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MAIN TRENDS AND CONCLUSIONS
V.Gurevich

Russia’s Prime Minister Dmitry Medvedev said the detention of Economic
Development Minister Alexei Ulyukaev is beyond his understanding. AlImost
the same feeling holds true about Donald Trump’s victory in the US presiden-
tial elections, including the economic effect thereof.

While US-Russia relations are, at least in part, likely to warm up, the newly
elected US President may introduce economic measures whose effect on Rus-
sia’s economy may be found to be less encouraging than expected. Whether
sanctions against Russia will be watered down is beyond understanding for
now. However, some of Trump’s pre-election initiatives appear to be plausi-
ble and potentially feasible.

First, stimulating the US extraction industry. Not only shale deposits can
be boosted by lifting bans and introducing tax incentives. These measures
can increase considerably the evaluation of serviceable resources, which
does not suggest a further fall in crude oil prices that are highly likely to stay
as low as they are now, and one should not expect US oil producers to scale
back production if crude is traded at S50 a barrel and to face mass bankrupt-
cies when the crude price goes down to $40. With Donald Trump as presi-
dent, the United States may keep hold of the global crude price tag, that was
picked up due to the shale revolution, for long enough.

Second, imposing limits on imports of Chinese products. Even if Donald
Trump manages to implement at least a few of his protectionist measures,
this would be an unpleasant experience and an extra throttle on the econ-
omy of China that relies heavily on the US market. Furthermore, this would
automatically turn out to be an unpleasant experience awaiting all the re-
source-based economies.

Third, employing a combination of Trumpanomics elements (not to men-
tion efforts to implement all of them in full) including tax cuts, large-scale
infrastructure upgrade, wage raise, decline in external competition, etc. will
inevitably entail growth in the yield on US government bonds and hoist ex-
pectations of inflation increase. Even if Trump’s presidential campaign pled-
ges turn out to be leaner and softer, it is almost most likely that the Federal
Reserve will raise interest rates. More importantly, interest rate hikes are like-
ly to be seen on a regular basis within more than a year. For emerging mar-
kets, or those willing to become so, this means, in particular, that capital will
flight from these markets, lending terms will worsen and commodity prices
will drop.

No wonder that Bank of Russia’s draft Guidelines for the Single State Mo-
netary Policy in 2017-2019 considers the US monetary policy as an important
factor that has an effect on the Russian economy.

According to our experts, analysis of the draft shows that the regulator’s
stance is “reasonable and substantiated”, including the switch to inflation tar-
geting and a free-floating rouble exchange rate. The experts also agree with
the central bank on that mass industry financing based on printing money
will not prove an efficient means of industrial development. Furthermore,
the regulator points to the fact that the overall debt burden in the corporate
sector is heavy enough, and any further expansion of crediting is exposed to
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the risk of facing a bad debt crisis. They also believe that if the government
see a need for a mass low-rate crediting of selected industries, it would be
reasonable to spend budget resources that could be allocated via develop-
ment institutions. In this context, costs and risks of such a non-profit credit-
ing would apparently be covered by the budget, the price of such a policy
would become visible, encouraging more rational appropriation of funds,
whereas costs and risks would be covered by the economy if the central bank
resorts to financing based on printing money.

However, with the federal budget as it is now, there are serious limits to
supporting the industrial sector. This also holds true for regional budgets.
Although the equilibrium of consolidated budgets of subjects of the Rus-
sian Federation has improved over the past few months (in particular, tax
revenues have been higher than the inflation rate), the regional budgets
structure by itself makes it unlikely that they would prove a solid source of
development. For example, the share of budget expenditure on wages is on
the rise, whereas the share of budget investment is shrinking. Overall, ac-
cording to the experts, the downward trend that since 2009 has been seen in
real volume terms of regional budget revenue and expenditure is expected
to continue in 2017-2019.

Apparently, the federal budget and regional budgets are very limited in
capacity following a plummet in oil and gas revenues. Low prices driven by a
supply glut in the global market could raise a bit due to falling production at
cost-intensive fields in Canada, USA and in some other regions. However, the
downswing was offset in full by growth in the production in some OPEC coun-
tries including Iran and Saudi Arabia. Russia is also exhibiting high dynamics
in crude production that will hit its highest level in 2016 since the onset of
the post-Soviet period.

The experts note that oil production in Russia has been on the rise over
the past few years despite crisis developments in the economy, whereas oil
refining has been declining in volume terms due to change in domestic de-
mand for refined petroleum products. While analyzing the so-called tax ma-
noeuvre in oil production and refining, the experts note that even the “in-
complete version” of the same has spurred change in the production struc-
ture of refined petroleum products. The output of gasoline motor fuels has
increased slightly, whereas that of dark petroleum products dropped. Exports
of refined petroleum products (especially fuel oil and diesel fuel) have begun
declining, while exports of crude oil are on the rise in physical terms. Note
that growth in physical terms of these suppliers is an attempt to compensate
for falling volumes in value terms of crude oil exports.®
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1. THE MAIN AREAS OF MONETARY POLICY:
PRICE STABILITY, RESISTANCE TO SHOCKS
E.Goryunoy, S.Drobyshevsky, PTrunin

The draft Guidelines for the Single State Monetary Policy (hereinafter — the
Draft) prepared by the Bank of Russia does not involve significant changes in
monetary policy in the upcoming mid-term period. Russian monetary authori-
ties see their main task in maintaining price stability and improving financial
sector resilience to possible macroeconomic shocks. The Bank of Russia does
not give up the goal of reducing consumer inflation to 4% by the end of 2017,
so the regulator plans to maintain a moderately tight monetary policy. There
are no plans for active intervention in the foreign exchange market, and the
exchange rate will remain floating.

The consistency of the monetary authorities is due to the fact that the
actual macroeconomic dynamics generally corresponds to that predicted by
the regulator when determining the target parameters of monetary policy.
Foreign economic background has been relatively stable in the last year, and
Russian economy has continued to adapt to the new levels of oil prices and
the new level of the exchange rate.

The risk of emission lending

The Draft emphasizes that rapid economic development is impossible
without changing the growth model from that oriented on raw materials
to that oriented on investment. High prices for hydrocarbons was the fac-
tor leading to the increase in output in Russia in the 2000s. The growth was
extensive in nature and not accompanied by diversification of the economy.
The potential of this model is now exhausted, so steady growth is only pos-
sible if there are structural reforms, which, according to the Bank of Russia,
should be focused on increasing productivity and management efficiency, re-
newal of fixed assets, development of infrastructure and creation of high-
quality institutions.

The monetary authority considers its role in this process to be to create
conditions for economic growth, which involves ensuring normal money cir-
culation with predictable inflation, maintaining substantial margin of safety
of the financial system which excludes the possibility of a large-scale financial
crisis, and managing interest rates in order to stimulate people to have a suf-
ficient level of savings.

The Bank of Russia is critical of the possibility of large-scale use of conces-
sional lending as a mechanism to stimulate growth, but allows some limited
use of such measures to support individual businesses and industries. Mas-
sive emission financing of the industry, according to the Central Bank, will
only accelerate price growth, undermine economic and social stability, but
will not be an effective instrument for production development due to the
lack of effective mechanisms of selecting the most promising investment pro-
jects. At the same time, the regulator estimates the total debt burden in the
corporate sector as high, so further expansion of lending will lead to increas-
ing imbalances and create the risk of bad debt crisis.
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Also, the Bank of Russia is negative about the idea of returning to active
monetary policy since they assume that free market pricing makes the ex-
change rate more responsive to external conditions, which helps the eco-
nomy to adapt smoother to the changing environment. Exchange rate fluc-
tuations may be significant, which would have a negative impact on macro-
economic processes, but as low diversification of the Russian economy and
the dominance of raw materials in the structure of exports are fundamental
causes of these fluctuations, monetary policy measures alone can not solve
the problem of exchange rate volatility.

The Bank of Russia’s viewpoint set forth in the Draft seems to us reasonable
and justified. The strategic choice made by the Russian Central Bank when
it decided for inflation targeting and switching to the regime of floating ex-
change rate has a solid scientific foundation and corresponds to the best in-
ternational practices of monetary policy. The monetary regime chosen by the
Bank of Russia can help manage the problems that can be solved with meas-
ures of monetary policy, while it does not involve attempts to influence the
macroeconomic parameters which the Central Bank cannot effectively influ-
ence in the long term. These parameters include the potential level of output,
rate of monetization of the economy, real exchange rate and real lending rate.

One can agree with the Bank of Russia’s position that massive lending to
industry by the Central Bank is undesirable. Moreover, soft lending, as well as
other industrial policy measures, in our opinion, are not intrinsically related
to monetary policy. If the government finds it necessary to actively give loans
to selected sectors at lower rates, it would be right to use financial resour-
ces of the budget for these purposes. Those resources would be distributed
through the corresponding development institutions. In this case, the costs
and risks associated with non-profit lending will explicitly be on the budget
reflecting the real cost of this policy and providing incentives for more effi-
cient allocation of resources. At the same time, in case of emission lending by
the Central Bank, the costs and risks will be on the entire economy as infla-
tion tax burden.

Factors of macroeconomic dynamics

The Bank of Russia determines internal and external factors that will play
a decisive role in mid-term macroeconomic dynamics. Among them, there
are hydrocarbons market conditions, economy growth rate in Russia’s part-
ner countries, monetary policy in major economies (primarily the USA), and
Russian government’s fiscal policy. The Russian Central Bank is considering
three scenarios, from oil prices dropping to $25 per barrel to their growth up
to $50. Presumably, the fiscal policy in all scenarios will follow the approved
conservative course. The proposed scenarios appear to be reasonable, but
the Draft does not provide detailed commentary on the Central Bank’s ac-
tions in case the actual policy of the Russian Ministry of Finance will be softer
than planned. This course of events cannot be excluded, so it would be in-
teresting to have a more detailed discussion on the measures that could be
taken by the Central Bank in such case.

Interest rates

The policy of high real interest rates deserves a special comment. The aim
to achieve price growth of 4% by the end of 2017 is very ambitious given the
inertia of Russian inflation. In order to realize these intentions and anchor
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inflation expectations of economic agents, the Bank of Russia conducts con-
servative interest rate policy. Over the past year, the key interest rate was
reduced by only 1 p.p. while the inflation rate over the same period fell by
nearly 9 p.p., and this, considering the simultaneous reducing of the expect-
ed inflation, means a significant increase of the real interest rate and tighten-
ing of monetary policy. Maintaining the positive value of real interest rate of
the money market helps to curb the rise in prices by increasing the attractive-
ness of savings and thus helps to achieve the inflation target of 4% by the end
of 2017. At the same time, it carries downside risks to economic activity. The
main areas of last year’s monetary policy were accompanied by commen-
tary on recession risks; in the new Draft, these risks are not discussed. In our
opinion, the document lacks the estimates of the probability of growing real
interest rates’ possible negative impact on economic growth.

Information policy and market expectations

The effectiveness of the regulator’s information policy which implies in-
fluence on economic agents’ expectations could be higher, in our opinion. It
is the rate of inflation, when it’s targeted, that is the most important factor
of the effectiveness of monetary authorities’ influence on the dynamics of
prices and output through the expectations channel. To date, according to
the Draft, economic agents expect that inflation will be higher than the one
expected by the Russian Central Bank, and the key interest rate will be lower,
respectively.

This mismatch between the market’s expectations and the regulator’s
plans poses a threat of recession. If the Bank of Russia continues to follow
the chosen course, the monetary policy will be tighter than expected by eco-
nomic agents, which will be followed by a reduction in investment, a fall in
aggregate demand, and the economic downturn. If the monetary authori-
ties give up the target goals and adapt to current expectations by lowering
the rate, economic agents will take it as an additional reason not to trust
the regulator’s declarations about achieving inflation target goals. The con-
sequence of this would be increased inflation due to the background of high
inflation expectations.

Thus, the mismatch between the Bank of Russia’ plans and market play-
ers’ expectations can have adverse effects either as a recession or as a loss of
the regulator’s reputation.

Although monetary authorities see the discrepancy between market ex-
pectations and their own intentions, they do not acknowledge the lack of
efficiency of their information policy. In fact, economic agents’ lack of trust
in the Bank of Russia’ claims is a significant limitation to the effectiveness of
its policies, so the monetary authorities should pay special attention to this
problem. In our opinion, the reason for limited trust in the Bank of Russia’s
declarations is not so much a lack of transparency of the interest rate policy,
but rather the lack of provided information and outreach. Besides that, eco-
nomic agents’ trust in the Bank of Russia is strongly negatively impacted by
the fact that the Bank of Russia has historically almost never reached the
stated inflation targets.

In general, the monetary authorities’ policy described in the Project is
quite reasonable and justified from both the theoretical and practical points
of view. The clear orientation of the monetary policy on achieving only the
goals that can in principle be achieved with monetary measures seems right.
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The overly optimistic plan to reduce price increase to the target level by the
end of 2017 causes some doubts, but after the Central Bank publicly an-
nounced this intention, giving it up for a softer policy will lead to a loss of
trust in the Bank of Russia. At the same time, economic agents’ expectations
regarding the interest rate policy differ markedly from the monetary authori-
ties’ plans, and the Bank of Russia has not yet succeeded in winning their full
confidence in its policy. @
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2. REGIONAL BUDGETS: AT THE END OF TETHER
A.Deryugin

Improved parameters of the consolidated budgets balance of the subjects of
the Russian Federation in July-October 2016 triggered by growing rates of
budget revenues and curbing of expenditure growth will allow retaining the
values of major budget indices at the 2015 level in real terms. Meanwhile,
currently regions have got to the limits of their possibilities to raise wages to
those categories of public employees who were indicated in May 2012 presi-
dential decrees. Expected onward contraction of real volume of regions’ re-
venues and expenses in 2017-2019 can lead to the incomplete implementa-
tion of decrees, further distortion on the structure of regional and local budg-
ets’ expenditures, debt problems as well as to the slowdown of economic
growth rates.

Revenues

According to preliminary results of regional and local budgets execution for
10 months of 2016, revenues of the consolidated budgets of the subjects of
the Russian Federation have moved up by 4.4% in comparison with the same
period of last year, meanwhile by H1-end this growth came to barely 2.7%.
The number of regions’ consolidated budgets whose revenues exceeded the
corresponding level of last year has gone up (67 against 55 by H1-end), as
well as the number of regions’ consolidated budgets whose revenues growth
rates exceeded the inflation level for 12 months (34 against 24). This is attri-
butable to relatively good indicators of revenues growth registered in August
(130.0% on August 2015) and October (113.9% on October 2015) (Fig. 1).

Thus, average growth rates of the consolidated budgets’ revenues of the
RF subjects for 10 months of 2016 have significantly come close to the level
of the consumer price index for 12 months (106.1%), which gives some hope
for retaining real volume of regional revenues at the 2015 level.

Having said that, dynamic of the

RF subjects’ consolidated budgets’ re- .

table to increasing average growth rates
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responding period of the previous year),
excises (138.2% against 130.2%), tax
on the assets of organizations (117.2%
against 106.8%) as well as non-repaya-
ble receipts obtained from the budgets
of other levels (101.6% against 89.5%).

Source: Calculated on data released by the Federal Treasury.
Fig. 1. Growth rates of general revenue volume of consolidated
budgets of the RF subjects, to the same period of last year, %
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Moreover, despite somewhat de- |,
crease of growth rates of proceeds
from PIT (106.5% for July—August
2016 against 108.4% for H1), they
have remained above the inflation,  110%
which to a considerable extent was  105%
due to positive dynamics of the PIT ;o
tax base, which since the turn of the
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tax revenues by the period-end of

10 months of the current year have Source: calculated on data released by the Federal Treasury and Rosstat.
come to a level exceeding the infla- Fig. 2. Growth rates of the total volume of proceeds from PIT into
tion rate for 12 months and the only consolidated budgets of RF subjects and average monthly nominal
factor, which slows down regional and payroll accounting, % against the same period of previous year
local budgets’ revenues are non-tax
revenues (growth from the turn of the year — 102.3%) as well as non-repay-
able receipts from the budgets of other levels (94.3%).
Geographically, there is a rather mixed situation: each federal okrug has
regions with relatively high and low growth rates of budget incomes and the
average indicators of growth rates of consolidated budgets’ revenues across
federal okrugs stay relatively close. If we analyze the situation from the point
of view of a ratio of number of regions’ consolidated budgets whose revenues
grew faster than inflation to the total number of regions in the okrug, then
leaders by growth rates are Far-Eastern and North-Western federal okrugs
(67 and 55%, respectively), and lagging behind North-Caucasus (14%), Cen-
tral (22%), and South (25%) federal okrugs.

Expenditure

By the period-end of 10 months of 2016, total growth the RF subjects’
consolidated budgets’ expenditures has come to 104.2% on the same period
of the previous year, which is below inflation registered for 12 months. Main
curbing owed to wages, which in nominal terms have remained around the
last year’s level (100.1%). At the same time, by H1-end, one can note a signifi-
cant growth of public and non-public social payments (114.1% to H1 2015),
which is determined by the indexation following high inflation registered in
2015.

High rates of capital investment growth posted by H1-end (149.7% to H1
2015) have shrunk to 104.7% by 10 months-end, which attributes to their
more active disbursement in H1, which, in its turn, was due to current phases
of the electoral cycle in Russia. Consequently, further reduction of real vo-
lume of capital expenses from regional and local budgets is expected by the
end of 2016.

Reduction of real expenditure volume had an impact on the implementa-
tion of May Presidential Decree No. 597 (2012), which envisages bringing
salaries of a number of categories of state and municipal employees to the
level of average or double average level existing in the economy. According
to the Program of step-by-step improvement of the compensation plan in
state (municipal) organizations for 2012-2018, ratio of average salary of state
employees and average wage in the economy must annually grow to reach

10



2. REGIONAL BUDGETS: AT THE END OF TETHER

the target level. Along with that in H1 2016 compared to H1 2015, deterio-
ration of indices of its implementation has been observed: “delay” of the
target value has increased on a majority of categories: across 9 categories
on the regional level, and across 7 categories on the municipal one. This fact
either speaks about reaching regional potential to increase pay increase for
“mentioned” categories or is purely technical consequence of growing rates
of average wage in the economy (Fig. 2).

Budgets balance and public debt

Increased growth rates of budget
revenues of RF subjects and decline of
growth rates of expenditure registered
in H2 2016 have improved general pa-
rameters of regional budgets balance.
As a result, total current surplus of re-
gions’ consolidated budgets by the pe-
riod-end of 10 months of 2016 has sur-
passed corresponding indicator for the
same period of last year (Rb 539.7 bn
against Rb 503.0 bn).

Improvement of parameters of re-
gional budgets balance was bound to tell Source: calculated on data released by the Finance Ministry of Russia and

. . . the Federal Treasury.
on the dynamics of ‘reglonal public debt. Fig. 3. Dynamics of public debts of RF subjects, % to the volume
For example, despite some growth of

of tax and non-tax revenues of budgets of RF subjects
its nominal volume from Rb 2.17 trillion

posted in September 2015 to Rb 2.26

trillion registered in September 2016, its ratio to the volume of tax and non-
tax revenues of regional budgets has shrunk for the same period from 34.2 to
33.5%, which happened for the first time during last 4 years (Fig. 3).

Despite some average contraction of tax burden of the regions, the num-
ber of RF subjects has gone up whose ratio of public debt to the volume
of tax and non-tax revenues of corresponding budgets exceeds 100%: from
11 posted in September 2015 to 13 registered in September 2016 and ex-
ceeding the level of 125% — from 3 to 4.
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Source: Calculated on data released by Finance Ministry of Russia.
Fig. 4. Structure of public debt of the subjects
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Herewith, one needs to remember that the RF Budget code sets caps on
corresponding ratio for general regions at the level of 100% and for highly
subsidized ones — at the level of 50%. This limitation does not extend to bud-
get credits until 1 January 2018. However, after that date, it is highly likely
that over a dozen of regions will break this requirement, following which the
issue of excessive regional overburdening with public debt will become a fe-
deral issue.

With respect to the structure of regional public debt, there is an ongoing
upward trend in federal budget loans, which as of September 2016 came to
48.2% resulting from the growth of public budget loans, which commenced
since 2014 aimed at replacing expensive commercial loans (Fig. 4).

Forecast

According to the forecast of the
consolidated budgets’ parameters of i;;
RF subjects indicated in materials to  , 15¢

o
the draft law “On the Federal Budget 3 14%
for 2017 and the 2018-2019 planning g/
period” (hereinafter — Draft law), the 1%
downward trend in real volume of 10%
budget revenue and expenditure un- §8Sg8g8g8sgs88g:=zg2cg:z¢g¢2
g SS8SSSSSSSSSSRERRERRERER
folding since 2009 will be retained in —Revenue ——Expenditure

the course of 2017-2019 (Fig. 5).
Contraction of real revenue vo- Source: 1998—.2015—calc.ulated on data released by Federa.l Treasury based
. on budget execution reports; 2016-2019 — calculated proceeding from param-
lume by 2019 by 0.6% of GDP in com-  eters produced in the materials for the Draft law.

parison with 2016 will be due to a re- Fig. 5. Dynamics of revenue and expenditure of consolidated budgets
duction of tax and non-tax revenue of RF subjects, % to GDP

(constitutes 0.3% of GDP and linked

with a transfer of 1.0% of income tax to the federal budget) and interbudget-

ary transfers from the federal budget (0.3% of GDP).

Centralization of part of corporate income tax at the rate of 1.0% com-
mencing from 2017 with further reallocation of the corresponding volume
among RF subjects via the system of interbudgetary transfers will not result
in the increase of real revenue volume because it will be totally offset by a
contraction of actual volume of subsidies and other types of transfers from
the federal budget. For example, in 2017-2019 real volume of interbudgetary
transfers from the federal budget will come to 1.77, 1.64 and 1.46% of GDP,
respectively. This will be below the 2016 level (1.78% of GDP) and significant-
ly lower average value for the period of 2005-2015 (2.4% of GDP).

Planned contraction of real volume of the consolidated budgets’ ex-
penditure (Fig. 5) happens without a corresponding change in the deline-
ation of powers between federation and regions. Moreover, according to
the Presidential Decree of 7 May 2012 No. 597 “On Measures for the Im-
plementation of State Social Policy,” salaries of 12 categories of public sec-
tor workers should be brought to the target values by 2018. Therefore, the
actual volume of regional commitments, on the contrary, should move up.
Its forecast contraction, obviously, will be owing to exclusively budgetary
caps: reduction of real volume of the consolidated budgets revenue vo-
lume of RF subjects as well as decrease of the deficit due to tighter restric-
tions of the budget law. (Reduction of the deficit volume limit has been
planned from 15 to 10% of the approved total annual volume of budget

12
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revenue of RF subjects minus approved volume of non-repayable trans-
fers).

Consequently, financial outlook of the regions will be deteriorating, which
will result in further distortion of structure of regional budgets expenditure.

According to calculations made by RANEPA’s experts based on the data
released by the Finance Ministry and Rosstat, in the wake of contraction real
volume of expenditure of consolidated budgets of RF subjects (minus Repub-
lic of Crimea and the city of Sebastopol), the spending on gross payroll of
“mentioned” categories went up from 1.69% of GDP in 2012 to 1.7% of GDP
in 2015 and is expected to be at the level of 1.84% of GDP in 2016. Along with
this, there is a reduction of the total number of “indicated” categories of the
public sector workers (by 5.1% for the period since 2013 up to mid-2016).
Despite this fact, the share of budget spending on gross payroll has moved
up from 28.5 to 32.6% of the total volume of expenditure of regional consoli-
dated budgets. Meanwhile, the share of budget investment has fallen from
13.4 to 10.1%. Forecast continuation of these trends creates preconditions
for the slowdown of economic growth.

Possibilities for replacing commercial loans with budget ones in 2017-
2019 will also be restricted. Draft law envisages decrease of the volume of
the budget loans origination in 2017-2018 threefold compared to 2016 —
from Rb 310bn to Rb 100bn and to Rb 50bn by 2019. Thus, there will appear
preconditions for building up expensive commercial debt, which will also re-
duce investment potential of regions. @
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3. OIL MARKET: LOW PRICES RETAINED
Y.Bobylev

Low world crude oil prices have resulted in scaling back oil production on
high-cost oil deposits and in contraction of investment in the development
of unconventional deposits. At the same time, reduction of crude oil extrac-
tion from the cost-intensive deposits, first of all, in the US, is offset by the
built up production by leading OPEC countries who strive to increase their
market share. In 2016, Iran and Saudi Arabia have significantly raised their
crude oil output. Russia has also built up production, which hit all-time high
since 1990. In 2017, one should expect relatively low oil prices to remain. At
the same time, some growth is feasible in comparison with the current year.

The current oil glut market has led to a significant drop of the world pri-
ces on oil. The fast growth in tight oil production in the United States was
the main factor for supply increase. In this context, OPEC refused to reduce
set quotas of crude oil production and actually conducted policy of retaining
its market share. As a result, in 2015, average price of Russian Urals moved
down to $51.2 per barrel, and in January—October 2016 averaged $40.6 per
barrel (Table 1). In January, it fell to $28.8 per barrel, and in October consti-
tuted $47.7 per barrel (Fig. 1).

Table 1
WORLD OIL PRICES IN 2014-2016, USD/BBL.
2015 2016 2016 2016
2014 2015 Q4 Ql Q2 Q3
Pl 7 et 98.9 52.4 43.4 34.4 45.9 45.8

Great Britain
Price of Urals, Russia 97.7 51.2 41.5 32.0 43.6 43.9

Sources: IMF, OECD/IEA.

Owing to low prices posted
in 2016, downward oil output
trend in the cost-demanding 120
oil-fields was retained, first of
all regarding tight oil reserves
in the US. The US produc-
tion of oil peaked to 9.6 mn/ 60
bbl per day in April 2015, fol-
lowing which it decreased to
9.2 mn/bbl per day in Decem-
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day in September 2016. It fell 555550505560 0505606005500005 5

by 11% in comparison with
April of last year (Fig. 2). Qil
output is falling also in China,
Mexico, and Australia.

In the wake of low oil prices, investment in the development of the most
cost-intensive oil-fields, tight oil in US, bituminous sands in Canada, and

Source: OECD/IEA.
Fig. 1. Price of Urals in 2008-2016, USD/bbl

14



3. OIL MARKET: LOW PRICES RETAINED

deep-water deposits in various parts of  9s00

the world has shrunk significantly. For 9400 /\

example, the number of active oilrigs 9200 N W\
reached the maximum of 1,596 in Octo- 9000 /
ber 2014, after which reduction of their 8800 /
number followed (Fig. 3). In December 8600 /.-'
2015, the number of rig count came to 8400 /

537 and in September 2016 — 416. In 8200
other words, the number fell by 74% in 8000

\
J

Y

J

r

g 8 8 8 S < o on N on o n o n 0 LW W O O

. . . . . L T B B B B I T B I B D = T T D B B |
comparison with the pre-crisis period. N S B e S T B S R
: ) S 5§ 8 & =5 389 S S 5 =9 9 S S g 9

Downward trend in the investment ac- S S5 5 5 5 5 5 5 5 5 5 8 8 5 5 5

tivity will result in the new future in fur-

ther fall of the oil output in the United Source: USEIA.
States. Further dynamics of the oil pro- Fig. 2. Oil production in USA in 2014-2016, thousands of barrels per

duction in the country will depend on day
the global crude oil prices, as well as on 1700
the policy conducted by the new US ad- ——
ministration regarding introducing pre- R \
ferential tax treatment of oil companies ~ 130° \
and allocation of new license blocks. 1100 \
Contraction of cost-intensive pro- 900
duction could have reduced oversup- 700 \
ply of crude oil and create precondi- 500 \/\
tions for surge of global oil prices. Policy \/

300

conducted by OPEC presents a serious S 333 3T 999y 09898y
problem. Those countries strive to ex- 3 8858 =23 8385383235 8853
— — — — — — i — i - - — — - ) — —
o o o o o o o o o o o o o o o o o

tend their market share. Those govern-

ments whose revenues decisively de-
Source: Baker Hughes.

pend on the oil export with depressed Fig. 3. Number of active rigs in the US in 2014-2016
oil prices enhance incentives to expand

the market share. By raising supplies,
they want at least partly to offset contraction of revenues owing to the oil
price plunge. As a result, contraction of output in high-cost regions currently
is offset by production growth in OPEC.

Saudi Arabia, the largest OPEC oil producer, has significantly raised oil out-
put: by 0.96 mn/bbl per day over last two years (by 0.37 mn/bbl per day in
2015 and 0.59 mn/bbl per day in 2016). Iraq, the second largest oil producer
in OPEC, has made a major contribution in oil oversupply in 2015 by increas-
ing the output by 0.82 mn/bbl per day. In 2016, Iran, the third largest oil pro-
ducer in OPEC, was a major “destabilizer” on the oil market. Thanks to lifted
sanctions, Iran increased oil output from 2.8 mn/bbl per day in Q4 2015 to
3.65 mn/bbl per day in Q3 2016 (Table 2). Thus, output growth in Iran com-
pletely offset output contraction in the US in 2016. In the end, there was a
constant excess of the previously set production quota on oil production by
OPEC (30 mn/bbl per day).

Russia also boasts of upward trend in oil production (Table 3). According
to preliminary estimates, Russia’s crude oil output will hit 544 m t, which is
the highest level since 1990. Recent years’ investments and the ruble’s de-
valuation have significantly contributed to the crude oil production.

A number of factors, which contribute to retention of relatively low oil
prices, characterizes current global oil market. The paramount among them
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Table 2
OIL OUTPUT IN US AND OPECIN 2014-2016, MN BARRELS PER DAY

USA

Z?‘:s:a .6 10.07 10.22 10.00 9.9 10.33 10.59
---------
Iran 2.80 2.80

Source: USEIA.

are significant volumes of tight reserves in the US, which will be rapidly drawn
into development and will increase supply with oil prices above $60 per bar-
rel; slowdown of economic growth in China; highly low level of discipline
in OPEC, as well as feasibility of increasing production in certain countries,
which are beyond OPEC. In this context, retention of relatively low prices of
oil in the years to come is the most likely prospect for the oil market.

At the same time, in 2017, owing to a fall of tight oil production and re-
duction of oversupply of oil, some increment of global oil prices is feasible in
comparison with the current year. Latest forecasts made by leading interna-
tional organizations regarding global oil prices for 2017 stay in the range of
$45-55 per barrel. According to the IMF forecast basket price for oil in 2017
will come to $50.6 per barrel, the World Bank forecast — $55.2 per barrel, the
US Energy Information Administration — $50.9 per barrel, OPEC — $45 per bar-
rel. Some growth of world oil prices is expected in the future. For example,
according to the IMF forecast, in 2018 the oil price will hit $53.1 per barrel
(Table 3).

Table 3
FORECASTS OF GLOBAL OIL PRICES, USD/BBL

International Monetary Fund: basket price of oil* 50.6 53.1

OPEC basket price 45.0 50.0

* Average price of Brent, Dubai and WTI.
Sources: IMF, WB, OPEC, USEIA.
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4. THE IMPLICATIONS OF TAX MANEUVER:
PRODUCTION OF OIL AND PETROCHEMICALS
A.Kaukin, A.Knobel, A.Firanchuk

A tax maneuver in the oil and oil refining industries contributed to some
changes in the pattern of production of petrochemicals: the total volume of
oil refining decreased, while the volume of production of motor gasoline in-
creased somewhat. It is to be noted that the tax maneuver had an effect on
the pattern of exports of petrochemicals, too: with duties increased on resi-
dual oil its exports fell dramatically, while with export duties reduced on com-
mercial gasoline, directly distilled gasoline and light and medium distillates
their exports increased. Reduction of export duties on diesel fuel brought
about growth in its share in the total exports of petrochemicals.

Production of Oil and Petrochemicals

Late in 2014, amendments of the tax legislation in the oil and oil-refining
sector were approved and they were called a “tax maneuver”?.

According to the parameters of the tax maneuver, the ratio of the Russian
oil price in the export duty calculation formula should be gradually reduced
t0 0.42,0.36 and 0.30 in 2015, 2016 and 2017, respectively. Simultaneously,
it was expected to increase the severance tax base rate to Rb 766 per ton,
Rb 857 per ton and Rb 919 per ton, respectively. In addition to the above, ex-
port duty rates on petrochemicals linked to the value of export duties on oil
were adjusted further: as regards light petrochemicals they decreased, while
as regards dark ones, they rose. Also, some reduction of excises on petro-
chemicals was provided for.

The purpose of the above changes was to promote efficiency of the Rus-
sian oil refining industry which during the past few years produced a negative
added value in terms of global prices. The complete version of the tax ma-
neuver?, which was not actually implemented and was only partially reflected
in changes of the legislation suggested that by means of nulling of export
duties on oil and petrochemicals with a simultaneous raising of the seve-
rance tax rate on oil the Russian vertically integrated companies (VIC) would
have motivation to modernize oil refineries, increase oil refining depth and
change the pattern of petrochemicals so that either the share of light frac-
tions increases or inefficient loss-making industries are closed down®.

In 2016, a deviation from the tax maneuver’s initial parameters — which
were approved in 2014 — took place: reduction of oil exports was frozen for

1 Federal Law No0.366-FZ of 24 November 2014 “On Amendment of Part Two of the
Tax Code of the Russian Federation and Individual Statutory Acts of the Russian Federation.”

2 For more details on factors behind the tax maneuver, refer to: G.I. Idrisov and
S.G. Sinelnikov-Murylev. Export Oil Duties: It is Impossible to Abolish, It is Impossible to Pre-
serve // The Neft Rossii. Issue No.12, December 2011, pp. 72-77; G.1. Idrisov and S.G. Sinelnik-
ov-Murylev. Modernization or Conservation: The Role of Export Duties on Oil and Petrochemi-
cals // The Economic Policy. 2012. No 3. pp. 5-19.

3 On the Effect of the Tax Maneuver on Oil and Gas Transfers in the Eurasian Economic
Union. See: AYu. Knobel. The Eurasian Economic Union: The prospects of Development and
Possible Obstacles // Voprosy Ekonomiki. 2015. No. 3, pp. 87-108.
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Russian oil refining companies are Source: The Rosstat.
most explicit (Fig. 2). The ratio of the  Fig. 2. Dynamics of production of petrochemicals in Russia in 2013
volume of produced motor gasoline 2016
to that of primary oil refining at refi-
neries increased from 14.1% in 2014 to 14.4% and 14.5% in 2015 and the first
three quarters of 2016, respectively. It is to be noted that a similar indicator
for residual oil changed more considerably: from 28.7% in 2014 to 26.2% and
20.1% in 2015 and the first three quarters of 2016, respectively. The share of
the produced diesel fuel fell from 28.2% to 27.9% and 27.3%, respectively.
So, it can be cautiously stated* that even the incomplete version of the tax
maneuver contributed to some changes in the pattern of production of pet-
rochemicals: the total volume of oil refining fell primarily due to reduction of
output volumes of dark petrochemicals, while the output volume of motor
gasoline increased somewhat.

1 According to the draft of the 2017 Federal Budget, the formula of calculation of ex-
port duties next year will correspond to the values approved in 2014. .

2 Henceforward, the dynamics of indicators in 2016 is described by changes in the
first three quarters of 2016 as compared to the first three quarters of 2015.
3 The consequences of the crisis for the domestic oil industry were insignificant as

compared to processing sectors as the new level of prices on oil was acceptable for producers:
first, a larger portion of the industry’s costs was denominated in rubles and, second, a drop in
oil prices affected largely the state’s revenues and not the oil industry. For more information,
see: G. Idrisov, A. Kaukin, O. Morgunova and M. Turuntseva. The Two Centers of the Russian
Industry // The Online Monitoring of Russia’s Economic Outlook: Trends and Challenges of the
Socioeconomic Development. Issue No.11 (September 2015), pp. 19-22.

4 The period under review is affected by consequences of crisis phenomena in the
Russian economy.
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tons in 2004 to 172m tons in 2015 (Fig. 3). Source: The RF Federal Customs Service.

Dynamics of exports of petrochemicals Fig. 3. Dynamics of the Russian exports of crude oil and

and crude oil are given in Table 1; the data petrochemicals in 2000-2015

were given for January—August of all the

years for the sake of comparison with 2016. In the first eight months of 2016
physical volumes of exports of crude oil rose by 6% as compared to the same
period of 2015, while the volumes of exports of petrochemicals in the first eight
months of 2016 fell by 11%, but still exceed the values of 2013. In 2013-2015,
volumes of exports of residual fuel and diesel fuel were growing, butin 2016 they
fell dramatically. It is to be noted that fairly sustained growth in physical volumes
of exports was demonstrated by directly distilled gasoline, commercial gasoline,
light distillates and lubricants.

Table 1
PHYSICAL VOLUMES OF EXPORTS OF CRUDE OIL AND PETROCHEMICALS,
JANUARY—AUGUST OF THE RESPECTIVE YEAR

Crude oil 155.6 149.2 160.0 170.0

Residual oil

—----——
galzglfrfgy distiled 9.85 11.02 11.40 11.91 +21 +5
_--___
Other:

Trimers and tetra-

mers of propylene 0.0
Waste oils 0.0002 0.0002 0.0000 0.0002 +5 to 11-times

Source: The authors’ calculations on the basis of the data of the RF Federal Customs Service.

Dynamics of the unit weight of different petrochemicals in the total ex-
ports of petrochemicals (to all the countries, except for the Eurasian Econo-
mic Union) correlates negatively with changes in export duties® on those
types of commodities (Table 2 and Fig. 4). With no export duties imposed

1 As percentage of the export duty on crude oil, the so-called calculation ratio for ex-
port duties on petrochemicals.
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Table 2
CHANGES IN THE PATTERN OF EXPORTS OF PETROCHEMICALS TO ALL THE COUNTRIES,
EXCEPT FOR MEMBER — STATES OF THE EURASIAN ECONOMIC UNION,
JANUARY-AUGUST OF THE RESPECTIVE YEAR

Residual oil 56.7 53.1 532 47.38 -8

Directly distilled gasoline 10.2 10.2 11.7
_----____

13 1.5 1.7 2.0 +0.7 +0.3 -26

Source: The authors’ calculations on the basis of the data of the RF Federal Customs Service.
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Note: The size of marker is proportional to the export volume.
Source: The authors’ calculations on the basis of the data of the RF Federal Customs Service.

Fig. 4. Dynamics of shares of commodity groups in the exports of petrochemicals (to all the countries, except for the
Eurasian Economic Union) and change in export duties for those groups

on oil and petrochemicals for the countries of the Eurasian Economic Union,
Russia explicitly subsidies the economies of those countries.

The export duty was increased as a whole by 0.16 of the oil export duty
for residual oil, oils and waste oils (the share of the latter is negligible). Due
to a 8.8 p.p. drop in the share of residual oil (from 56.7% in January—August
2013 to 47.8% in 2016), the shares of other petrochemicals increased. It is to
be noted that the exports of commercial gasoline increased the most (both
in relative and absolute terms); export duties on that gasoline were reduced
by 0.29 of the oil export duty.

Also, there was growth in shares of other commodity groups for which
the export duty was reduced (Table 2). So, it can be concluded that the tax

1 For more details about the effect of the tax maneuver on Russia’s value of the oil
and gas transfer, see: A.Yu.Knobel The Eurasian Economic Union: Prospects of Development
and Possible Obstacles // Voprosy Ekonomiki. 2015. Ne 3. Pp. 87-108.
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maneuver had a direct effect on the export pattern of petrochemicals: all
the large commodity groups (with a share of over 1% in the exports of pet-
rochemicals) showed a negative effect of the calculation ratio for the export
duty on petrochemicals (p.p. of the oil export duty) on changes in shares of
commodity groups in the total exports of petrochemicals.®
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