Country monitoring: Russia
Inflation has bottomed, but rates have not
January inflation posted a new low of 2.2% yoy, down from 2.5%, continuing to
surprise both the consensus and the CBR’s forecasts to the downside. Our models
suggest that we are close to the bottom of inflation but, fundamentally, price pressure
will remain weak in 2018-19E, leaving ample space for easing ahead (200bp this year
and 150bp in 2019, much more than consensus expectations). The ongoing
restructuring of corporate balance sheets, the sanctions and the lower crude price
than before are contributing to the disinflation phase.
Our estimates for debt servicing costs for a standard mortgage suggest that
affordability should improve greatly as a result of the easing cycle, which should
prove to be an important stabilising mechanism for the country. We note that,
although we see scope for rate cuts (200bps this year and a further 150bps in 2019),
we may also see increased macroprudential measures and selective increases in
capital requirements for some financial institutions as the central bank aims to limit
excessively aggressive lending practices.
Headline inflation has continued to drop rapidly in Russia, thanks partly to a favourable
harvest, but also because the traditional demand-led price pressures are muted, by historical
standards. Here, we present some important indicators describing this. Surveys on
households’ inflation expectations show increasing anchoring around the 4% target for the
CBR. Although the unemployment rate is low, job creation is modest and this is very visible in
the very low wage growth (for Russian standards). It is true that real wage growth has
recovered thanks to falling inflation, but the nominal growth pace has been stuck at low single
digits, and was even negative in December. Services inflation is the lowest since 2012, while
goods inflation is the lowest since at least 2002.
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Russia is halfway through a corporate sector restructuring, in our view, which is a powerful
driver of the disinflation phase that has been visible for the past year and a half. Of course,
lower oil prices than previous business cycles and the sanctions are contributing to this
adjustment. To appreciate the magnitude of the balance sheet strain, the two charts below
say it all, in our view: the total debt of non-financial corporations relative to GDP according to
the financial accounts data set – which is the most comprehensive way of measuring total
financial assets and liabilities in a country. Deleveraging is taking place, and the latest CBR
data only refers to 1Q17, so there is likely more than what the chart shows, but the legacy
stock is significant. The second chart shows the difference in the number of new companies
created and the number of companies shut down. Since 2015, the difference has often been
heavily negative – a testimony to the consolidation that is taking place.
Our models suggest that January may prove to be the low point for inflation: the effects of the
favourable harvest and past RUB appreciation are almost over, while wages should rebound
modestly from the low 4Q average reading. That said, we believe it will be difficult to bring
inflation, on a sustainable basis, to or above the 4% target amid the current conditions in
2018E and 2019E. First, although there maybe pressure for the RUB to recover from the
current levels, the authorities do not have an incentive to allow much appreciation, part of the
oil impact on the currency is offset by the MOF intervention and foreigners are already fairly
heavily positioned in the local bond market. Secondly, in our experience, corporate sector
balance sheet restructuring phases can last five years, easily, and the debt load in Russia
would strongly indicate that this is likely to be the case. As a result, pressure on wages should
stay low, which eliminates a key influence on inflation in the medium term.
Difference between the newly established and the closed companies
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We note that we have not changed our real GDP growth estimate for this year or the next –
stuck at a conservative 1.5% – notwithstanding that oil prices, on average, may prove higher
than what we assumed in our year-ahead report (USD 65/bbl potentially, going forward, rather
than the USD 55/bbl we had assumed). The reason for our stubborn position is that, when we
look at the key drivers of GDP growth on a sustainable basis, broad money growth (M2) proves
to be a very good leading indicator. However, so far, broad money growth is stable at around
10-12% yoy, which is too low to push growth to 2% or higher on a sustained basis. That said,
we note that some changes are taking place in the credit survey data, which may change our
forecasts in the future. Lending activity has picked up – this is due partly to the RUB weakness,
but also partly reflects the improved affordability of loans. Also, deposits and debt securities
that do not classify in M2 are rising much faster than the deposits included in M2. This, in time,
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may lead to a pick-up in M2, if some of that liquidity is moved into products with shorter
maturities.
Debt servicing costs in % of avg wage for a standard 15-yr loan in RUB
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To illustrate the impact of the easing cycle, so far and going forward, we have made back-ofthe-envelope calculations for debt-servicing costs for an individual with average monthly
income taking out a 15-year mortgage, with a 20% downpayment on a RUB mortgage. We
have taken the price quotes for an average price of a small (50sqm) apartment outside the
city centre. We compute these calculations for all the countries in our space: it is not a perfect
measure as it cannot capture the dispersion in prices and incomes, but it is a solid benchmark
to measure if mortgages are affordable and how the trend is unfolding, given the rise in house
prices and wages. We have assumed that average wages rise by 5% this year and 6% next
year, house prices up by 3% per year in 2018 and 2019, on average, and interest rates falling
eventually to 4.25% by the end of 2019, from 7.75% currently. We have also assumed that
the current average 200bps spread between the policy rate and retail lending rates will be kept
this year, but that it will widen to 250bps next year. This is an adjustment that sounds plausible,
given the fast easing and the international experience of countries in similar situations. The
results are shown below. Although Russia would not become equivalent to CEE in terms of
affordability (debt servicing costs are at around 35-40% maximum), the improvement is
noticeable.
Our reading of the central bank’s communication is that the bank will not signal aggressive
easing ahead, but will continue to guide the market in a gradual fashion and will be happy to
reduce the policy rate, as long as the implied current real interest is not lower than 1.5-2%.
The CBR, in our view, has also signalled clearly that it will actively use macroprundential
measures to make sure that the reduction in the policy rate does not fuel excessive leverage
and lending practices. As a result, we would not be surprised if some financial institutions see
their capital requirements increased in the coming year and, with time, lending practices may
also be tightened.
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Disclaimer
TERMS AND CONDITIONS OF USE
YOU AGREE THAT YOU ARE USING THIS REPORT AND THE ADA Economics Ltd (“ADA”)
SERVICES AT YOUR OWN RISK AND LIABILITY. NEITHER ADA NOR ANY DIRECTOR, OFFICER,
EMPLOYEE OR AGENT OF ADA ACCEPTS ANY LIABILITY WHATSOEVER FOR ANY DIRECT,
INDIRECT, CONSEQUENTIAL, MORAL, INCIDENTAL, COLLATERAL OR SPECIAL DAMAGES, OR
LOSSES OF ANY KIND, INCLUDING, WITHOUT LIMITATION, THOSE DAMAGES ARISING FROM
ANY DECISION MADE OR ACTION TAKEN BY YOU IN RELIANCE ON THE CONTENT OF THIS
REPORT, OR THOSE DAMAGES RESULTING FROM LOSS OF USE, DATA OR PROFITS,
WHETHER FROM THE USE OF OR INABILITY TO USE ANY CONTENT OR SOFTWARE OBTAINED
FROM THIRD PARTIES REQUIRED TO OBTAIN ACCESS TO THE CONTENT, OR ANY OTHER
CAUSE, EVEN IF ADA IS ADVISED OF THE POSSIBILITY OF SUCH DAMAGES OR LOSSES, AND
EVEN IF CAUSED BY ANY ACT, OMISSION OR NEGLIGENCE OF ADA OR ITS DIRECTORS,
OFFICERS, EMPLOYEES OR AGENTS, AND EVEN IF ANY OF THEM HAS BEEN APPRISED OF
THE LIKELIHOOD OF SUCH DAMAGES OCCURRING.
I/ Copyright 2018 ADA. All rights reserved.
This report may provide information, commentary on and the discussion of issues relating to the state
of the economy and the capital markets. All opinions, projections and estimates constitute the judgment
of the author as of the date of the report and are subject to change without notice. ADA is under no
obligation to update this report and readers should therefore assume that ADA will not update any fact,
circumstance or opinion contained in this report.
The content of this report is provided for discussion purposes only. Any forward-looking statements or
forecasts included in the content are based on assumptions derived from historical results and trends.
Actual results may vary from any such statements or forecasts. No reliance should be placed on any
such statements or forecasts when making any investment decision, and no investment decisions
should be made based on the content of this report.
This report is not intended to provide personal investment advice and it does not take into account the
specific investment objectives, financial situation and particular needs of any specific person. Under no
circumstances does any information represent a recommendation to buy or sell securities or any other
asset, or otherwise constitute investment advice. Investors should seek financial advice regarding the
appropriateness of investing in specific securities or financial instruments and implementing the
investment strategies discussed or recommended in this report.
This report should not be regarded by recipients as a substitute for the exercise of their own judgment
and readers are encouraged to seek independent, third-party research on any companies discussed or
affected by this report.
Securities and other financial instruments discussed in this report are not insured and are not deposits
or other obligations of any insured depository institution. Investments in general and, derivatives, in
particular, involve numerous risks, including, among others, market risk, counter-party default risk and
liquidity risk. No security, financial instrument or derivative is suitable for all investors. In some cases,
securities and other financial instruments may be difficult to value or sell, and reliable information about
the value or risks related to the security or financial instrument may be difficult to obtain. Investors
should note that income from such securities and other financial instruments, if any, may fluctuate and
that the price or value of such securities and instruments may rise or fall and, in some cases, investors
may lose their entire principal investment. Past performance is not necessarily a guide to
future performance.
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Foreign currency rates of exchange may adversely affect the value, price or income of any security or
financial instrument mentioned in this report. Investors in such securities and instruments effectively
assume currency risk.
Any information relating to the tax status of financial instruments discussed herein is not intended to
provide tax advice or to be used by anyone to provide tax advice. Investors are urged to seek tax advice
based on their particular circumstances from an independent tax professional.
Individuals identified as economists in this report do not function as research analysts. Under U.S. law,
reports prepared by them are not research reports under applicable U.S. rules and regulations.
In accordance with rules established by the U.K. Financial Services Authority, macroeconomic analysis
is NOT considered investment research.
Materials prepared by ADA research personnel are based on public information. Facts and views
presented in this material have not been reviewed by, and may not reflect information known to,
professionals in other business areas of ADA.
To the extent that this report discusses any legal proceeding or issues, it has not been prepared as nor
is it intended to express any legal conclusion, opinion or advice. Investors should consult their own legal
advisers as to issues of law relating to the subject matter of this report. ADA research personnel’s
knowledge of legal proceedings in which any ADA entity and/or its directors, officers and employees
may be plaintiffs, defendants, co-defendants or co-plaintiffs with or involving companies mentioned in
this report is based on public information. Facts and views presented in this material that relate to any
such proceedings have not been reviewed by, nor discussed with, and may not reflect information
known to, professionals in other business areas of ADA in connection with the legal proceedings or
matters relevant to such proceedings.
The information herein (other than the disclosure information relating to ADA and its affiliates) was
obtained from various sources and, while all efforts have been made to provide accurate information,
ADA does not guarantee its accuracy. This report may contain links to third-party websites. ADA is not
responsible for the content of any third-party website or any linked content contained in a third-party
website. Content contained on such third-party websites is not part of this report and is not incorporated
by reference into this report. The inclusion of a link in this report does not imply any endorsement by or
any affiliation with ADA.
Any unauthorised use or disclosure is prohibited.
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