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Russian GDP growth to pick up, modestly

The scheduled pick-up in state-sponsored investments leaves hopes
for a recovery in Russian GDP growth following the disappointing 0.5%
YoY in 1Q19. However, the weakness in exports and consumption,
which have little fundamental support now, suggests that the
recovery, at least in 2019, will be quite modest

Source: Shutterstock

GDP growth will pick up in 2019 thanks to the budget spending...

The recently released structure of the 1Q19 GDP growth by usage supports our earlier take
[https://think.ing.com/articles/russia-weak-activity-is-starting-to-affect-budget-policy/] that at
least part of the deceleration of the GDP growth from 2.3% in 2018 (including 2.7% YoY in 4Q18) to
the disappointing 0.5% YoY in 1Q19 was due to temporary factors, mainly related to the budget
spending.

Indeed 1.1 percentage point out of overall 2.2 ppt GDP slowdown in 1Q19 vs. 4Q18 was related to
the drop in fixed investments and destocking. That picture matches with the sectoral data
indicating that construction, real estate, and wholesale trade were the main drag on growth in
1Q19. This also correlates with a pause in the state-sponsored investment projects, which is seen
in a sharp 19% YoY drop in the budget expenditure on the 'National economy' item.

The good news is that the direct state support to the economy is supposed to pick up, as the
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spending on the 'National economy' is scheduled to accelerate to the drafted +16% year on

year for the full year, as the 'National Projects', which are 70/30 capex/social support, gain traction,
and overall budget spending accelerates from 6% YoY in 1Q19 to the drafted 13% YoY for the full-
year. The not-so-good news is that the budget spending appears to be the only variable
determining otherwise anaemic investment growth.

Russia: weak activity is starting to affect budget policy

https://think.ing.com/articles/russia-weak-activity-is-starting-to-affect-budget-policu/

GDP growth by component, and budget spending, % YoY

4% GDP, %YoY - Budget spending, % YoY  40%
3% 30%
2% R 20%
1% 10%
0% ] 0%
-1% — . . -10%
-2% . I » -20%
-3% ! - -30%
*\,d\"o ’Ld\('o S vd\(’o '\,d;\ ’Ld'\//\ %d\"\ vd\/'\ '\,d\c'b ’19"@ ’50@ \5& \9\9

mmmmm Stockbuilding Net exports

mmmm [nvestments Consumption

——8— GDP, % YoY ----8---- State exp. on econ (rhs)

Source: State Statistics Service, Finance Ministry, ING

...but will remain under pressure due to stagnating exports...

The second most important drag on the 1Q19 GDP growth, accounting for around 0.7-0.8 ppt of
slowdown, was the deterioration on the net exports side, mainly due to the 0.4% YoY drop in
exports after the strong 3-8% YoY growth throughout 2018. This might reflect Russia's OPEC+
commitments, which according to the recent news, are to remain in place at least until the year-
end. However, the export volumes might still be somewhat supported through non-oil sectors,
including gas, metals, agriculture (good harvest expected this year), and machinery (especially if
the pick-up in state investments will translate into more export-focused manufacturing output).

...and weak consumption

Surprisingly, despite the negative effect of the VAT hike, consumption was only the third most
damaging drag on the growth, knocking off only 0.4-0.5 ppt from the 1Q19 GDP growth rate
relative to the 4Q18 figure. Still, consumption, which accounts for two-thirds of the Russian GDP is
our primary source of concern, at least for 2019-20. The first reason is that the income growth
fundamentals appear weak, and we have discussed it in some detail in our previous comments.
The second reason is that the growth in retail lending, which has been another source of financing
consumption (at least in 2018, as can be seen from the charts below) is now likely to decelerate
following the [well founded] concerns by the Bank of Russia (CBR) and the Ministry of Economic
Development.

Here are our key thoughts on the matter (illustrated by a deck of charts below):
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The pick-up in retail loan growth to 20%+ YoY, which is now primarily driven by the
unsecured consumer lending, represent households' attempt to maintain a previous
consumption pattern amid deteriorating income trend.

The current consumption and lending growth is becoming more expensive to households,
as the loan servicing costs (interest expense) spiked to almost 5% of the household cash
income, an all-time high, that now exceeds the savings rate (the second time in the last 15
years, the first one was in the crisis year 2014). This is why the CBR and the government
have reasons to be concerned with the quality of the current retail credit cycle.

The annual growth in the overall retail lending portfolio (+RUB2.7 trillion in 2018) is barely
enough to cover the households' annual interest expenses (RUB2.0 trillion), meaning that
the net positive contribution of the retail lending on consumption is quite modest. The
previous episode of positive net contribution of retail lending to consumption occurred in
2011-13, when the nominal growth in retail lending reached 30-40% YoY.

Given the CBR's expectation of (and intention to) a slowdown in retail lending growth to
15-20% YoY in 2019 and to 11-16% YoY in 2020, we expect the net contribution of retail
lending (portfolio growth minus interest expense) on consumption to be close to zero in
2019 and to turn negative in 2020.

Russian household and corporate activity remain sluggish

https://think.ing.com/snaps/russia-household-and-corporate-activity-remain-sluggish/

Retail loan growth structure and RUB deposit growth
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Populations' interest expense vs. savings rate
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Growth in retail loan portfolio vs. population's annual interest
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Actual support of retail lending (growth in portfolio minus
interest) to consumption
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Overall, while we expect some pick-up in investment growth until the year-end, the
prospects for exports and consumption do not seem bright in the mid-term. We continue to
expect modest 1.0% GDP growth in 2019. While we do not attribute the current weakness in
the economic activity to monetary policy - in our view it has more to do with the budget
policy and structural issues - it still might become an additional argument for another key
rate cut as early as July.
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