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1.0 Executive summary

Political outlook

2021 got off to a dramatic start with the return of anti-corruption blogger and
opposition activist Alexei Navalny who was promptly arrested on January 17. A
week later Navalny successfully called for nationwide demonstrations on
January 23 with somewhere between 100,000 and 300,000 participants in over
100 towns and cities.

Navalny successfully hijacked the narrative and the Kremlin was put on its
back foot doing damage control. However, despite the large numbers the
proportion of Russians involved in the protests remains relative small and a
revolution is very unlikely. What the demos showed is the rising ill content with
the economic stagnation of the last years and the increasingly arrogant attitude
of the political elite.

The first half of 2021 will probably be given over to growing social unrest and
repression by the state without the protest movement reaching critical mass.

The main political event of 2021 is the Duma elections in September. The
popularity of the ruling United Russia Party has been falling but it is still
expected to win a majority, albeit perhaps in partnership with some new
smaller parties.

The main policy goals are to restart the spending on the 12 national projects
that are supposed to “transform” the economy and specifically bring back the
prosperity Russians enjoyed until the stagnation started in 2011 in the hope of
countering Russia's slowly rising social discontent.

Macro economy

After the slump in 2020 Russia’s economy will start growing again in 2021 and
expand by between 2.5% and 4%, according to the various forecasts. The rate
of growth is uncertain due to the number of unpredictable factors.

On the down side real income growth is likely to remain negative, holding back
consumption. The government is also planning to cut spending. On the plus
side oil and commodity prices are likely to grow and bring in extra funds and
inflows of foreign capital into Russia's local bond market, which has been
significant and supportive of the ruble.

The biggest unknown is whether the US will impose new sanctions and if it

does, how harsh these will be. However, the main macro indicators have
already stabilised and are likely to remain close to current levels for most of
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2021.

At its last meeting of the year the CBR kept the monetary policy rates on hold
at 4.25% due to the reappearance of inflationary pressures, which means a
rate cut in the first half of 2021 is very unlikely.

Food prices had spiked to the point where the government started negotiations
with producers to artificially cap price increases. The CBR revised upwards
CPI from 3.8-4.2% year on year to 4.6-4.9% y/y by YE20 due to the impact of
short-term one-off factors, but its statements were less dovish going forward
and it is now clear there will be no more cuts in at least the first quarter of 2021
and maybe not for the entire 2021. The easing cycle has definitely ended.

Budget & fiscal policy outlook

The federal budget deficit was 3.8% of GDP in 2020, with the non-oil deficit at
8.8% of GDP. Budget execution appeared to be better than previously
expected (4.4% of GDP in September and 5% of GDP in June).

The budget deficit will be reduced to 2.6% in 2021 partly thanks to the
government’s ongoing commitment to a policy of austerity rather than one of
boosting growth. This is wrapped up with the Kremlin’s belief that it is in an
economic war with the West and so won’t spend from its large National
Welfare Fund (NWF) to stimulate growth, instead preferring to sit on this
reserve, which is seen more as a strategic defensive weapon.

"Extremely conservative" spending Federal budget expenditures in 2021,
according to the analysts, will be 9% lower than the current year level, or by
RUBZ2.2 trillion, which is about 2% of the potential GDP in 2021.

New spending is coming from reforms to the government that are designed to
stop the stealing, more efficiently tax both the population and companies and
find new revenue streams. The government has also committed to increasing
borrowing modestly from 14% of GDP in 2020 to just over 20% in 2021.
Austerity and budget deficits are expected to stay in place until 2023, slowing
the pace of the recovery.

Real economy

Commodity prices were already rising again in November and are likely to
continue to strengthen on the back of a global recovery, and boosted by the
weakening dollar.

Industry was struggling in 2020 and after a brief recovery following the end of
the lockdowns it stalled again in the autumn. Industry should pick up again in
2021, particularly in the second half of the year as the vaccines do their magic,
and the numbers will be strong thanks to the low base effect. But
fundamentally there will be a recovery too from the release of a year's worth of
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pent up demand.

Corporate profits remain sensitive to changes in things like personal income.
While the situation with companies remains stable, their outlook is still
unpredictable. Profits remain below 2019 levels but are expected to continue
closing the gap in 2021.

Markets outlook

The Russian equity market rallied strongly at the start of January, but
after Joe Biden was inaugurated as president paused it climb as the
political risks of the new administration in the US kicked in and
investors took profits.

BCS GM set its end-of-year 12MF RTS index target at 1670 —
borderline between a Buy and a Hold — that suggests the market has a
20% upside in the last month of trading.

The Russian stock market was growing strongly in the first two months of 2020
before the multiple shocks knocked it off the rails. However, it started to surge

again in November after the coronavirus (COVID-19) vaccine trial results were
announced and following the conclusion of the US presidential elections.

The prospects for a relief rally and a return to growing valuations are good, as
traditionally the securities markets have done well in the year following a big
crisis. On top of that, structural changes, like the anticipated weakening of the
dollar over the next few years, will support emerging markets (EM) stocks in
general and domestically the last of the big state-owned enterprises (SOEs)
are expected to fulfil the MinFin order to pay out 50% of income as dividends
that will also be supportive. Traders believe the market could rise over 30% in
2021 on a general re-rating and the RTS could end 2021 at 1,850, up from
1,400 at the start
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2.0 Politics

The main event in 2021 will be the Duma election slated for September.
The ruling United Russia Party has been steadily losing support in recent years
and the Kremlin faces a major challenge to make it electable.

Having just scrapped in with over 50% of the vote in the last general elections,
the party’s approval fell to just 31%, according to independent pollster the
Levada Center in a poll conducted in September 2020.

The study showed that 11% of respondents are now ready to vote for the
ultra-nationalist Liberal Democratic Party of Russia (LDPR) headed by Vladimir
Zhirinovsky, and 7% for the Communist Party of the Russian Federation
(KPRF) headed by Gennady Zhuganov.

Other parties — Fair Russia, Motherland, Communists of Russia, Yabloko,
Party of People's Freedom (PARNAS), Green Party, New People, Russian
Party of Pensioners for Justice — will all get no more than 3% of votes each,
says Levada.

Another 6% of the respondents said that they would spoil their ballot papers.
But the most damning of all was a fifth of Russians (22%) will not vote, and
11% were undecided about their choice.

However, due to the state’s control of the media and “administrative
resources”, the party is expected to retain office. The regional elections held in
September 2020 were a dry run for this process and Untied Russia candidates
won the vast majority of seats in the local councils and governorships that
were up for grabs.

The Presidential administration is preparing for scenarios under which
the ruling United Russia Party would not gain a constitutional majority in
the State Duma after the 2021 elections, Kommersant daily reported on
December 10. The Kremlin is ready to build coalitions between United Russia
and smaller parties and independent regional candidates in the Duma. The
constitutional majority would require at least 301 seats in a 450-seat house.

In the current situation United Russia could count on 250 seats, according to
forecasts made by the presidential administration. At the same time, other
sources told the daily that the Kremlin could accept United Russia having only
a simple, not constitutional majority, as this would help avoid centring all
responsibility on the ruling party with small ratings.

Instead, small regional parties will be supported in the elections with an aim to
join the coalition. Newly established parties such as For Truth (Za Pravdu),
New People (Novye Lyudi), the Green Alternative and the Direct Democracy
Party do not exceed ratings of 1%. To compare, veteran liberal opposition
party Yabloko has a 4% rating.
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Another possible coalition partner is considered to be the Just Russia Party, on
condition of being "diluted with the right people", other sources said.

Getting over the 50% mark is important, as that gives the party control of all
the Duma committees where draft laws are actually drawn up and so control of
the law-making process.

The Kremlin needs to address the rising social discontent with Putin’s
rule. The emerging middle class are becoming more active and outspoken as
they master their material problems and the number of people that remember
the Soviet Union dwindles.

Notably, while the propensity to protest with political goals remains subdued,
the Russian population gets much more fired up over local issues such as
landfills and parks. The government is powerless to prevent these protests,
which can number thousands of demonstrators, as seen following the the
arrest of the popular governor of Khabarovsk in the far east, Sergei Furgal,
which went on for several months before eventually petering out.

The main thrust of the Kremlin’s plan to deal with this issue is encapsulated in
the May Decrees, which were expanded to become the 12 national projects in
2019. Progress on implementing the programme got off to a slow start in 2019,
with most of the spending from the total RUB25bn ($379mn) being in the
second half of 2019. But that spending did give the economy a bump and led
to real income growth briefly turning positive at the start of 2020, before the
coronacrisis hit, turning income growth negative again. As a result of the
pandemic the implementation of the national project’s deadline was extended
from 2024 to 2030.

In the last half of 2020 the government is clearly getting ready to
re-launch the national projects programme in 2021. The government was
reshuffled, with Prime Minister Mikhail Mishustin ousting the last of former
Prime Minister Dmitry Medvedev’s appointees, taking tighter control of the
Cabinet and adding three new ministries. Mishustin came to prominence as the
head of the tax service where he transformed it and increased revenues by
ending corruption and improving efficiency. He clearly intends to play the same
trick again with the federal government.

At the same time, the 40 development agencies, which spend non-budget
money, were shaken up and reduced to a dozen agencies, mostly under the
control of VEB.RF (formerly Vnesheconombank) that is run by Putin’s loyal
lieutenant Igor Shuvalov. VEB will now be responsible for all the very large
infrastructure project spending that accounts for a third of the bueget. Previous
these projects were dished out ad hoc to a small group of so-called stoligarchs,
close to Putin, but this work has now been institutionalised under VEB —
presumably to reduce the stealing.

The main beneficiaries from the development agency reform appear to be

VEB.RF, the mortgage broker DOM.RF and United Leasing Corporation
(GTLK and VEB Leasing).
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