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Summary.The globalrecessiorhas deepenedvith larger thanexpecteddeclines in output and employment in
many countries, Russincluded.Global output is now expected to decline Zlpercentin 2009,with highincome
countrieshardest hitReal economy and social impact on Russiaalssarger than anticipated just a few months
ago AndRussi abds r eal DoAtradt aboulBpércentni 2609 Unerkpyment could rise i3

and poverty td.7.4 percentby year endAnd Russian middle class is likely to shiririky about 10 percentfrom

55.6 to 51.2 percent (a decline of 6.2 million peoje}.thelarge stmulus package, gradual recovery of oil prices
and lower inflationcouldbode well for the second half of the yeardthe Russian economy could return to modest
growth in 2010. But given the weak global demand, external environment for Russia wilkecontiewlifficult over

the next 18 month§hortterm plicy emphasigontinues to be warranted fsocial assistance, infrastructure and
small and medium size enterprisigith more constrained financing environment for the government and the
private sedr in the post crisis period, Russia should accelerate structural reforms aimed at raising productivity and
improving diversification and competitiveness.

The impact of the global financial crisiescalatd throughout the first quarter of 2009with sharpcontractions in
developed and emerging marketsut the pace of contraction is bottoming olihdustrial production, tra and
global demandcontractedsharply around the world at ragenot seen since th€reat Depression Developed
countrieshave beeiard hit Outputin OECD countriesdll by about2.1 percenin the first quarter of 200§/ear
onyear) indicating a more severe contraction of economic activity andft@uehe last quartenf 2008 In high-
income countriesndustrial production cdracted by 17 percent (yeanyear, threenonth moving average) as of
March 2008 down from a recent peak 2f7 percent growth in October 2007. In developing countersluding
China, the decline reaché&@ percent in March 2009vell below the levels laserved in recent years (figure 1.1).
According t o t heglobaloredagiglofaaealGORin 2009 is tikelyntd decline B percenin
2009 with particularly deep drops in industrabduction World trade is expected to decline®y percent.

But there are someositive signs somefi g r e e n 1 &t th@gobakleyelThe aeditcrunch seems to be easing,
sovereign spreads are down, andeeent increase in oil prices has resuscitaiteeestment sentimertbwards
resourcerich emeging marketgsee box 1.1)n the first part of 2008@verage oil pricesebounded from December
lows on large OPEC prodtion cuts.The average monthly crude oil prices reached USB B&rrelin May. But
prices are facingesistancas large markdowns global oil demand continu&he World Bank has reviséis 2009
forecast for average crude prices (Brent, Dubai, and Whlardfrom USD47.8 a barrel to thenid-USD 50s (box
1.1 and box figure 2)An increase in oil pricebas strengthenedvestorcorfidence in resouredach emerging
markets, including Russia. As of Junthé RTSindex hal climbedby 85 percentsince the beginning of 2008nd
themuch broadeMSCI Emerging Markets Indexy 36 percent.



Figure 1.1. Economic activity in Russia and ottrecountries collapsesn Q4-2008and Q1-2009 but there are early signs
of bottoming up
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Output and investmeni  tontracting sharply

A worsening global environmeiit €ontracting global demand falling commodity prices, and tightening of
credii hasaccd er at ed Ru s sldwatdnsin the diret quaner af 20® (tablel.1). The estimated
contraction irreal GDPin thefirst quarter of 2009vas9.8 percentdown from8.7 percenigrowth during the same
period in 200§ Rosstat)Based on the most recefpril-May data in the second quarter, real GDP is estimated to
contract even further, driven by continued decline in industrial production (Figure 1

Table 1.1. Main macroeconomic indicators, 20069
2006 2007 2008 0Q1-2009 Jan-Apr -09 Jan- May 09

GDP growth, % 77 8.1 5.6 -9.8 -9.8* -10.1*%
Industrial production growth-g-y, % 6.3 6.3 2.1 -14.3 -14.9 -15.4
Fixed capital investment growth, %oy 16.7 21.1 9.8 -15.6 -15.8 -17.7
Federal government balance, % GDP 7.4 5.5 4.0 -0.6 -3.3 -3.1
Inflation (CPI), % change ;@p 9.0 11.9 13.3 5.4 6.2 6.8
Current account, billion USD 95.6 76.6 98.9 111 n/a n/a
Unemployment, % (ILO definition) (period 72 6.1 64 94 9.6 9.7
average)

Memo: QOil prices, Urals (USBbarrel) 61.2 69.5 95.1 44.1 45.5 47.8
Reserves (including gold) bilion USDpgp  303.7 4788 427.1 383.9 383.9 404.2

SourceRosstat, CBR, Ministry of Finance, Bloomberg.
* Preliminaryestimate by Mistry of Econonic Development.
** PreliminaryWorld Bankstaff estimate

Domestic eemand collapsing

Weak global demand andncertaintiescombined with tighter credit and risinginemploymentconstrain both
consumptionand investmenin Russia (figure 1.2)Householdconsumptiori the main source of growth recent
year§ femained resilierin the last quarter of 200@hen it grewmore tharB percent, but thendontracted by 2.2
percentin the first quarter of 200%elative to the same period in 2088cording to theMinistry of Economic
DevelopmentA reversal inthe growth ohouseholdconsumptionin part due t@sharp increase in unemployment,

is also reflectedh falling retail salesdown by1.1 percentin the first quarter) andhary deteriorathg consumer
confidence. According ta Rosstat surveythe consumer confidence indegachecdhegative35 percentlevels last
seenin 1999 A decline ininvestmentthat started already in the fourth quarter of 2008 as a result of liquidity
problems in the banking sector has acceleratdioki first quarter of 200%\ccording tothe Rosstagstimates, total
fixed capital investmenhit hard at the end of 2008, continued to contrad5.2 percent in the first quarter of 2009.
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Preliminary data foApril and May showa further, sharpdecline in aggregate demaindhe second quarter of 2009
with deeper drop inet exportsbecause of the collapse of external demand (Figure 1.1)

Box 1.1. Global environment and oil price® outlook worse than anticipated

Capital flows to emerging marketsremain very low, although theyjumped to $22 billion in April 2009 with all segments strengthening
Both bank lending and equity placensesiso increased over MardBut even with the upturrcapital flows for the firsfive months of 2009
stood59 percentbelow a yearearlier. April saw an influx of bond issuance activity wWitke deals for a total o)SD 5.4billion, which was
weighted heavily towasisovereign and quasovereign issuedsincluding aUSD 2.7bn issuance by Rus3iasemerging markeborrowes
took advantage of improving market conditions. The upward trend continued in Masewéth other countriemming to the markeamong
them Poland, Turkey, and South AfridAeanwhile syndicated bank loans rose slightlytSD 8 billionin May, but yerto-dae bank lending
activity remains subdued, running at onbygercendf the volume reached in the same period of last year. Equity issuancedgeédillion
mainly due to surge of issuance fromdia. Russia reported no international IPO assuances in May (or since A2§08), while international
bank activity has proven more resilient, WwitBD 584 million in new loans in May, the first since dany2009.

Box table 1. Capital flows to emerging markets down Box figure 2. Qil prices projected to moderate
sharply in Q1 2009, but showsome recovenin April -May on slowing demand and weak supply response
Gross capital flows to emerging markets ‘ World Bank oil price forecast
Average crude (Brent, Dubai and WTI), simple average, $/bbl
$ billion 2007 2008 2009
Q1 Total Q1 Jan-May Total Q1 Apr May 125
—o— Current forecast
Total 156 652 103 194 389 45 13 22 -
—=— March forecast

Bonds 58 146 12 36 65 18 5 8 100 555

Banks 72 312 71 115 257 19 2 8

Equity 26 194 20 43 68 9 5 6

75
w7112 62.95

Lat. America 42 156 19 46 90 21 2 4 s5.63 65.85

Bonds 20 45 5 16 20 10 2 1 o " a
E. Europe 79 247 36 66 157 5 4 7 WAL e

Bonds 27 64 2 15 35 3 3 5
Asia 24 188 38 57 98 17 7 9 25 ‘ ‘ . .

Bonds 8 23 3 3 7 5 1 1 2007 2008 2009 2010 2011

Source: World Bank Staff

Others 11 61 11 24 44 2 0 3

Source: World Bank Staff

QOil prices stabilized in the early part of 2009, averagld§D 42.7/bbl through midMarch, but have steadil increased since then, topping
USD 71.8/bbin June. While oil demand remains very weak and inventories large, prices have been driven higher on expectations of
recovery, the falling dollar, and brehdsed investment in equities and other conitiesdWorld oil demand plunged 3#rcentin the first

quarter, and the International Energy Agency projects an even steeper drop in the second quarter based on very weeikl (& §lodetesy
outlook for Europd although nofOECD oil demand is pickingp now OPEC left quotas unchanged at its-Mtey meeting, and complianc
to its cumulative cuts of overniillion barrels per dagince September has fallen belowpg@cent Oil prices are expected to moderate in

near term, given the weak demandiemment, high levels of inventorigsncluding 100 billion barrels stored in tankers atsaad OPEC
spare capacity sitting abovertilion barrels per day

D
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The Russian economy contindean acossthe-board decline in outputn the first quarter of 2009 (figure B).

All major sectors reported a contractiothe first quarter of 2008s a result of weak demand, low investment levels
and collapsed industrial outpuAdjustments intradables are especially large due to deteriorating external
environment and consumer confidence. Contractions in the tradable sector, estirbdtégercent in the first
guarter of 2009veredriven by a sharp fall in industrial productidd.3 percentespeciall in transport equipment
and other sectors in manufacturibipn-tradablescontinued to defy the trend of tradablesrégistering growth in
the last quarter of 2008t contraced 6.2 percent in the first quarter of 20Q@@ble 1.2) Driven largely by deind

and financesensitive retail and construction sectors, these contractions reflect an impact of economic shocks that are
gradually filtering through labor and financial marketsHigher unemploymentjower household incomes and
tighter credit conditims. Construction sectofor exampleyeported &0.9 percent decline in Q2009 relative to
2008, while transport contracted by @erceniand etail tradeby 4.9 percenin the first quarter of 2009.



Figure 1.2. Demand souwlgkys Figure 1. 3. Sectoral sour
quarter, 2008-09 (% change yo-y) quarter, 2007-2009 (% change yeaon-yea)
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Table 1.2. GDP growth by main sectors, 206/ 08 (value added)
2006 2007 2008  Q1-2009

Total GDP growth 7.7 8.1 5.6 -9.8
Tradable sectors 3.4 3.9 1.8 -14.4
Agriculture, forestry 3.8 2.6 8.4 -2.4
Extraction industries -3.3 -2.6 0.2 -2.2

Manufacturing 7.3 7.8 0.9 -23.5
Non-tradable sectors 9.7 10.3 7.4 -6.2

E_Iec_trlu_ty, gas, water production and 57 07 12 -53

distribution

Construction 11.8 9.3 13.2 -20.9
Wholesale and retail trade 14.1 13.7 8.4 -4.9

Transport and communication 9.6 3.4 6.9 -74

SourceRosstat; World Bank staff calculations.

Preliminary data for the second quarter show no visible signs of recowdtythe decline intradables worsening.
The deceleration in tradable sector is expectedaatinuein the second quarter, mainly due to a record drop in
manufacturing outputy 25.1percentin April and23.7 in May(y-o0-y). The deterioration of netradable sector is
expeted to continuén the second quarter of 2088e to worsening of employment and decline in incomesilR
tradeand construction sectors are showiagsisible signs of recovery declining by5.3 percenand 16.3 percent
respectivelyin April, and by5.6 percent and 21.9 percent, respectively, in May.

Manufacturing output experienig record declines in the firstour months of 2009 and is likely to contract
further in 2009, reflecting weak domestic and external demand and financial constraiAtscording to recent
statistics, manufacturing output dropped2®percent in thdirst four months comparedwith the corresponding
period ofthe previous yeaiThe most significant declines were registered in the productioncbbetechnical and
optical egiipment(- 42 percen}, transport and transportation equipmen8g.4 percent) andnachinery {34.3
percent. In May, the fall in manéacturingregisteed a23.7 percentdrop (yearonryear).The fall in manufacturing
in May wasagainlead by declines inrpduction ofmachines and equipmenrtt§.9 percent), electrtechnical and
optical equipment£4.0 percent)and transport and transportation equipme&&g percent).

Not surprisingly, breign direct investment inflowslroppedsignificantly. According to recent estimates from
Rosstat, FDI inflowdor thefirst quarterof 2009 amounted to USDZillion, a declineof 43 percenfrom the first
guarter of 2008.Most FDIs went tamanufacturing industrieith USD 1.4 billion or 41 percent of the total,



followed by extractie industries (USD 486 million), trade (USD 450 millipahd real estate operations (USD 430
million).

Labor marketsi &djusting downward sharply

A sharpdownward adjustmenin the labor market continued in the first quarter of 200@llowing the dramatic
decline in output.A sharp decline in outpugspeciallyin industrial sectqrhas considerably affected employment
and incomes. According to Rosstat unemployment (ILO definition) increat@dfmercent by the end of 009,
compard with 6.5 percent in the same period of 2008, aBg&rcent at the end of 2008. It almost doubled relative

to a record low of 5.4 percent in May 2008 (table 1.3). In April 2009 the number of unemployed has increased by

another 20@housand to 7.7 mitin (or 102 percent), although the rate of increase has notably reduced from an
average of 70000a month during the first quarter of the year. Preliminary numbers for May 2009 indicate a decline
in unemploymenito 9.9 percentvhich is likely a result afeasonal adjustment

Table 1.3.Labor productivity, disposable income, wages, and unemployment

2006 2007 2008 Q42008  Q1-2009 Jag(')"o"gy
GDP growth, %, y0-y 77 8.1 5.6 1.2%* -9.8 -10.1
Total employment, million people 68.8 70.5 70.9 70.4 67.8 68.0
Employment growth, %,-g-y 0.8 24 05 -04 -2.9 -34
Labor productivity growth, %,-9-y 6.9 55 5.0 18 -6.7 -6.6***
Real disposable income growth, %oy 135 121 29 -5.8 -1.3 -0.4
Real wage growth, %;¢-y 13.3 17.2 10.3 5.0 -0.8 -2.0
Average monthly wage, USD 3919 5320 694.3 668.2 490.8 531.0
Unemployment (%, ILO definition-e-p) 6.9 6.1 78 78 10.0 9.9

SourceRosstat.
* Preliminary estimate bMlinistry of EconomicDevelopment.
** Preliminary estimate by the @ld Bankstaff.
*k JanApr 2009

Rapidly rising unemployment and worsening enterprise finanoceducedreal wages in the firsfive months of
the year, while real incomes remain almost flat for the peribdJanuaryMay 2009 real wages fell b§ percent,
compared with the sae period in 2008. Real disposable incolnecontrastremained almost unchanged for the
period, slipping 04 percent. Preliminary numbers showiacreasein the stock of wagarrears by RUB %3
million in May relative to April Currently most of wagerrears {4 percentout of RUB 8.8 billion) are in
manufacturing, constructioand transport sectoré. recent labor dispute in city of Pikalyowo the Leningrad
Oblast(with a population of approximately 22,00 stratesthat aggregate statistics dotmeveal large disparities
in wage arrears among regions, especiallysimglefactory towns where the impact of wage arreard
unemploymenis significant.

Aggregate unemployment Russiacould reach 13 percent in 2008igure 1.4) This estimate refictsboth a
contraction in employment as well as changes in the sectoral structure of empldmeettors most affected will

likely be manufacturing, consttion and retail trade (figure 3.4 Monoci ti esd with | arge
these sdors are being particularly hard hit.
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Figure 1.4 Projected loss of employment in Russia in 2009
Loss in employment, % change (upper bar)
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Source: World Bank staff estimates.

Recentmeasures to mitigate the worseniig the labor market areundermined bythose who do not register as
unemployed The share of unemployed who have registered remains below 30 pefrdetal number of
unemployedSo, manyunemployedack acess to formal safetyetsthat canmitigate theadversesocialimpact
There isalsoa risk that provighg direct support to emterisesin order to minimize the risk of additional larggoffs
could reduceheir incentives to restructure afmcome more competitivén the longrun such supporis both
unsustainablend inefficient. This crisisis not only cyclical it involves stuctural changes that would require
enterprises to restructure ashpto the changing global business environment.

Balance of payments improving with rising oil prices

A drastic downward adjustmerih the current account, caused by terru-trade shaek and shrinking demand
for Russian expos, appears to have ended in Q009. CBR reporteda USD 11 billion surpluson current
account in Q22009 ¢onsiderably lower than in @008 (USD 3&illion), but up by USD 3 billion from the last
guarter of 2008.Much of theimprovementstemsfrom lowerimports of services (from USD 18.4 billion in @4
2008 to 11.9 billion in Q22009)(table 14 and figure 16). Buttrade balanceontinued to deterioraia January
April, with decline in exports (b¢7.4percenin dollars termsoutpaing theimport contraction (by &4 percent in
dollar term$. TheJanuaryApril 2009 trade balanagasUSD 2.4 billion, down fromUSD 64.7billion in January
April 2008

Table 1.4. Balance of payments (USD billions), 200Q1-2009

2006 2007 Q1-08 Q4-08 2008 Q1-09
Current Account Balance 94.7 77.0 38.0 8.6 102.3 111
Trade Balance 139.3 130.9 49.9 24.7 179.7 21.7
Capital and Financial Account 33 85.7 -25.7 -136.9 138.8 -29.9
Errors and Omissions 9.5 -13.8 -5.8 -2.8 -8.9 -12.3
Change in Reserves (+ = increase) 107.5 148.9 6.4 -131.1 -45.3 -31.1

Source CBR.?Preliminary estimates.



Figure 15. Ol prices and the trade balance Figure 16. Current account balances and the real effeate exchange
rate
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A massive reversal of private capit@flows in the last two quarters of 2008 and Jasry 2009ended in mid
February 2009 as CBR tightened monetary conditions and oil prices started to recdwehe first quarter of
20009, total net capital outflows from the private sector were about USD 39 billion, with USD 5.8 billion from the
bankingsector and USD 32.9 billion from the nbanking sector (table 1.5). Most of these outflows occurred in
January andhe beginning of February 2009, when market volatility considerably increseflgtting worsening
sentiments about thal prices and thglobal economy. Since eteebruary however after the CBR had increased
policy rates and withdrew liquidity from the repo market, capitéilows slowed practically stopjmg in March and

April. This reflectschangingpastmarket expectations abaaifuture ruble depreciatiom the context of risingil

prices. According tdhe unofficial estimates from the CBR, net capital outflows from the private sector were only
USD 2 billion in April.

Table 1.5. Net capital flows (USD billions), 20691 2009
2006 2007 2008  Q1-2008 Q4-2008 Q1- 2009

Total net capital flows to the private sector 41.4 824  -132.7 -23.6 -130.6 -38.8
Net capital flows to the banking sector 275 458  -57.6 9.9 -56.3 5.8
Net capital flows to the non banking sector 13.9 366 -75.1 -13.7 -74.3 -32.9

SourceCBR

Total external public and private debt dewed to USD 454 billionat the end of thdirst quarter from its peak of
USD 547 billion inOctober 2008Despite the market perception of sharply higher repaymeraniidifficulties
with refinancing external debt repaymentsre orderlyin the last quarter of 2008 (USD 72 billion) and first quarter
of 2009 (USD 34.7 billion). Repayment and rollover rigdmainin the remainder of 2009vith theprivate sector
having to pay off about USD 90 billion (out of which USD 38.4 billion by bank#fhough thesovereign spreads
are downthe bank8balance sheetse expected tdurtherdeteriorate as the share of faerformingloans(NPL) is
mounting erodingtheir capital, making itmoredifficult to meet their debt obligations. According to ddigés, the
banking sector will need about USD 40 billion from external sources ireshef the yearTight liquidity in the
international capital markets mhyrtthe ability ofbanks to refinance their debt obligagon

The Russian stock markétan important transmission channel of the crisis to the real econénmgbounded

stronglyon the back of a recent ris@ oil prices(Figure 1.7). The Lehman Br ot her 2008 col | a|
triggered the global financial panp&tock market craskearound the worldBButRu s si adés st ock mar ke
performed worse than most other countidesl! its sovereign spreads were unusuallyihigspite strong prerisis

macro fundamenis The huge drop in the oil pricewith its attendant effectis) the Russian econoiinyshaped

these Russiapecific market perceptiond/ith higher oil pricesn the past two monthgnergydominated Russian

stock markehas rebounde®y mid Juneghe RTSindex had climbed by about 85 percent from its lowest point in
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mid-February 2009. Jusisthe Russian stock market was one of the worst performers during the liquidity crisis in
November 2008, it is now performing much better than other countries, at3fbqatrcent above the MSCI
Emerging Markets Index.

Figure 1.7. Recent Changsin the Russian Stock Market  Figure 18 RTS, S&P 500, MSCI Emerging Market
and Oil Prices stock indices 20082009 (Jan 1 2008100)
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Monetary and exchange rate policy &asingmonetary conditions, higherexchange ratevolatility

At the end of April 2009 the CBR started to loos@onetary conditionslowering its policy rate® by 50 basis
points atthe end of April and by another 50basispoints in May and Juné to 11.5 percent.The policy change
was prompted by(lower than expected) inflation statistid$ie CPI inflation deceleratetb 06 in May after 0.7
percentin April (13.2 percent yo-y) from 1.3 percent iMMarch (14 percent-g-y). Inflation is set todecelerat
furtherduring summer monthdue tolower import prices, depressed demaaddliquidity constraints This nay
create roonfor the CBR tofurther cut the refinancing rate and improve crediindiions and crediavailability in
the economyvith potentially favorable impagbn investmentkater inthe year

With higher oil prices puting upward pressure omuble, the CBR can intease its foreign exchange resentes

avoid excessive appreciation thfe currencythat might undermine the economic recoveifhe oil priceis once
becoming the key factor affecting invegtobehavior and exchange rate policy. Since March 2009 the CBR has
bought about USD 30 billioon a net basias investors shorted teir dollar positions on the expectation of near

term ruble appreciation. Thigasespeciallyevident in May when oil prices surpas$&#8D 60abarrel. As a resylt

foreign currency reserves increased to USDbillon in mid-Junefrom itslow of USD 3805 billion in March In

May 2009 alone the ruble appreciated by 6.7 percent against the USD and by 16.2 percent since its pick in mid
February 2009. It appears that CBR is currently allowing a much greater volatility on the exchange rate market and
is gradually moving to inflation targeting (as it was publicly announced by CBR officials). The exchange rate,
however, is mostly driven by ail prices and not by medium term macroeconomic fundamentals. Therefore, CBR
concers about possible ovealuation of theexchange ratim the short ternare warrantedSuch overvaluation may

which may hurt the recovery in the real sector, especially in export oriented industries and manufacturing.

Meanwhile the liquidity conditiongemain fairly tight, while the interbankmarketcontinues to be costrained by
escalating problems with neperforming loans and worsening balance sheets of baridenetization of the
economy has marginally improved by efgril 2009 money supply (M2) increased by 4.5 percent since January
2009 but still remains 8.6 percent below its level at the end of 2008. Despite somewhat improved liquidity
conditions in April and May 2009, credit markets in Russ@expected teemain tight and nonperforming loans

will increase towards the year end (likever 10% on average). The current level of-performing loans at many



large banks has already reached 8 percent or high&@h may aggravate the still continuing confidence crisis.
Given upcoming debt payments, some banks may require urgent tizedipita

Fiscal policy Tfising deficit and declining fiscal reservess fiscal stimulus plans are implemented

According to preliminary estimates from the Ministry of Finance, consolidated budget was executed with

a deficit of only 0.4 percent of GDin January-April 2009 (table1.6). This low deficit was mostly a result

of advance transfers which regions received from the federal budget during the first quarter of 2009. The
deficit of the federal budgettotaled3.3 percent in the same period. But withoutdstment revenues from

oil funds (Reserve and National Welfare Fund#)ich accruedo the budget in January 200®e deficit

totaled 5.7 percent of GDP, and roihdeficit amounted to 11.9 percent.

Table 1.6 Consolidated budget: revenues, expendites, and the fiscal surplus, 20009

2007 FederaBudget Federal ZQO9 Jan
2008(actual) Law (Nov) Budget Law  April (actual)
(actual) Revi
evised (Apr)
Consolidated budget
Revenues, % GDP 40.2 38.5 n/a n/a 32.6
Expenditure, % GDP 34.1 33.7 n/a n/a 33.0
Surplus, % GDP 6.1 4.8 n/a n/a -0.4
Non-oil balance, % GDP -2.9 -5.8 n/a n/a
Federal budget
Revenues, % GDP 23.6 22.3 21.2 16.6 19.8
Expenditure, % GDP 18.1 18.2 17.5 24.0 231
Surplus, % GDP 5.4 4.1 3.7 -7.4 -3.3
Non-oil balance, % GDP 0.6 -6.4 -5.4 -12.5 -11.9

Source: Ministry of Finance, Economic Expert Group (EEG)

For the year as awhole lower economic activity andhsinking non-oil revenues andower than expected
revenue collectionis resulting in further deterioration of fiscal paition. In the amended 2009 Budget Law
(approved in mieApril) the government assumedGDP contraction of 2.2 perceril prices at USD 41 barrel
(Urals)andafederal budget deficif 7.4 percentNow, the government estimatttee GDP contraction in ZIB of at
least 6 percentnder this scenarjthe deficit is likely to excee8 percent of GDPif current expenditure targets are
kept.However, a recoveiin oil prices will have a significant positieffecton revenuds the impact of an increase
in oil pricesis large enough to offset a shortfall in revenues due to growth contraéoagesult, federal budget
deficit in 2009 could turn out to be around 7.2 percent, largely financed by the Reserve Fund and limited domestic
borrowing.With thefiscal deficit of that size and remaining dowatestisks in the global and domestic economy the
space for more fiscal stimulus this and next year appears liniel.large part of the Reserve Fuexhaustedby
yearend,the government willikely have to boww domestically and externalip 2010in order to sustaieven
lower level ofspending.With low external debt, Russiboweverhastheroom to borrow externally to finance its
budget priorities and its large development financing needs, especiaflastructure.

In mid-March 2009 the government started to use the Reserve Fund to dts/éiscal gapas it was planned in

the amended 2009 Budgetin the MarchMay 2009 period, th&eserve Fund has lost USD 35.4 billion and
currently stangdat USD 10billion (figure 1.9). The share already spent by the government constitutes 3 percent of
GDP out of 7 percent plannéat 2009.



Figure 1.9. Reserveand National Welfare Funds, USD billion
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Policy challenges going forward

Russia faces a balancing act of limiting tHarger-than-anticipatedsocial impact of the crisis while contiatg
public financesand supporting economic recoverfhere are policy risks associatgith the departure frorstrong
macroeconomic fundamentaiadthe delay implemermgantic r i si s f i scal measures.
reserveprovides a financial cushion during the crisibere is a possibility that the macro policy stancewathken
under expenditure pressuresu s s i a 60 s rebeeves gleeallotv it & maggin of maneuver to balance these risks

during 2009. In 2010, in a likely scenario of sluggish global recovery and modest growth in Russia, Russia will face

tightening budget constraint andll need to cut unproductive public expiures and fiscal deficit and diversifg

sources of financingit the sametma del ay in the WTO accession coul

rules based international trading regime (see box 1.2).

Russia is very close to meeting all conditions for WTO acces$nissia has agreed bilateral ketraccess agreements with
the members of its WTO Working Party (possibly except Georgia). This is about 60 countries, the largest Working
accession in WTO history. The multilateral negotiations have cleared almost all issues, including treeyodifficult issue of
intellectual property. Only three issues remain (the same three issues outstanding that existed last year):

(i) How much trade distorting agricultural subsidies can be allowed? Russia wants $9 billion per year (for pro
Since actual subsidies are now at this level, this will be easier to negotiate.

(i) Export taxes on timbér discussions reopened recently with the EU, and

(i) Rules on state trading organizations.

Against this background, however, on June 10, 2009, PriMmister Putin has declared that Russia, Belarus an
Kazakhstan would abandon their separate accession talks in order to enter WTO as a customs Mistry of
Finance indicated that new formal negotiations on WTO accession of the three countriebeginid 2010 when
presumably the customs union would be made operational. The government has also stated that Russia would chair ti
meaning that Russia would de facto be in charge of the WTO discussions on behalf of the group. This sorpressresmt
raises a number of questions about the possible longer duration and details of the process ahead. So far, no custt
acceded to the WTO, only individual countries. The new EUROSEGnasistnion is reportedly well along, but still far fro
complete. Customs unions in the developing world are full of exceptions to the common external tariff. Without
implemented common external tariff, the customs union can not commit to aoténdf YWorking Party, which means its tar
offer will not likely be acceptablélso, there are questions related to the services dimensions of the planned inte
arrangement between the three countries as well as what WTO rules would be applkedieydnweather the Russial
partners would be treated as developed or developing countries as far as WTO is coRicallyeBussia and Kazakhstg
are far along the individual WTO process while Belarus is not, wiiltkeriouslycomplicateand delaythe process of entry fo
the customs union.
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Fiscal sustainability requires thaadditional increases in expenditures are followed by refortosbroaden the
revenue base and ensigreater efficiency in publi@nd socialprograms.The President has recently annoedc

that the average pension will increase3y percent in 2009 andb percent in 2010. Initially the government
planned to introduce the new social security tax op&&ent(to replace the current Unified Social Tax of 26
percent already next year toaptly cover additional social spendinthis has now been put afftil 2011 due to
slowerthanexpectedeconomic recoveryHigher pensions without additional government revenues could erode
government financesThegovernment might have to revertdomestic and externddorrowing as the Reserve Fund

is likely to besignificantly exhausted in 2009 unless oil prices increase sharply. Second, the ¢hrugliayewill
require considerable cut in other important lines of expenditlitésd, containing theaial impact of the crisis d@n
closing infrastructure bottteecks will bemoredifficult with tightening budget constraints.

The authorities also need to address fundamental weakress the banking sectarThe weaknessdaclude
excessive discretion yanks in determining their levels of loan provisionimgh lending concentration, especially
in extractive and constructisectos, andlarge relategbarty lendingThe aithoritieshave alsmotel that thelong-
termstabilization of the banking systemaynrequireadditionalresources than currently provisioned in the budget.
Accelerated consolidation of the banking system is needed.

Box 1.3 Russiabds Financi0al Crises of 1998 and 200C

Many financial crises if not most,are fundamentally debt crisetinsustainable build gof public and/or private debt leadir

to repayment difficulties, financi al sandfiscal and eutehcy &ite
T all arepart and parcel, in one way amther, of most finacial crises. Despite important differences and different internat
contexts, Russiabs twin crises of 1998 and 2008 lecitp

the rise in public sector detitat fedmarket perceptits of extreme vulnerability arldd torepayment difficultiessovereign
default and a currency c rdascumulated substriidl shimtm Eebtsrsl mang ankphbag
their business model on borrowing from abroad at Iderést rates, fueling domestic lending boom, eventually leading
mar ket perceptions of heightened risk at the ongseds
also invariably related to the price ofioits key exprt.

Interestingly, mar ket perceptions of Russiabds econ
states of the economy and macroeconomic policies in the run up to the two epi$bdas shocks 6il price, capital flows ang
financing Wereimportant in both crises. Note, however, that the oil and capital shocks were much larger in 2008 tha
(Box figure 1).

The decline in gowth in the current crisis isxow comparable tdhat in 1998,but recovery will likely take loger.In 1998, the,
economy registered a rapid;stiaped recovery from a low balse2009,by contrastthe growth decline iaboutas severe as i
1998, but recovgmwill take longermainly because theurrentexternal environment immuch more difficul{see Box figure 2).

Box figure 1: Oil Price Drop and Capital Outflows Were Box figure 2. Comparing Recovery Paths,
Much Deeper in 2008 199899 vs 20089
Capital Flows, % Decrease as a Share of GDP (Top Bar) 155 i
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Oil shock, % Decrease in Terms of Trade (Bottom Bar) ~#-2008-2009° (left axis) ~8-1998-1999 (right axis)
1/ Oil prices: -BDeang@8bedtaveed®0 Dal 0608

2/ Capital flows: For 19989, eo-p change from 1997 (USB8.2 hillion) to 1998 (USB21.7 billion); for 200809, eo-p change from 200]
(USD 81.2 hillion) to 2008 (USEL30 billion)
Sources: Rosstat, Thomson Datastream, World Bank staff calculations.
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Economic and SociaDutlook for 2009-10

Given a much | arger GDP contraction in the first qu
contract by 7 percent in 2009, despite higher oil prices assumed in the current foretagt.represents a major
downward adjustent from our forecast in April 2008, which saw output contraction at 4.5 percent. We oémain

the viewthat most of the adverse impact in Russia is concentrated in the first two quarters of 2009. Depressed export
demand, tight creditsleclining investmet, and compressed consumptieil remain the major factorsf output
contraction this year. The speediud subsequent recovery in Russia will to a great extent depend on the revival of
the global demand and global financial systéhe world growth isexpected to be negati9 percent in 2009

followed by a modest recovery @fpercent in 2010 (table7). If the federal governmemhaintaingts expenditure

targets set by the amended budget(lexpenditures of 24 percent of GDBje estimated feddraudget deficit is

likely to beabout7.2 percent of GDP due to larger oil reveni#swever, there are dowdsi risks of additional
expenditures related therecapitalization of banking sector aamitional social spending.

Table 1.7. Outlook for 2009-2010

2009 2010
World growth, % -2.9 20
QOil prices World crudeaverage USD/bbl 56 63
GDP growth, % -79 25
Federal government balance, % -7.2 -6.0
Current account, USD bin. 32 36
Capital account, USD bin. -60 -30

SourceWorld Bank projections

Looking into medium term, \ith the current growth profile andpossiblegrowth of 3.5 percent in 2011 and 2012,

real GDP levelsn Russia willreach precrisis highonly at the end of third quarter of 201@igure 1.10). Thus, the

economic recovery is likelotbe very gradual and prolongeésingt e r m pat h of Russiads r
likely to be quite different, constrained by more moderate global demand and financing than in the past years.

Figure 1.10. The impact of the crisis on the longterm development objectives in Russia: dynamics of GDP
level in Russia 20072020, (q22006=100)

SourceWorld Banlprojections. Strategy 2020

We maintain our inflation outlook broadly unchanged for 2009, while the balanof payments position is likely

to stabilize if oil prices remain over USD 50 per barrélVe project engrear 2009 inflation at +13 percent,
reflecting several opposing factors. Sharply slowing domestic demand and continuing credit crunch may contribut
to a lower inflation. Considerable relaxation in fiscal stance and the use of the Reserue pantidular may lead

to excessive liquidity in the economy and contribute to higher inflation. The surplus on the external current account
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