtt LEP rate Employment rate
and remains far below the Vels ofthe 2009 LFP rate, MA Empl. rate, MA

crisis period. The ratio of hired and retired

workers is stableand he average number of Source: Rosstat, Havanalytics and World Bank staff estimate

hours worked is declining slowly. The structure

of unemployment remains the same, with the gaps between male/female and rural/urban unemployment
remaining stableand most of unemployment still being long term (30 percent of unemployed were looking
for a job over one year). Due to low labor mobility, unemployment by regions remains unequal.

Disposable income continues to decline in real terntiscontracted by 5.8 percent in the first eight months

of 2016.With the slowdown of inflation and moderate growth of nominal wages in most sectmbwages
decreased justarginally by 0.3 percent in firgtight months of 2016§Figure18). On the back of ongoing
fiscal consolidation, thelowest wage growth was ithe public sector: in public administratipmominal
wages increased by only 2 percemthile in education and healthhey increasedby 4 and 5 percent
respectivelymuch belowthe average inflation of 8 percent. Pensions were indexed by only 4 percent in the
beginning of the yeatherefore decliningn real terms by 3.7 percent in Januaiygust 2016. However, the
contraction of real pensions was not uniform. For the bottom detliley even increased due the design

of the pensions system in Russiahich guarantees the subsistence minimum level of income to each
pensioner. The most affected were vulnerable pensioners in the bottom 40 percent of the distribution, but
not those in the first decile. The highest negative contribution to disposable income dgsamwas from
incomes that are not directly registered by statisticseltemployment, wages in small busineasd inthe
informal sector Figurel9). These sources of income are particularly important for people in the bottom of
the distribution.
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Figurel8: Real wage growtlwas close to zero in all Figurel9: Real incomes continue to declindriven by

sectors non-wage sources
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Despite the continuedcontraction of disposable incomes, the poverty rate slightly decreased dueh®

slow growth of the national poverty line After the
Figure20: The $are of vulnerable population with per

jump ofthe poverty line in the beginning of 201the o . .
: . p P v ) g g ) 8 . capita incomes below 10 USD/day 2005 PPPs increase
minimum cost of subsistence grew less than inflation for the first time since 2009 (percent)

in the first two quarters of 2016. This allowed some 100

people in the bottom of the distribution te@scape 28
from poverty even if their nominal incomes grew 238
moderately. In first half of 2016, 21.4 million people 28
or 14.6 percent othe population had incomes below 30

20
the level of subsistence. This was 0.5 percenta¢ 10

oints lower than a yeaago(Table4). However, man
P _ yeaago( ) _ _ y ,@Q\ ’@6‘ '\9& ’@Q"‘ ,\9& ’&Qb ,\96\ ’&Q‘b '\9& ’@\Q '\9\" ’@0 '\90 ,@"b\ '\9'@
people in the bottom 40 percent and in the middle of

L . C e . mmmm more than 50 USD/day 25-50 USD/day

the distribution experience a significant decline Of  wm 10-25 USD/day 5-10 USD/day
their real incomes in 2015. That leéd a significant == less than 5 USD/day =~ =====more than 10 USD/day
increasein the share ofthe vulnerable population with Source: World Bank staff estimates based on-RISES database
per capita incomes below 10 USD/day in 2005 PPPs.
This indicator increased by eight percentage pointsore than in 2009-and reached 51 percenteverting

many of shared prospetitgains of recent yeargigure20).

Table4: The poverty rate stopped growing, but remains elevated

2010 | 2011 | 2012 | 2013 | 2014 |Q1 2015 |Q2 2015 |Q3 2015 [Q4 2015 |Q1 2016 |Q2 2016
Poverty rate, percent 125 | 127 | 107 | 108 | 11.2 | 15.9 15.1 14.1 13.3 16.0 14.6
Number of poor, milion people | 17.7 | 17.9 | 154 | 155 | 16.1 | 22.9 21.7 20.3 19.1 23.4 21.4

Source: Rosstat

1.4 Monetary Policy : Monetary easing took a measured approach

The Central Bank of Russia continued its careful management of monetary conditions, which led to a furthel
slowdown of inflationConsumer price inflation more thdralved to 61 percentin October2016 compared
to 156 percent inOctoberlast year.
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The Central Bank continued its measured approach to

L . . Figure21: The Central Bank cut the key polic
monetary easing in 2016 he regulator kept its key policy rate rate by 50 tasis pointsin June and

unchanged from August 2015 till June 2016 (11 percent) as September 2016

inflation expectatios remained elevated. The key factor that 18
affected inflation &pectations was the new round of ruble 5
depreciation during September 201%5ebruary 2016. In view 12
of the sustained decline in inflation pressures, the Centr: ’:’
Bank resumed its monetary easing in June 2016, cutting 6
key policy rate by 50 bps and by ahet 50 bps in September &y i iissweas cageezes’
2016 to 10 percentRigure2l). In the September statement, & £ = 2:i2zi35 53277759

the regulator confirmed its cautious approach to monetary, ce: CBR and World Bank staff calculations
easingfor the remainder of 2016with the key interestrate

likely remaining unchanged until the end of the year due to elevated inflation expectalibaentral Bank
left the key policy rate unchanged in October.

The resumption of monetary easingcoupled with deficit _ o

. . . Figure22: Monetizaion of the economy

financing from the Reserve Funtéd to a gradual relaxation increased

of the monetary stance The monetization of the economy . 25
42

increased with M2 to GDP ratio rising from 40.5 percnhe s
end of 2015 to 42 percentat the end of the second quarter w0

o N A O ®

w05
of 2016 Figure22). At the same timgaverage M2 growth w05
accelerated to 12.1 percent-@-y in the second quarter of e
2016and 11.8 percent-y in the third quarter of 201&om e

Q42014 Q12015 Q2 2015 Q3 2015 Q4 2015 Q1 2016 Q2 2016 Q3 2016
9.5 percentat the end of 2015. The observed moderate Average Money Supply growth, -0+, a, percent (LHS)
relaxation in moetary stance led ta reduction in money Fuerage Money Suppy percent of GOP (R1S)
market rates from 11.8 percentqy at the end of 2015 to
10.6 percent yo-y in October2016.However, as inflation decelerated, real interest rates turned positive,
keeping monetary conditions relatively tight.

Source: CBR and World Bank staff calculations

Important factors such astrong base effect, weak domestic demaypand fiscal consolidatiomelped ease
inflation pressures.In January- October 2016, annual consumer inflation decelerated ta4 hercent
compared to 15.9 percent in the same period of 20The inflation slowdown was largely due to the sharp
deceleration of food inflation fromd9.9percent in January October2015 to 6.3 percenin the same period
this year Figure23). Thehigh base in 2015largely attributed to restrictions on food imports and the pass
through effect from the ruble depreciationwas the main reason behirttie deceleration in food inflation.
Inflationary pressures subsidedspeciallyn the third quarter of 2016, partly supported Hye stronger ruble.
Thiswasreflected in the dynamics of core inflation, which dropped g ercent inOctober2016 compared

to 10.7 percent in January 2016 and4percent in October2015.

In 2016, the oil price remained the key driver of the ruble exchange ratbile the impact of geopolitical
factors diminishedFigure24). The arp fall in oil prices from September to Janudeg the ruble exchange
rate to depreciate to its record low of 83RJBUSD. The sustained recovery in oil prices since March 2016
supported the ruble, which by September gained 9 percent against the W. dde relatively stable oil
prices in June- October2016 facilitated demand for ruble denominated financial assets, which offered
attractive returns. At the same timéhe impact of geopolitical factors on the exchange rate appeared to have
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diminished, which is reflected in lower and less volatile CDS spreads on Russian sovereign bonds.

Figure23: Inflation slowed down (CPI index and its Figure24: The oil price remained the key driver of
components percent, yo-y) the ruble exchange rate (changes in oil prices and tl
nominal exchange rate, lgarithmic scale)
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1.5 The Financial Sector : More stable but still vulnerable to
macroeconomic risks

¢KS olylAy3d aeadsSy Kra tFrNBSte& adroAftAil SR RdzS
financial sector in 2015, bitt remains vulnerable to macroeconomic risks: the ongoing economic recession,
depressed caumer demangdand interest rate uncertaintyn 2016 credit growth remained negligibléhe

quality of bank portfolios continued to deteriorand the overall sector performance was wedthoughit
showed some improvement in comparison to 2015

The weak economic environment continuedo negatively affectthe banking sectof2 derformance.
Corporate loans have grown in low single digits, driven mainly by refinancing of large companies and the
obligation by banks recapitalized by the government to inseetheir exposure by fiercenta month for 3

years in certain strategic sectors. In the retail segment, loan growth was negative due to weak consumer and
auto segments, with the exception of mortgage lending, which was boosted by the governimsrest-

rate subsidies progranGiven declining inflation and the falling CentBaink key rate (which was lowered

twice in 2016), new lending rates are expected to decrease over the meitm and encourage demand

for new loans.

Even though banks have reduceldir risk appetite in new lending, a drop itihe real disposable incomes
of the population andthe weaker debt servicing capacity of the corporate twowers contributed to
additional pressure onthe quality of bank portfolios. As a result, credit qualityontinued to worsen:
reported Non-Performing Loans\N[PL$ reached 98B percent of total loans in the firstight monthsof 2016
(up from 8.3percentat the end of 2015). Despite worsening credit quality, the banking séctsapitalization
remained stable tls year with an aggregate capital adequacy ratio ob Jizrcent (above the regulatory
minimum of 8 percent) as @eptemberl, 2016 Figure25 and Figure26).
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Despite this challenging environment, the flow of _ _ o ,
. ) . Figure25: The kanking sectof) éredit profile and
deposits has increased, liquidity in both ruble and yerformance remain weakwhile capitalization is stable

foreign exchange has improved, and there were (percent)
no signs of increased dollarizatioB. a n k s f e Capital adequacy ratio
performance has shown some improvements a = = NPLstototal loans

) ; - ) 20 e | 0an |0ss provisions to total loans
the banking sector returned tgrofitability this == Return on assets

== Return on equity

year. The eturn on assets was 0.8 percent, ancis o
return on equitywas7.2 percent as ofSeptember

1, 2016. Sector profits almost tripled since the

beginning of the year and totaled 8632 billionin 5
the first eight months of this year. However, 60 0
percent of these profits came from Sberbank. & & ¢ & & ¢ & & & & & & @
Profits at other Russian bank&re much weaker. SRR S

2 RN
Source: CBR.
The CentraBank has continued its efforts to clean

up the banking system in 2016, cutting the Figure26: Bank credit growth remainsveak (percent,
number of banksthat are non-compliart with adjusted for the forex revaluation)
regulations and that conduct risky operations 20
leading to an erosion in their capital baseThe 1
number of banks in Russia has fallen from #83 1w
the beginning o2016to 649 as ofOctoberl, 2016 5
and further consolidation is expected. The share ¢ |
the top five banks in the sectors tssdtsahbs
increased to 5@percent from 54 percent at the

beginning of this yea©wing to the convergence of 222222323223 323322233
. . . 2838388582332 833885823

external factors (economicsanctions and low oll SS9 SS9 SSSSSSSSa9SaS S5

prices)as well asinternal factors (slow economic s companies = household  ——overal

recovey), in the near term, theRussian banking
sector is likely to remain vulnerable to
macroeconomic risks as both corporate and retail clients will continue adjustinbetmew economic
environment of low growth, weak demandnd stagnating incomes.

Source: CBR, World Bank calculations

1.6 Government Budget : Fiscal consolidation is planned to 2017 and
beyond

The federal budget deficit weakened in the firistemonths of 2016 as lower expenditures did not compensate
for lower oil revenuesDespiteexpenditure cutsn January¢ September2016, primary expendituresare
expected to increase by the end of the year. This will result in an overall expansiscadrpolicyin 2016,
with consolidatiorplanned for2017- 2019 The anticipated reintroduction of a medittarm fiscal framework

for 2017¢ 2019, focused primarily on expenditure cuts, is expected to guide this consolidation.

The government tightenedts spendingin the first nine months of 2016.In January- September2016,
federal government revenues dropped to 35ercent of GDP from715 percent of GDP last yedError!
Reference source not founl. The rublé depreciation only partly compensated for a drop in oil prices from
US$54.4/bbl (Urals) toUS$39.9/bbl, and oil and gas revenues slumpiedm 7.8 percent of GDP last ye&y
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5.6 percent of GDP in the firsine months of 2016. Nowil revenuesemained a®©.7 percent of GDP in 2016.
Meanwhilg the federal governmerit grimary spending decreased By8 percent of GDP to 17 percent of
GDP in the firshine months of 2016. The government consolidated federal budget spending by means of
freeze m civil servant salaries, indexation of pensions lower ttherinflation rate, and afreeze m thesaving
pillar of the pension systenit the beginning of 2016vhen the governmentvasfacedwith oil pricesthat
were much lower than stipulated in the federal budget law for 2016, it decidedroadditional 10 percent
acrossthe-board expenditure cut for all categories except defence amdcial spendingin the first nine
months of 2016, government spendimg national defence 0.7 percent of GDP), national securityQ(2
percent of GDP), national economyO@2 percent of GDP)and sport (-0.1 percent of GDPjlecreased
Expenditureson housing and communal services, educatiand intergovernmental transfers remained
roughlyat the same level as a share of GDP but decreased in nominal tewes.though the govament
indexed the majority of pensions below inflatiost a rate of 4.5 percent, government spendiog social
policy increased by 0.5 percent of GDP. Decreasexpenditures could not compensate for a fall in revenues
and the federal budget primaryeficit widened from0.4 percent of GDP last year to8lpercent of GDP this
year.However, bwer spending brought about an improvement in the rmihfiscaldeficit from 8.9 percent

of GDP ta.2percent.

Figure27: Federal budgetevenues declined and the government tightened its spending
(% of GDP, January to September)

18 0 — -
17 -2
16 4
15 -6
14 -8
13 -10
2015 2016 2015 2016
E Primary expenditure ®Revenues ® Balance ®Non-oil primary balance

Source: Economic Expert Group, World Bank staff calculations

Despite tighteningof the budgetspending in the first nine months of 2016, expenditures will increase by
the end of the yeaibecause oincreased national defencand social policyspending

Overall pimary expenditures would increase from 18.7 percent of GDP in 2015 to 19 pefCeble5).

Compared to spending in 2015wgernment expenditures would increase for national defendgeg percent
of GDPRand social policy (+0.3 percent of GDNM@anwhile governmentexpendituresvould decline fothe

majority of other expenditure categories: state managemerd.{ percent of GDP), national securit@.{
percent of GDP), national econom¥) (3 percent ofGDP), housing and communal servic@sl(percent of
GDP), education(.1 percent of GDP), healtFO(1 percent of GDP), and intergovernmental transfe@sl(
percent of GDPDue to higher noroil revenues, lhe ron-oil and gas primary deficit would impre by 0.3
percent of GDP to 8.7 percent of GDP.
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Federabudget revenues are expected to drop b @ercent of GDRainly on the back of lower oil and gas
revenues The government increaseits projection for nonoil and gas revenues due the expected
privatization of Rosneft.

This suggests that the projected federal budget deficit for 2016 will increase to 3.7 percent of GDP (from 2.4
percent in 2015).

Table5: The projected federal budget deficit for 2016 is higher tharn2@l15 (percent of GDP)

2016 federal
2015 9 months 201% 9 months 2016 budget law with

amendments
Expenditures 19.3 18.6 17.9 19.4
Primary expenditures 18.71 17.9 17.1 19
Revenues 16.9 17.9 15.3 16.1
Oil and gas revenugs 7.3 7.9 5.9 5.8
Non-oil and gas revenugs 9.6 9.7 9.7 10.4
Balance -2.4 -1.1 -2.6 -3.7
Non-oil and gas balance -9.7 -8.9 -8.2 -9.4
Primary balance -1.8 -0.4 -1.8 -2.9
Non-oil and gas primary balance -9 -8.2 -7.4 -8.7

Source: Ministry of Finance, Economic Expert Group, World Bank staff calculations.

Federal debt decreased in relative terms and
stayed ata low level, with the major part of the
deficit financed from the Reserve Funth the first
half of 2016, ¢deral government debdecreased as 14
percent of GDP due to exchange rate movemen
and t remains atan overalllow level Figure28). 9
The bulk of the federal budget deficiin the first
ninemonths of 2016 was financed from the Reservi 4
Fund.The ret increase in domestic borrowing in the

Figure28: Federal government debt stayed at a low
level (percentof GDP, first half of the year)

billion). The government alsoissued 16year m Debt denominated in foreign currency
Eurobonds for US$1.75 billion in May and US%1. m Debt denominated in rubles

billion in September although this would only
constitute about 6.3 percent ofthe expected
federal budget deficit. Privatization proceedsMm

Alrosa and Bashneft) broughtUB382 billion (US$6.killion) for deficit financing.

Source: Ministry of Finance, Rosstat, World Bank ¢
calculations
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With the financing of the deficit mainly from the Reserkend,federal government debts expected to
increaseto 14.2 percent of GDRipper limit 16.2 percent of GDih 2016 from 13.6 percent of GDP in 2015,
partly due to increase of Rub 500 billiarpper limit 2.5 trillion rublesin domestic guarantees.

The consolidatedudgetof regional governmentsegistereda surplus in the first eight months of 2016n
January- August 2016consolidated regional primary expenditures as well as revenugedtat about the
same leveln relative termsas last year11.0 percent of GDP and 12.1 percent of G&pectively(Figure
29). The pimary consolidted regional budget surplus totaled 1.1 percent of GBRJ the egional budget
debt stayed at 2.9 percent of GDP in the fhratf of 2016, the saméevelas the end of 2015As in 2015, the
government provided budgdbansto regions with interest rate of 0.1 percent per year, to substitute for

commercial loans and reduce regional interest _. _ . . :
Figure29: Regional government primary expenditures ¢
payments. As a result, share of governmé@#ns || as revenues remained at similar levels as last ye:

increased in the first half of 2016 to 45.2 percent of (percent of GDP, January to August)
regional debt from 34.9 percemtf regional debtin 13
the end of 2015.By the end of 2016, the 12

government projects a consolidated reginal

budget deficit of 0.3 percent of GDP compared t 12

0.2 percent of GDP last yedbebt of regions is 11

expected to increase by about 10 percent by the 11 I I
end d 2016. 10

General government primary expenditures 2015 2016

decreased by 1.6 percent of GDP in the first eigl m Primary expenditures B Revenues

months of 2016 to 33.4 percent of GD®hile Source: Rosstat, Haver Analytics and World Bank staff estim
general government revenues dropped by 1.4

percent of GDP to 32.8 percent of GDP. Dedpiawvidening fiscal dicit, the general government son-oil

and gas primary deficit improved to 6.4 percent of GDP from 8.7 percent of GDP lagyytsr end of 2016,

the general governmengxpenditures are projected to increase to 36.3 percent of GDP from 36.0 percent of
GDP last year, mainly due to increase in federal spending. General govewhafieittis projected to increase

to 4 percent of GDP from 3.5 percent in 2015.

In the newcontext of low ail prices, the governmenuvill strive for fiscal consolidatiorin the medium-term
mainly through expenditure cutsand some revenue mobilization effortsin 2016, the government
suspended the fiscal rule artle mediumterm fiscalframework whichit plans to reintroduce in 2017.
Currently the government submittedhe draft law on the federal budget 20172019to the Duma The draft

law assumes conservative oil price of US®/bbl for 2017-2019.The government strives for consolidation
mainly through expenditure cuts: expenditures would decrease IByp&rcent of GDR almost evenly
distributedacrosghree years Government expenditures were calculated in the framework of the new fiscal
rule. The biggest expenditure cuils the next three yearsvould occur in national defencel(8 percent of
GDP)social policy-0.5 percent of GDP), national securit.4 percent of GDPhational economy-(0.4
percent of GDP), and healtf0(2 percent of GDP)Federal government revenues are expected to decrease
from 16.1 percent of GDIR 2016to 15 percent of GD 2018dueto decreasing oil and gas revenues in the

4 As for the whole budget system, foaexpenditure cuts would occur in national defeneke percent of GDP), national
economy {0.6 percent of GDP), social polied. percent of GDP), national securiy.b percent of GDP), and education
(-0.2 percent of GDP).
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mediumterm andthe oneoff effect ofexpected receipts from privatization in 20I&he fiscal consolidation
will also be supported by revenue mobilization effortse tyovernmenprojects to raisel.1 percent of GDP
in 2017— 2019 predominantly from transfer afividendsof the state controlled companies aridcreasing
tax revenuerom the energy sectofError! Reference source not founy.

Table6: Federal budget deficit expected to decrease over time (percent of GDP)

2016 | 2017 | 2018 | 2019
Expected Draft budget law
Expenditures 19.8 18.6 17.3 16.1
Revenues 16.1 154 15.1 15.0
Oil and gasevenues 5.8 5.8 5.5 54
Non-oil and gas
revenues 10.4 9.6 9.6 9.6
Balance -3.7 -3.2 2.2 -1.2
Nonroil and gas balance -9.4 -9.0 -71.7 -6.5
Qil price (Urals) 41 40 40 40

Source: Ministry of Finance

Fiscal buffersaare expectedo decrease from 7 percent of GD# the end of 2016 to 3.1 percent of GLd#®
the end of 2019increasing fiscal sustainability rigkror! Reference source not foundin 2017-2018,the
government plans to rely heavily on oil funds for deficit finandifigh the Reserve Funlikely tobe depleted
in 2017, the governmergxpects toalreadytap into its National Welfard=undin 2017and even moresoin
2018.Domestic borrowing will be another major source for federal budget ddiingihcing(Error! Reference
source not found). In 2017—-2019 net domestic borrowingvould double compared to 2016

Figure30: Fiscal buffers are expected to decrease Figure31: Government debt is expected to increase

substantially by the end of 2019, increeug fiscal (percent of GDP, -®-p)
sustainability risks (percent of GDP;cep)
12 20
10 15
g 43 a2 39 39
6 10 .
4
: 11
0 - .
2015 2016 2017 2018 2019 2015 2016 2017 2018 2019
m Reserve Fund m National Welfare Fund m Ruble denominated debtm FX denominated debt
Source: Ministry of Finance Source: Ministry of Finance

Fiscal tightening at the federdevel may also adversely affect the performance of some regiofscal
constraints carkead to a cut in transfers to subnational governmerafectingtwo-thirds of Russian regions
where federal transfers constitute 15 to 50 percent of revenue. Concabasit debt levels will make it
difficult for many local governments to support expenditures.
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Part 2. The Outlook Over Three Years
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economy is projectetb contract by0.6 percent in 2016an improvement from our earlier June forecast of

1.2 percent As hydrocarbon prices are mrojed to continue recovering and positivelffect domestic
demand, the economy is expected to experience bottomingluring the second half of 2016 agcbw bya

modest 1.5 and 1.7 percent in 2017 and 2088pectivelyWe expecttie poverty rate talecrease on the

back of decelerating inflation ararecovery in private incomes and consumption.

Global growth is expected to recover over the medid@rm, but divergences will remainGlobal growth is
projected to grow bya disappointing 2.4 percent ir016 due to deceleration in advanced economasing

to both cyclical and structural factors. Over the mediterm, however, economic activity is projected to pick

up to about 2.9 percent in 2032018, although the recovery may be slower than previousijcgpated
because of uncertainty related to the impact of Brexit. Divergences between commodity exporters and
importers will persist. Commodity exporters are expected to see a turning point in growth paitethe
second half of 2016 or in early 2017 @smmodity prices are projected to continue recovering. Meanwhile,
commodity importers are expected to continue benefitting from relatively low energy prices, improving their
growth prospectsthe exception however,is China whichwill continue to rebalace its economy and grow
slower.

wdza aA Qa4 SEGSNYIt Sy@ANRYYSyid Attt NBYIAyYy Qe ffS
prospectsof its main trading partners have deterioratedrhe extension of the .8 and EU sanctions (initially
introduced during the 2014 Ukraine crisis) will continue limiting access of Russian financial institutions to
international capital markets. Meanwhile, economic prospects for major advanced and emerging economies
have deteriorated amist weak global trade and marfiacturing activity. Bleak economic prospeéi€ing
Russia’'s key tr adi rbgungbke totomtributespositiecly tothe treuudrgdrecovely of
external demand. Growth in the EU, t he maithan des
earlier anticipated and is expected to remain modest over the medim. China, the second largest export
market for Russia continues its gradual slowdown and rebalancing as the economy transitions to a new
development model. Growth of the.H economy slowed in 2016 and is expecteda®slower than before,
diminishing its role as one of major export destinatiéor Russian goods and services.

So far, import substitutionhas had a limited impact on growth and redistribution of production factors,
implying a slow process of diversificationAs expectedthe relative price adjustment facilitatethe import
substitutionprocessrror! Reference source not found.suppating production in several sectors. However,
this impact was limited due tarelatively low level of spare capacity (the capacity utilization level remained
at historically high levels in mosi@adable sectors) and limited availability of labor. As aulésthe positive
impact of import substitution was not enough to compensatetfa overall contraction in manufacturing of
1.7 percent yo-y in the first half of 2018nanufacturing contributed0.2 pp to GDP growtthuring this period
Meanwhile, there vere sectors that demonstrated positive dynamics in manufacturfogd products,
rubber,textiles, leatherwood processing, chemicaldmachines an@quipment Error! Reference source
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not found.). Another sector that benefitted from relative price adjustment and counter sanctions was
agriculture,exhibitinggrowth of 1.5 percent in the first half of 2016.

Figure32: Growth of output solddomestically Figure33: Number of sectors within manufacturing
outperformed growth in domestic demand (percent demonstrating growth is limited (annual growth,
growth, y-0-y) percent, yo-y)
10 m Jan-Sep 2016 Accumulated growth in 2015, compared to 2013
15
5 10

5 * * ¢

—~ L J
l L 4 H ' =
2012 2013 2014, 2015 2016 5 ¢ * -
3 ¢ o
-5 10
3 L 4 *

_ 10 '20 .
O & & & P L . 2 P 2 &

\&\o Q@ .\C}?J b°0 2 G& %e\e ‘@\‘& v\,\\(\e _§e & \/z?\ N
F & E QO I N P N

-15 &NV > & RN NS

&S > KR 9 o 9
. . . @lb @Q’ @ ob 06 Qé
= RUssian goods and services, sold domestically & < & O S
A <
Domestic demand &
0‘6‘

Source: Rosstat, Central BaWkorld Bank staff calculations Source: Rosstat, Central Bank, World Bank staff calculations

The limited diversification is also reflected in sluggish investment activities and limited growth in-aibn
exports. Onlya few sectors reported investment gngh in the first half of 201@vhile others continued to

cut capital investment despite improved access to finance high profits. For example, investment
contraction in manufacturing continued in the first half of 2016, which sugdagher deterioration inthe

capital base and potentially negative impact on future productivity growth. The aggregate data show
relatively slow export growth in 2015amdc ont r acti on i n Russia’'s export
half of 2016. While energgxportscontinued to be robust, slightly more than half of roihexports registered
contraction. In the first half of 2016, expegxpanded in food products, wood products, textiles, and metals.

Figure34: The economy is expeetd to inch
towards growth in 2017 and 2018 (real GDP
growth, percent)
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Crude oil prices are projected to average $43/bbl in 2016 4 120

a decline of 15 percent from last year, and average | 100
$55/bbl in 2017. Consumption is expected tstart . | ﬁ .
exceeding production in 2017, particularly in the second o , , , , , , »
half of the year, andthis will help reduce the large ] K/

inventories. The forecast assumes OPEC will succeec ; “
limiting global production and that U.S. production will 4 |
flatten out next yearHowever, here are significant risks - 0

2012 2013 2014 2015 2016 2017 2018
to the forecast, especially given uncertainties about thi GDP growth  ==0il price, average (US$ per barrel)

imple ment ati on of OPEC’ s ag rs®r&Menfdank dafclculdiohse t r aj ect
inventories. Upside risks include a larglean-expected

OPEC cut and further outages in some oil exporters (e.g., Libya, NegetMenezuela). Downside risks to
prices center on weak demand, earltian-expected return of lost production, and failure of OPEC to
implement ameaningful reduction in output.

20

We expectthe economy to hit bottomduring the second halbf 2016 and then start recovering from 2017
onwards (Error! Reference source not foundOur estimates suggest that annual real GidlPcontractby
0.6percent in 2016, which is smaller than our June 2016 forecadt®dpercent (upgraded froml.9 percent
forecasted in April). We revised the growth estimate upwards because of more favorable terms of trade that
beganstimulating domestic demandsven asexternal demandweakened Error! Reference source not
found.). The positive terms of trade effect, coupledith more stable macroeconomic conditions, are
expected to positively influence consumer and investemtiment, leading to a recovery of domestic demand
and modest economic growth in 2041B.

Supported by the resumption of real wage growth, consumption is projectedotace againbecomethe

main contributor to growth in 20172018. Consumer price infladn is expected tocontinue moderating,
falling below 6 percent-p-y by the end of 2016 (averaging at about percent) and reaching 4 percent by
the end of 2017 As a result, lower inflationcombined with improved credit conditions aradlsomewhat
stronger ruble wi | | hel p increase housnsumptiordgsoivth wilurecavér 890i n g
percentand 1.6 percent in 2017 and 20X&spectively The projected improvement in household demand
and real wage growth are expected to mostly benefinstiradable sectors, in particuldhe retail trade and
financial sector, whichin 20172018 are projected to beome the main contributors to growth on the
production side At the sane time, the impact on tradable manufacturing sectors (which produce coasu
goods) could be limited due the expected higher competition from imports.

Aggregate investment demand is projected to be the second major growth driver, predominantly due to
inventory restocking starting in 2017 and continuing through 2018he projected improvement in
household demandiuring 20172018 isexpectedto reversethe longlasting cycle of inventory destocking,
with major producersalreadystarting to replenish their stocks in 201This could boost overall investment
demand, supporting growth momentum in tradable manufacturing while also leading to higher imports.
Meanwhilg in the environment of sluggish global demand and remaining policy uncertdixeyg capital
investmentis projected to recover modestly b percent yo-y in 2017 Fixed nvestment growthwill
accelerate to 4 percent-g-y in 2018 when policy uncertainty subsides and external denvapdoves The
lower cost of credit will also suppadtie growth offixedinvesiment in 2018.
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The ontribution of net exportsto growth will be negative in 2017 and 2018nports are expected to start
recoveringin 2017on a very low base andupported byanimprovement in domestic demand, particularly
inventoryrestocking. As a refiuthe contribution of imports tagrowth willturn negative and is projected to
outweigh the positive contribution from exportshus leading toan overall negative contribution of net
exportsto GDP growth in both 2017 and 2018.

Moreover, fiscal consolidation measures are expected to narrow the consolidated deficit from 4.2 percent of
GDP in 2016 to 2.2 percent of GDP in 2017 and 0.6 percent of GDP in 2018. The planned fiscal consolidatic
will limit government capacity to suppodonsumption through real increases in public sector wages. The
Central Bank is expected to continue floating the rublevhich will helpmaintain external balanse The
current account is projected to gradually decrease due to rising imports but wilirssayplus until 2018.

Table7: Main macroeconomic indicators in the mediuterm perspective.

2015 2016 2017 2018
Oil price (US$ per barrel, WB average) 51.9 43.3 55.2 59.9
GDP growth, percent -3.7 -0.6 15 1.7
Consumption growth, percent -7.5 -2.5 2.0 1.6
Gross capital formation growth, percent -18.7 1.9 6.0 4.9
General government balance, percent of GDP -3.5 -4.2 -2.5 -0.5
Current account (US$ bilions) 69.0 27.6 26.5 25.4
Current account, percent of GDP 5.2 2.2 1.8 1.6
Capital and financial account (US$ bilions) -86.1 -27.4 -26.4 -25.4
Capital and financial account, percent of GDP -5.3 -2.2 -1.8 -1.6
CPI inflation (average) 15.5 7.1 4.5 4.0

Source: Rosstat, Ministry of Finance, CBR, WB staff calculations.

In terms of the poverty outlook, he poverty rate is expected tolecreasebecause of lower inflatiorand a
recovery in private incomesDespite the projected contraction of private consumption, the poverty rate is
likely to go down in 2016 to a level of 13 percent compared to 13.3 perce2dib Figure35). Nominal
incomes for the majority of the population will grow faster than the poverty line, bringing more people out
of poverty. Prices of products are expected to grow at a much slowerip&. 6 given the jump in prices in
early 2015. And we expedie poverty rateo continuedecreasing in 2017 and 204@12.2 and 11.8 percent
respectively Lower inflation and higher wage growth (as the economy recovers) are contributing factors.
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Figure35: The poverty headcount is likely to decline (percent)
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Vulnerability of the economy to external shocks requires the authorities to focus more on deepening
structural reforms. A variation in oilprices— 15 percent from the forecast, other things being egual
produces the following growth paths ftlhe economy: 0.7 percent for 2017 and 1.5 percent for 2018 for the
downward variation vs. 2.1 percent for 2017 and 1.7 percent for 2018 for the upveaiation, underscoring

the sensitivity of the economy to fluctuations in oil pric8he current downturn should be used as an
opportunity for accelerating structural reforms, the pace of which has been slowed in the environment of
previously high commaty prices.Reducinghe role of the state in the economy and intensifying institutional
reforms may help in fostering privaded growth that is paramount for more diversified and sustainable
development. Protecting property rights and ensuring the rdllaw may bolster investor sentiment towards
Russia and provide an additional impetus to growth. Improving the regulatory framework and promoting fair
competition may improve the business environment for domestic and foreign investors and create a more
even playing field for doing business in Russia. The new norm of low oil prices ligdsesom for delaying
efforts to transform Russia from a resourdependent state to a more diversified privasectordriven
economy.

Part 3. Distributional Impact of Fiscal Policy over the Boom and
Downturn

Government spending played a large role in the reduction of poverty and in increasing the incomes of the
less weltoff in Russia, particularly after the global financial crisis of 262809 While income growth was
driven primarily by rising labor income up to the crisis, fiscal trarsfastly due to increases in pensions
played a much more critical role after the crisis in sustaining income growth for households. Fiscal
consolidation pressures highlight the pglicadeoffs that the country faces in protecting the income gains
achieved in recent years. Pensions and public wages are importantsoftiirceome for a large share tfe
population. Given the tightening budget constraint, it will be important to mekisting spending more
efficient and increase its effectiveness in reducing poverty, particularly given that the indication is that fiscal
consolidation measures have negativafectedthe incomes of the less welff and increased povertRussia

could achieve more redistribution for its current level of government spending and revenues. The magnitude
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of the reduction of inequality by the fiscal system is similar to that of Japan and Estonia, and Russia perform:
somewhat better tharthe United States, Turkey, Chile, Braail Colombia in reducing inequalityut many

EU countries achieve a much higher reduction in inequality with fiscal policy. More redistribution in Russia
could be accomplished by implementing a broad mix-ofistibutioral benefits and taxes

Pensions make up a large share of government spending in RuSsiatributory pensions accounted for 22.7
percent of total general government spendjmy 8.6 percent ofsDRin 2014. Other direct transfers account

for 3.6 percent of GDP and only a small fraction of them are mtzsted (0.4 percent of GDP). Spending on
education and health is lowRussia invests less in educatiefi percent of GDPthan the OECD averagé o

5.3 percent (OECD 2015), and there are unmet needs in areas such as the coverage of early childhoo
development programsln terms of he health sectgrin 2014, public health spending in Russia was 3.5
percent of GDP, significantly lower than the OE@ame of 6.5 percent of GDP (in 2013). This is of particular
concern given the relatively poor health outcomes (such as lower life expectancy, particularly for men) in
Russia compared to countries at its level of development.

The total reduction of inequlty through the fiscal system is mainly due to pensianisequality of market
incomes as measured by the Gini coefficierst 0.48 and this falls to 0.38 decrease of 38 percerdjter the

impact on incomes of taxes, transfeend inkind services in education and health are taken into account
(Error! Reference source not foundl. Most of the inequality reduction comes through direct taxes and
transfers, mainly pensions, which reduce the Gini by 0.15 percentage points or 31 percent. Indirect taxes,
which are regressive in Russia, increase inequality slightiindntransfers(i.e., education and health
service$are—asisusually the caseprogressiveand in Russitheyreduce the Gini by 3.7 percentage points.

Table8: Pensions are responsible for most of the redistributive fiscal policy

Impact offiscalpolicy oninequality,two pensionscenarios

Market Disposabléencome Consumable Finalincome
income  (+net direct taxes income (+ transfers
and transfery (+net indirect in-kind)
taxe9
Contributory pensions as government transfers
Gini index 0.485 0.334 0.337 0.300
Absolute change compared to marke -- -0.15 -0.15 -0.18
% change compared to market income  -- -31.2 -30.5 -38.1
Sensitivity analysis: Contributory pensions included in market income
Gini index 0.358 0.334 0.337 0.300
Absolute change compared to marke -- -0.02 -0.02 -0.06
% ctange compared to market income  -- -6.8 -5.8 -16.1
b2aGiSay ¢KSNB Aa | tFNBS RAFFSNBYOS Ay GKS NBRA&GNKOamRA IS A

depending on whether pensions are considered deferred income (and social insurance contributions as mandatory savings) or
government transfer with social insurance contributions treated as a tax.
Source: World Bank calculations basedRuissian Longitudinal Monitoring Survey (RIHEE), 2014

SBased on E. Sinnott, M Mat yt si n, D. Popova, and E. Gorina, 2016,
Policy over the Boom and Downturn.” World Bank: Washi
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In Russia,lte tax system is much less effective in reducing inequality tiggwernment expendituresDirect
taxes are almost neutral given the flatte personal income tax and thus contribute little to the decline in
inequality Error! Reference source not foundSocial insurance contributions additionally have little impact
on inequality. As contributions are paid only by formal workers who tend to earn more than informal workers
social security contributions ar@n averageslightly progressivendirect taxes—VAT and excises which
areimportant taxes for the average household, are regressive and make up a high share of revenues.

Figure36: Thetax system does not reduce inequality; this is achieved through governnteamsfers (pensions)
Impact of the main components of the thenefit system on inequality

Kakwani Index (Measure of progressivity) Redistributive effect: Changes in Gini from market
final income
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Note: The Kakwamndex uses the Gini framework to measure the progressivity of spending and taxes. The larger the index, the more
progressive the expenditure or tax. For the purposes of the analysis, pensions are considered transfers and social insuranc
contributions areconsidered a tax.

Source: World Bank calculations based on RHSEIE 2014 data

The bottom six deciles are net beneficiaried the tax-benefit system if inkind health and education
services are includedThe top four deciles are net payers to the system, with their tax contributions being
greater than the benefits they receive. The flat personal income tax system limits the redistribution through
the fiscal system: the richer seventh to tenth deciles pasimilar share of income (around 30 percent) in
personal income tax and social security contributions. Government transfers dominatedadonthe lower
incomedeciles(Error! Reference source not founy.

Figure37: The population in the bottom 60 percent of the income distribution are net beneficiaries of the budg

Distributional impact of different components of the tax and benefit systeprdsfiscal deciles (percent of disposak
income, 2014)
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Source: World Bank calculations based on RHSE 2014 data.

3.2 Government spending has been the main driver of incomes

In the 201G6-2014 period,increases in the indexation of pensions and public wadesve played an
important role in raising incomes of households across the distribut{&nror! Reference source not found.

The largest contribution to income came from pensions, which accounted for 3.6 percentage points out of
the total of 8.1 percent income growth for the bottom four deciles of the income distribution and 3.1
percentage points out of the total 6.2 perdegrowth for the top six deciles. Public wages were the second
most important source of income growth, contributing 2.8 and 1.7 percentage points to income growth for
the bottom 40 percent and top 60 percent of the income distribution, respectively. Brimabmes, including
wages in the private sector and income from business and propenty,accounted for about ong¢hird of

total income growth in the period 2002014.

Income from the government budget became more important fboth the poorer and ricker population

groups over time Before the 20082009 financial crisis, pensions accounted for almost 9 percentage points
of the 16 percent rise in incomes of households in the bottom 40 percent of the income distribution. However,
pensions only contributeanarginally to the incomes of the top Gfercent Error! Reference source not
found.). Bycontrast, from 20082010 (during and immediately after the crisig¢nerous indexatidhmoved

many households with pensioners to the middle of the distribution. As a result, the tammdaeciles
benefited from the increase in pensions in this
in 2010. After 2010, pensions again became the main driver of incomes of the bottom four income deciles, as
other sources of incomeshowed little growth.

6 During 20082009, pensiors rose byl0 to 20 percent in real terms. In 20J@majorincrease (through valorization
which extended coverage) boosted pensions by 35 percent in real terms.
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Figure38: Income growth was driven primarily by labor income up to the crisis, with fiscal transfers playing
more critical role after
Contribution of various sources to income growth by periods and incomae ¢percentage points of annual incorr

growth)

_._
. e o °
5 .
-5 .

2005-2014 2005-2008 2008-2010 2010-2014 2005-2014 2005-2008 2008-2010 2010-2014

B40 T60
N pensions M public transfers public wages povate wages M otherincome @ total growth

Source: World Bank calculations based on R205-2014 data.
Notes: B40 denotes bottom 40 percent of the income distribution, and T60 denotes top 60 percent of the income distribut

Faster growth of pensions and public sector wages, together witle relatively low growth of private
incomes, means households are dependent on the public sector for incorfiles.share of incomes from the
public sector (wages in public sector, pensioasd other transfers) was relatively stable and high for
households in the bottom four income deciles over 2Q@8Error! Reference source not foung.ataround
60 percent. The income share of the top five deciles coming from the public sector grew due to pension
increases. The share of public wages in overall income remains high and relatively equal across the incom
distribution, at around 280 percentfor all deciles. In short, households in all income groups, including the
bottom deciles, are very sensitive to income flows from the budget, increasing the vulnerability of incomes
under the current tight fiscal situation.

Figure39: Share of total income coming from the government budget was important for all, and has increase

significance for the bettefoff population over time
Share of public programs in total income by decile (percent)
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Source: World Bargalculations based on RLNMSE data for 2008014.
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The priority in the short to mediursterm is to protect the poor and less webff from the potential negative
impacts of the fiscal and economic downturhere is room for reéargeting existing social protection
spending to achieve a larger reduction in poverty and inequality. Fiscal saongd be made by reding
spending on nommeans tested benefits. Budget resources could beriented toward programs aimed at
reducing poverty: the estimated cost of eliminating poverty through a cash transfer to bring everyone in the
population abovethe subsistence minimum poverty threshold is 0.8 percent of Gstrating that
eliminating poverty in Russia is within readfhetwo main caveatgo this estimation, howeverare (i) it
assumes perfect targetingnd (ii) i also assumes no behavioiange: all workers with a salary below the
subsistence minimum level stay employed. In reality, this program would provsigndicantdisincentive

for anyone with a salary below the subsistence minimum threstwidork. Additionally, the program cadll
incentivize workers to enter the informal labor market, and thus be paid in cash while still applying for the
program. Apart from cash benefits, it will be important to monitor what is happening in the broader financing
environment for social sector spdimg, includingspendingon education and health.

Advanced economies tend to reduce inequality through fiscal policy to a much greater extent than less rich
countries. Such policies can be justified from a growth perspective (see Ostry. @084 for furher
discussion); for instance, high inequalitggether with borrowing constraintscan prevent the poor from
investing in physical and human capital, leading to reduced growth potential for an economy (for more on
this argument see Galor and Zeira 1988d Banerjee and Newman 1993). Achieving more redistribution
would of course have to be done at a minimum cost to economic efficiency. Poorly targeted redistribution
policies are wasteful and create inefficiencies: expensive consumption subsidies taegedtesl general
population are an example. But fiscal policies focused on redistributionhalgethe potential to reduce
inefficiencies in the economy and enhance growth: for example, government support aimed at enhancing
human capital of poorer househadcan increase the potential for economic growth. When it comes to
putting in place redistributive fiscal tools, it is important to examine the overall cost and their potential for
creating economic efficiency.

While Russia achieves a moderate reductioriiequality through fiscal policy compared to other countries,
over time, the country could achieve a bigger impact through a change in the structure of revenues and
expenditures.The fiscal system of Russia has a similar impact on income inequalitytasf thapan and
Estonia, and a larger impact than that of the United States, Turkey, Chile, @r@pilombia Error! Reference
source not found). However, European Union coties such as Belgium, Germaand Ireland end up with

a much lower level of inequality after fiscal policy. This does not necessarily entail a much larger size of
government for example, Ireland achieves almost double the reduction in inequality ddesdal policy
compared to Russia with a simikirare ofgovernment spendingn GDRFigured1). Irelandachieves this due

to significant spending on meattasted benefits and redistribution through direct taxes and social security
contributions.Benefits and direct income taxes typically play an important role in countries where fiscal policy
substantially reduces inequality. &lstructure of taxes and benefits can differ, but where there is a large
reduction in inequality due to fiscal policy, there generally is a broad mix-distebutional benefits and
taxes.Meanstested benefits are more effective in reducing inequalitgin normeans tested benefits. Direct
taxes caralsobe a powerful tool for redistribution.
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Figured0: Redistribution in Russia is moderate compared to other countries
Gini coefficient before and after taxes and transfers, setbcbuntries
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Figure41: Other countries achieve a higher reduction in inequality with a similar budget size
Reduction in Inequality due to taxes and transfersize of government, selected countries
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Indicators for 2014.

Shifting tax revenues away from regressive indirect taxes to more progressive direct taxes could improve

progressivity while raising revenued\ restructuring of the tax system could aim to not only increaseaibon

revenues, but als rebalance corporate and personal income taxes to improve equity. Going forward, there
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are several directions that a rebalancing of revenues in favor ofailgources may take, including continued
improvements in compliance, an examination of the srbakiness tax regimeand exploringoptions for
increasing revenues from the personal income and corporate income (exgeghrough the introduction of

a progressive personal income taxax rebate for lowincome workersandor a broadening of the cqorate
income tax base)

The pensions system has played an important social safety net in Russia but is under fiscal &naem
demographic trends, leeviating fiscal pressuregrom the pension systenwill require significant reforms
(Onder and Fernandez 201Shortrun fiscalgainscanbe obtainedthrough such measures as restrictitig
pensbns of working pensioners, meatestingthe social pensionintroducing andexpandng defermentfor
early retirement,abolishingprivileged ontribution rates and broadeningthe contribution base. Irthe
mediumto longterm, efforts such agaisingthe retirement age eliminatingprivilegedregimes minimizing
early retirement, and introducing a functional disability assessmemlystem can als@ontribute to the
sustainability of the public pensions systerolicies additionallyyave to focus on reducintpe high growth
in informality that has occurred in Russiet only would this improve pensiorsustainability but it would
alsoreduce the vulnerability of lovincome workers with inadequate social insurance coverage.
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