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Controversial Growth Recovery

. The domestic demand has slowed down . Stabilization of inflation and inflation expectations

. BYN has appreciated in real terms . The budget surplus goes down

. The physical volume of imports is growing, exports are see-sawing . Wages have risen, the unemployment has decreased

GDP growth rate,% Decomposition of GDP growth: the contribution of structural and cyclical
(seasonally adjusted, annualized) factors, percentage points
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1. By default Belstat reports GDP growth rates (i) on accrual basis and (ii) vs. the same period of a previous year. The series of such growth rates turn out to be flat, but it ‘hides’ new signals in output dynamics. In internationally
accepted practice series of the annualized growth rates between two consecutive quarters (with a seasonal adjustment) are more frequently employed. Such growth rates reflect the tendencies of the output with respect to a
particular quarter (including the last one). The series of annual average growth rates (not on accrual basis) allow to avoid high volatility of previously mentioned indicator and embeds the information about the last quarter to the
previous year context. Finally, average annualized growth for last 5 years (not on accrual basis) could be viewed as indicator characterizing the environment of the long-run growth.

2. Decomposition of GDP to structural and cyclical component is made by means of univariate Kalman and Hodrick-Prescott filters. Final decomposition is a result of averaging of these two approaches. In terms of growth rates,
such decomposition demonstrates contribution of structural and cyclical factors to growth rates of the output. However, it doesn’t focus on the current state of the trend (potential) output and output gap (corresponding estimates
of levels may differ significantly (than estimates of growth rates) in comparison to estimates based on another decomposition techniques).
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Current trends

The output growth has accelerated,
but remains weak and unsustainable

The output growth accelerated in Q2-Q3 2019. When taken on its own, this
output pattern may be called positive. The premature and partly artificial
recovery observed in Q1—owing to wage stimuli and favorable external
shocks—kept the “maturation” of the economy for its full transition to this
stage of the cycle in question. Therefore, the probability of a reversal of the
business cycle and a new wave of growth deceleration persisted in Q2-Q3.
This was further supported by negative external shocks, such as the “dirty
oil” incident and the resulting drop in exports, the weaker external demand
in Russia amid the local currency appreciation in real terms. Finally, the
growth acceleration observed in Q2-Q3 was not backed by a significant
strengthening of the fiscal/monetary stimuli, although this could have
been expected based on the declared intention of the authorities to nota-
bly boost the economic activity.

Against the background of these trends, the economic growth accelerat-
ed, but remained weak and unsustainable, as well as controversial in its
quality. For example, the transformations registered in the output composi-
tion—a significant deceleration of the domestic demand combined with the
see-sawing net exports—are usually inherent in the stage of growth decel-
eration. A number of trends, more common for this stage, were also ob-
served in the credit and labor markets. At the same time, some indicators
of the quality of growth, such as labor productivity and return on capital,
improved slightly, which can be interpreted as the economy’s readiness for
further growth strengthening.

N
BEROC
—/

In terms of projections for subsequent periods, the scenario of ac-
celerated, although still slow and weak, growth looks most realistic.
Under this scenario, the output growth would be close to 1.5 per cent
in 2019, rising to about 2.0 per cent in 2020. However, the probability
of alternative scenarios for 2020 is also quite high.

On the one hand, the risk of growth deceleration against the back-
ground of its fragility continues to persist. The prerequisites for this
scenario are the weak domestic demand, decelerating export growth
combined with a significant BYN appreciation in recent periods, as
well as probable negative external shocks. These could include, for
example, an increase in gas prices, disturbances in oil trade arrange-
ments, deteriorating terms of trade, and a slowdown of the global
growth. Moreover, the high probability of these shocks in itself has a
shackling effect on the economic activity.

On the other hand, the economic growth in 2020 may be slightly
above 2 per cent due to voluntaristic policy decisions. The importance
of macroeconomic stabilization has become increasingly questioned
recently as it supposedly inhibits the output growth. If this position is
strengthened and the economic authorities significantly intensify the
economic stimuli, that would result in a short-term surge in growth at
the price of new risks and threats to the price and financial stability.
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Institutional environment

Pressure from Russia and a stalemate situation for
Belarus

The potential new deal with Russia remains a key topic for the
national agenda. In anticipation of the announced date of signing
a package of new agreements, uncertainty remains as to both the
contents of the package and the probability of these agreements
being signed at all. This background is largely created owing to the
stalemate situation faced by Belarus in connection with this pack-
age of agreements, as well as the attempt of the authorities to find
any acceptable way out of it.

Over the past year, the authorities have been engaged in negotia-
tions with Russia in the format proposed by the latter - “a compen-
sation for the tax maneuver in exchange for deeper integration”.

At the initial stage of the negotiations, the Belarusian authorities
probably assumed that the failure to achieve the desired results
would have mainly short-term negative consequences: a progressive
decline in fiscal revenues, a deterioration of the financial position of
the oil refineries, and a corresponding output decline.

However, the adoption of the negotiation format set by Russia has
resulted in the risk of the rejection of the deal now potentially turn-
ing into a systemic shock for the national economy and worsened
prospects for its long-term growth. It has happened because Russia
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gradually “raised the stakes” and a wide range of issues was tied to “deep-
er integration”. These include the gas price and the so-called “re-clear-
ance” of oil, removal of non-tariff barriers, and access to credit resources.

If the “big deal” is rejected, the risk of a systemic shock would force the
authorities to look for ways to address new unwanted issues. For example,
the problems of the budget revenue shortfall, as well as lower profitability
of the oil refineries would call for a systemic response. The way the author-
ities respond to the issues would have an impact on the prospects for long-
term growth. At present, the most obvious options of such a response are
to minimize tax benefits, cut budget expenditures, as well as significantly
reduce the volume of oil refining. However, such responses would reduce
the degree of “political convenience” of the economy for the authorities
and/or risk undermining its viability in the absence of further systemic
changes.

In turn, an agreement on the “big deal”, into which Russia is dragging
Belarus, may result in a limitation/loss of certain elements of at least
economic and institutional sovereignty of the country. Even judging by the
scarce official information, the requirements imposed by Russia in terms of
“deeper integration” are often “unacceptable”.

Such a dilemma leaves little chance for any favorable resolution of the
issue for Belarus, as well as the Belarusian authorities. Therefore, it is
increasingly likely that the authorities would seek to leave the situation in
limbo, looking/waiting for a more favorable moment to address it. However,
it also means that conceptual risks will remain relevant for the country.
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Background information

The 2020 budget is adopted with a deficit: the role of
fiscal policies and public debt management is greater

For the first time in recent years, the consolidated budget for 2020 has
been adopted with a deficit—about BYN 1 billion or about 0.7 per cent of
GDRP. It reflects the pessimistic scenario of the “energy negotiations” with
Russia used in the budget plan. It is expected that the inertial growth of the
“standard” revenues will be offset by a shortfall (of about BYN 1.9 billion)
in revenues associated with energy trade. As a result, the total revenues
would remain practically unchanged in absolute terms compared to 2019
but would decrease in relative terms (by about 2 per cent of GDP).

Consolidated expenditures are planned to remain at the level of 2019

in relative terms (about 28.5 per cent of GDP), which is equivalent to an
increase of about 8 per cent in absolute terms. According to the budget
plan, the main contributor to the total expenditure growth will be wages—on
average, the public sector wages are expected to increase by about 11 per
cent.

In these new realities, the role of the fiscal policies and public debt man-
agement increases substantially. The accumulated reserves will help
finance the planned deficit in 2020, as well as maintain the rule of net
repayment of about 25 per cent of the public debt obligations. However, in
the medium term, this status quo would not be maintained under a con-
servative scenario. The authorities are likely to increasingly face a dilemma
of fiscal stability/debt sustainability considerations and the challenge of
ensuring a countercyclical effect of fiscal policies and public debt.
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Is the commitment to macro stability in question?

In the second half of 2019, a number of events signal a potential
weakening of the role of macro stabilization in the economic policy
design. Firstly, following a two-year break, the authorities stepped up
the use of methods of “financial engineering” to support state-owned
enterprises. The most striking example of this was the support of
cement enterprises. Secondly, there was some revision of the policy
of curtailing the directed lending, which had been consistently im-
plemented since 2015. In particular, the initially approved limits of
such lending for 2019 were increased, and its complete elimination
was postponed until 2021 (previously planned for 2020). Thirdly, a
number of top officials have increasingly referred to more proactive
policies of supporting short-term growth.

If this trend is strengthened and the economic policies are eased, Be-
larus may again face the risk of macro and financial destabilization.
New and partly sound justifications for policy easing suggest that the
economy is in a dire need of an “injection” of growth, while the fiscal
and monetary policies supposedly have a restrictive impact on the
output. However, while somewhat logical, such justifications ignore
the structural sources of the weak growth and the sensitivity of the
price and financial stability to the macroeconomic policy design.
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Output and demand

The domestic demand has slowed down

The main trend in the output dynamics on the demand side was the
slowdown and the subsequent fading out of the domestic demand
growth. It demonstrates that, following the rapid growth in the previous
periods, the domestic demand has hit its “ceiling” and needs addition-
al impulses to grow further. The pattern of net exports was unstable
and was largely influenced by fluctuations in exports—which were large-
ly related to the “dirty oil” incident—while imports showed rather stable
growth. In subsequent periods, the net exports are most likely to be
determined more by the condition of imports, as the latter is sensitive
to the domestic demand. If the authorities do not resort to active stimu-
lation of domestic demand and it stagnhates for several periods, there
will be a high probability of decelerating/declining import growth. With
expansionary policies in place, the domestic demand would rise again,
leading to further growth in imports and deterioration of net exports.

Are the improving quality indicators a background for
accelerating growth?

The quality growth indicators improved in Q3. On the one hand, this
gives reason to speak about a background for growth recovery. On the
other hand, this trend is still weak and may simply reflect the de facto
weakening of the domestic demand.
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Note: The rate of the GDP growth and the relevant contribution of demand components are annualized quarter
on quarter (with a seasonal adjustment); GFCF is gross fixed capital formation.

Quality growth indicators
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of GFCF in GDP.
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Inflation and inflation expectations %
Monetary sector g i
Inflation and inflation expectations have stabilized 20
Around the mid-year point, the inflationary surge that occurred in the
previous few quarters was neutralized. This was facilitated, first of all, by *
the inertial damping of the domestic demand. Secondly, both the mon- ¢ N
etary and the fiscal policies constrained the money supply growth. The 4 N7
National Bank maintained the refinancing rate unchanged at the level o

of 10 per cent (until August), which resulted in persistent (and even
somewhat growing) excess liquidity of banks (because they are short
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m@m Proxy for expected inflation rate

of attractive borrowers), which they “froze” in bonds of the National e el ltion i, Sl Bverags o

Bank. The MmIStry of !:mance continued to acgu.mulate resources In Its Note: The inflation expectations are calculated on the basis of the methodology developed by Kruk (2016). All
accounts with the National Bank, also constraining the money supply. the indicators are annualized in percent. The quarterly inflation is seasonally adjusted.

This background contributed to lower inflationary expectations, to some

increase in demand for instruments of savings in the local currency (and Interbank interest rate and monetary aggregates

therefore to appreciation of the latter).
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The space for maneuver in the monetary sphere has -
expanded 70
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The deceleration of inflation resulted in some growth of real interest 40
rates in the credit and deposit markets at the turn of Q2-Q3, while the ZZ
nominal interest rates remained stable. Amid improvements in the mon- 10
etary sphere, the National Bank’s space for maneuver expanded. There- % b v ® e e e © = ~ ~ Fr ® ® ® ® 2 o o
fore, after a one-year break, it again resorted to reducing the refinancing 5 &8 8 3 5 8 8 3 5 & 8 3 5 & 8 3 5 & 8
rate: in two rounds (in August and November) it was brought down by 1 I 0t nfrncureny et i Nominal nterbank teres e, sl % (ight )
p.p. to 9 per cent per annum. This interest rate brought the monetary IR o oo mrosaton o ) e o e qustry aulized), % ight i)
policies back to a nearly neutral state in terms of their impact on the
outp ut. Note: M3 components correspond to the scale M3 2015=100. All the indicators are seasonally adjusted in real

terms.
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Financial stability

The foreign currency liquidity continues to
strengthen

The foreign currency liquidity continued to strengthen. The
main reason for this were the net sales of foreign exchange by
households. Their volume remains very significant (about USD
600 million for three quarters of 2019), although it is decreas-
ing compared to previous periods (about USD 1.1 billion for
three quarters of 2018). The external position also had a sta-
bilizing effect: a moderate current account deficit was almost
entirely covered by net inflows under the financial account. The
latter was influenced by the behavior of the government: it was
repaying the public debt on the net basis in small “portions”,
although it had accumulated resources for more active net
repayments.

The retail lending boom is fading out

The corporate segment of the credit market remained dor-
mant: outstanding corporate loans grew moderately in nominal
terms, while declining in real terms. The key reason for this is
still the shortage of corporate borrowers attractive for banks.
Therefore, banks continued to be more active in the retail
segment. The growth of outstanding retail loans was still high
in nominal and real terms. However, this growth began to slow
down, signaling the likely soon termination of the consumer
lending boom.

Foreign exchange liquidity indicators
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includes interest and principal payments for the previous 12 months. The net external position of the monetary
authorities is calculated as the difference between the reserve assets and the costs associated with them over
the coming 12 months.
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Note: Companies’ liabilities to the government etc. under loans are calculated as the difference between the to-
tal amount of companies’ liabilities under loans and their liabilities under loans provided by the financial sector.
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Consolidated budget performance, % GDP

Fiscal sector

The budget surplus is decreasing “ -- .............
The key trend of 2019 in the fiscal sphere is a progressive decline in the §ZZ ...

consolidated budget surplus. In the first half of the year, it gravitated " 20 --

to the level of 3.2 per cent of GDP, and it is most likely to be within the 15

range of 2.5-3.0 per cent of GDP in 2019 (3.8 per cent of GDP in 2018). 12

The key reason for the decline of the surplus is the drop of revenues 0

from foreign trade—by about 1.3 per cent of GDP in Q2 against the
average annual level of 2018. Amid the weak economic environment,
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revenues from most tax items also decreased—in total by about 0.4 per B Dormenic ebtin foreign curency - P

cent of GDP against the average annual level of 2018. Expenditures in B Domesti deb n local currency

relative terms also decreased S“ghtly_by about 0.8 p_er cent of G!DP__aI- Note: * - without taxes on foreign trade; ** - without public debt service. % GDP values are seasonally adjusted
though less than revenues. Expenditure cuts were quite evenly distribut- quarterly flows.

ed across the main items. Public debt, %GDP

The authorities repay the public debt in “small por- "
tions” »
The authorities are adjusting their approaches to the public debt man- 12
agement in the context of the expected deterioration of the fiscal posi- ;
tion in future. Despite the available reserves—about USD 5.0 billion and 5 ] -----------
BYN 7.8 billion held in government accounts—and the declared intention B
to repay 25 per cent of liabilities on the net basis, the de facto net re- o
payment rate is lower. About USD 180 million (about 14 per cent of the 0

-35

total volume of public debt repayments) were repaid on the net basis in
three quarters. But due to the GDP growth, it helps maintain the down-
wa rd trend Of the debt burden_ m@m Balance Tax revenues* [Jll Other revenues [ Debt service I Other expenditures

-Expor! revenues Current expendilures“*-Capital expenditures
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Note: Quarter average.
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External sector

BYN has appreciated in real terms

The price competitiveness index did not change significantly in Q2-
Q3. But this result was backed by divergent trends. Firstly, the terms
of trade improved slightly. But this trend was determined by trade in
energy goods, while the terms of trade for non-energy goods even
deteriorated somewhat. Secondly, BYN appreciated in real terms in
Q2-Q3—as a result of the trends observed in the domestic foreign
exchange market—that weakened the price competitiveness of all
producers. Therefore, despite the fact that the average price com-
petitiveness in the economy did not change significantly, its variation
depending on activities could be quite large in Q2-Q3.

The global growth is decelerating, while Russia’s
growth is accelerating

The growth of most major economies of the world (USA, EU, Japan)
continued to weaken in Q2-Q3. The main reasons for this include the
cyclical deceleration, as well as political barriers generating economic
risks (trade wars, Brexit). Against this background, a significant accel-
eration of the growth in Russia in Q2-Q3 turned to be an unexpected
development, the prospects of which are still controversial.

The entire global economy tends to face the preconditions for a rapid
change of the phase of the economic cycle. In particular, most of the
forecasts for the global economy—assuming easing of the political
barriers—posit a slight acceleration of growth in most countries of the
world in 2020.
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External price competitiveness indices, 2015=100
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Note: The price competitiveness index is calculated as the product of the terms of trade index and the reverse
REER index, multiplied by 100.

Global economic indicators, 2015=100
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Note: All the GDP series are seasonally adjusted. The commodity price indices are calculated based on the World
Bank data.
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External operations

The physical volume of imports is growing, exports are
see-sawing

The main trend of Q2-Q3 was a steady increase in the volume of im-
ports for almost all product groups. Imports of investment and non-food
consumer goods were growing at the fastest pace, implicitly indicating
that the growth of imports was largely a result of the domestic demand
stimulation in the previous periods. The dynamics of exports differed
greatly in Q2 and Q3. In this regard, Q2 became one of the most unsuc-

cessful in recent years, with the volume of exports dropping significantly.

The largest decline occurred in exports of energy products, mainly due
to the “dirty” oil issue. However, the physical volume of exports declined
for other product groups as well. In Q3, there was a significant surge in
exports of most goods. In terms of intermediate goods, it became a kind
of compensation for losses in the previous quarter. In terms of invest-
ment and consumer goods, the growth momentum was associated with
a recovery of the growth in Russia.

The cost of external borrowings decreases

The trend in the cost of foreign borrowings for Belarus changed in Q2-
Q3: after a few quarters of growth, the cost began to decline again. The
new trend is explained by changes in the environment in the global cap-
ital market due to changes in the interest rate policy of the US Federal
Reserve, which headed for lower interest rates starting from the middle
of the year.

Prices and volume of international trade, 2015=100
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Note: Debt service data in % of GDP include both interest payments and principal repayments. The effective interest rate is cal-
culated as a ratio of public debt interest payments over the last 4 quarters to the average public debt size over that period. The
cost of sovereign borrowings is an estimate calculated as the average yield to maturity for all sovereign Eurobonds outstanding
at the time of calculation.
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Social sphere

Wages have risen, the unemployment has decreased

Following a slowdown at the beginning of the year, the real wage growth
accelerated in Q2-Q3. The quarterly growth rates were not so high (7.2
per cent and 3.5 per cent, annualized, in Q2 and Q3 respectively), but
significantly exceeded the output growth rate. This was largely associat-
ed with the measures taken by the economic authorities to achieve the
relevant targets. The faster growth of real wages has led to an increase
in real unit labor costs, which negatively affects companies’ price com-
petitiveness and/or financial sustainability. In this environment, compa-
nies adjusted their labor market behavior in terms of new jobs. However,
owing to fluctuations in the labor force participation, the unemployment
rate was declining steadily: from 4.6 per cent in Q1 to 4.4 per cent and
3.9 per cent respectively in Q2 and Q3.

The growth of social transfers accelerated

Against the background of the existing margin of fiscal strength, the
economic authorities again resorted to increases in social transfers. For
example, in nominal terms, the average pension was raised steadily by
6.2 per cent in Q2 and then by 6.7 per cent in Q3. This led to significant
real growth (17.1 per cent and 14.1 per cent, annualized, respectively)
and to smoothing the accumulated imbalances in the income distribu-
tion. Against this background, the poverty reduction trend strengthened:
the poverty rate fell to 3.5 per cent in Q3 (from 3.6 per cent and 3.7 per
cent in Q2 and Q1 respectively).

Employment and new jobs, 2015=100
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The technical forecast is an automated procedure that selects the best specification of ARIMA model for a certain dataset based on the Akaike information criterion and employs this model for forecasting for 5 upcoming quarters. An ARIMA-based forecast just
takes into account past trends of the selected indicator and doesn’t consider other economic variables, either in the past or in the future. The term “technical forecast” means that it doesn’t include any linkages between economic indicators and is fully based
on statistical methods. To correctly interpret this type of forecast one should use it as an answer to the following question: “What would happen to a particular indicator in the short-run, provided that the baseline scenario is applied, i.e. in case the fundamental
parameters of the economic environment don’t change, no exogenous shocks impact the economy, and fiscal and monetary policies remain unchanged compared to the current period?” BEROC’s judgmental forecast shows the medium-term equilibrium of a
relevant indicator, to which the latter would gravitate in the coming 5 quarters.
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