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Russian budget: Stability still a priority
but pressure to spend remains

The preliminary budget is not as stimulating as the finance ministry
would like us to believe. Investors shouldn't get worried about macro
stability, or too excited about growth prospects. The pressure to
loosen purse strings is likely to persist, with a key focus on investing a
portion of the National Wealth Fund locally
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The budget still focuses on macro stability

The new parameters of the 2019-2022 budget, that received preliminary approval by the
government is advertised as focused on economic growth, however, new projections are not that
different from the ones presented a year ago. We interpret this as more of a verbal response

to GDP growth concerns rather than an actual willingness to sacrifice accumulated macro stability
in favour of a short-term boost to the economy.

The centrepiece of the ministry of finance's statement is that federal budget expenditures are
supposed to increase from 16.1% GDP in 2018 to 16.9% in 2019 and 17.3% in 2020, i.e. by 1.2
percentage points in two years. We believe there are a few reasons why investors shouldn't
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overestimate the importance of this fact.

¢ There is no material change vs. the previous projections
According to the previous plan, expenditures were supposed to increase by 1.1 percentage
points to 17.2% GDP in 2020, just 0.1 pp lower than the new one. The new plan also
assumes subsequent declines in government spending to 16.9% GDP in 2022, which is lower
than the 18-19% GDP range seen in 2012-2017.

e Non-fuel revenues still outperform spending growth
The 1.2 percentage point jump in expenditures isn't enough to offset the 1.4 percentage
point increase in the taxation pressure in 2020 vs. 2018. According to the new plan, non-fuel
revenues after increasing from 10.0% GDP in 2018 to 11.2% GDP in 2019 on VAT and excise
tax hike, will increase further to 11.4% GDP in 2020. Compared to the previous plan, non-fuel
revenue projections for 2019-20 are upgraded by 0.2-0.3 pp on more efficient collection.

e Budget breakeven oil price to remain at around $50/bbl
While the new budget plan assumes a decline in the overall budget surplus from 2.6% GDP
in 2018 to 1.5% in 2019, 0.8% in 2020, and 0.5% in 2021, it has everything to do with oil
price assumptions. The Urals price drafted into the budget is expected to drop from $70/bbl
in 2018 to $55/bblin 2020. The budget balance forecast is worsened by 0.3 pp vs. the
previous projections reflecting $1-3/bbl cut in the oil price outlook. The Urals price needed to
balance the budget is still expected to stay around $50/bbl, the lowest level since 2007.

Key takeaways

e The draft budget still focuses on maintaining fiscal stability accumulated over the last few
years, which should support Russia's relative macro strength in the EM space.

e Support for growth will remain limited, but there is some scope for a positive surprise if the
government ensures better intra-year distribution of spending (the 8M19 spending
execution significantly underperformed the annual plan. Some of this year's spending might
not be able to come in time and will be rolled over to next year) and makes it more
targeted.

¢ Given the low GDP growth rates, the pressure on the finance ministry to ease budget policy
will remain. Investors should keep in mind that in addition to direct budget spending there is
a possibility of local investments from the National Wealth Fund in 2020. The discussion on
the possible scale and targets is still ongoing.

¢ An alternative proposal is to ease the budget rule, which would allow to increase the direct
budget spending and would be a more transparent option. According to our estimates, each
$1/bblincrease in the threshold oil price (a cut-off point after which fuel revenues are saved
in the NWF) would allow increasing annual budget spending by $2 billion, or RUB 120-130
billion. Previously, a $5/bbl increase was discussed, which would allow boosting
expenditures by RUB600 bln, or. 0.5% of GDP. We would not exclude that the scale of
potential local investments of the National Wealth Fund would be similar.

Overall, the budget discussion is in line with our conservative expectations of 1.0% GDP
growth in 2019 with subsequent acceleration to 1.5 -1.7% in 2020-21 on more
infrastructural spending on national projects. Outperformance is possible if there is progress
in economic polices beyond fiscal and monetary domains.
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as of the date of the publication and are subject to change without notice.

The distribution of this publication may be restricted by law or regulation in different jurisdictions and persons into whose
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Copyright and database rights protection exists in this report and it may not be reproduced, distributed or published by any person
for any purpose without the prior express consent of ING. All rights are reserved. ING Bank N.V. is authorised by the Dutch Central
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Markets (AFM). ING Bank N.V. is incorporated in the Netherlands (Trade Register no. 33031431 Amsterdam). In the United Kingdom
this information is approved and/or communicated by ING Bank N.V., London Branch. ING Bank N.V., London Branch is authorised by
the Prudential Regulation Authority and is subject to regulation by the Financial Conduct Authority and limited regulation by the
Prudential Regulation Authority. ING Bank N.V., London branch is registered in England (Registration number BRO00341) at 8-10
Moorgate, London EC2 6DA. For US Investors: Any person wishing to discuss this report or effect transactions in any security
discussed herein should contact ING Financial Markets LLC, which is a member of the NYSE, FINRA and SIPC and part of ING, and
which has accepted responsibility for the distribution of this report in the United States under applicable requirements.

Additional information is available on request. For more information about ING Group, please visit http://www.ing.com.
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