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Russia's economy may be set to perform better this year than officially forecast, but analysts
say it may be too soon to celebrate as structural factors and the threat of inflation impede
growth.

Economic Development Minister Alexei Ulyukayev told ITAR-Tass on Wednesday that gross
domestic product growth in 2014 could be about 1.1 percent, the same as in the first five
months of the year — above an official economic growth forecast of 0.5 percent for 2014.

His upbeat prediction follows economic data that shows that in some ways Russia's economy
is weathering the storm caused by the Ukraine crisis better than many had feared.

Russia slashed its growth forecasts earlier this year after the escalation of the crisis around
Ukraine, which fueled large-scale capital flight, caused in particular by fears of harsher
Western sanctions against Russia.
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Lately, however, these concerns have been easing. The ruble and Russian stock market have
recovered strongly after panicky sell-offs in March, as investors conclude that Russia is
unlikely to send the Army into Ukraine.

When it comes to macroeconomic statistics, there has also been some tentative evidence that
the broader Russian economy may be doing better.

In particular, industrial output has been growing much more quickly than forecast. It rose
by 2.8 percent year-on-year in May following 2.4 percent growth in April. Manufacturing has
been doing particularly well, growing by about 4 percent in annual terms in May and April.

"For the moment we are still seeing surprisingly positive performance of economic activity,"
said Natalia Orlova, chief economist at Alfa Bank.

Deceptive Pick-Up

Analysts caution, however, that the pick-up in industry may be deceptive as other economic
data paints a gloomier picture.

Even as the Economic Development Ministry signals upward revisions in its growth forecasts,
the Central Bank has been doing the opposite. It this month revised down its growth forecast
for the year to 0.4 percent, citing structural constraints on underlying growth potential that
will not be easily fixed.

For example, the fact that Russia's unemployment is surprisingly low, at 4.9 percent in May,
indicates very little slack that would enable the economy to grow faster.

Alfa's Orlova said the surprisingly strong industrial output growth appears to have been
driven by rising government expenditure, which is rising twice as fast as projected. Spending
on defense has risen in recent months, she noted, which may be linked to the Ukraine conflict.

The snag is that such measures will not raise the underlying potential growth rate, implying
that they risk future inflation — already stubbornly high at 7.6 percent in May.

"In the short run [government spending] can boost demand, but the key issue is that it will
translate into inflation,' she said.

Higher government spending may help to explain why industrial output has risen despite
weaker growth in household spending, which had been the major locomotive for the
economy. Retail sales rose by a disappointing 2.1 percent in May.

Liza Yermolenko, emerging markets economist at Capital Economics in London, said that
the industrial acceleration appeared to have been driven by one-off factors, such as a single
large order for railway equipment and a spike in petroleum product output possibly linked
to refinery maintenance issues. "It's unlikely to last," she said.

Economists are skeptical about the argument that because the economy grew by 1.1 percent
in the first five months of the year, the full-year figure will be something similar.

They note that output was subdued in the first half of last year but then accelerated in the



second half, creating a statistical base effect that will weigh on the economic growth rate
during the second half of this year.

When it comes to Russia's longer-term economic growth potential, not much has changed
that would justify more bullish expectations.

Capital investment, which fell last year, has also fallen every single month this year. The only
silver lining is that the pace of the decline has been diminishing — from 7 percent in January
to 2.6 percent in May.

For an economy which badly needs to boost such long-term investment, that is a slender
thread on which to base hopes of strong economic growth in future.

"Things are not getting worse, but they are not getting better either," said Yermolenko. "The
bigger picture is that the economy is still very, very weak. It is too early to talk about any
recovery."
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