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The global factors affecting the world economic outlook for 2017 will influence economic activity in the
Caucasus and Central Asia (CCA) region through their impact on commaodity prices, export demand,
remittance flows, exchange rates, and financial conditions.  APSP! Crude Oil

Global growth is gaining momentum and is projected to (1. dollars abarre) 0

reach 3.5 percent in 2017 and 3.6 percent in 2018, a steady o T

improvement on the 2016 growth rate of 3.1 percent. This 0 é ; %
includes firmer growth in Russia, a key driver of remittance 80 g S I 80
flows and exports for the CCA, and an upward revision to 70 o 0
growth in China, a key investor and increasingly important 60 g -
trade partner for the region. This improved global outlook 50 ’ T W
is also consistent with somewhat higher commaodity prices. 40 40
All these factors will support growth in the CCA, and o o
represent an opportunity for countries to implement the i

longer-term reforms necessary to secure higher, more B o © N 20
durable, and inclusive growth. However, the outlook also WS . /
implies higher interest rates, which could exacerbate debt Projection
vulnerabilities and, in some cases, tighten liquidity. Sources: Bloomberg L P;and I staf calculations.

1 Note: Average of U.K. Brent, Dubai Fateh, and West Texas Intermediate crude oil prices.
MCD REO = Regional Economic Outlook: Middle Eastand Central Asia; OPEC =
Organization of the Petroleum Exporting Countries.

Risks to the global outlook remain skewed to the downside.

These include the potential inward shift in policies toward protectionism, and possible faster-than-
expected U.S. monetary policy normalization, which could trigger a more rapid tightening of global
financial conditions and further appreciation of the U.S. dollar.

The outlook for the oil market is also uncertain. Last year’s agreement by major oil-producing countries
to cut crude oil output (the “OPEC+” agreement) has helped increase oil prices, although prices remain
variable. The baseline medium-term oil price outlook is little changed from that of the October 2016
Regional Economic Outlook. The key uncertainties are related to the degree of compliance with the
agreement, prospects for higher production by countries either exempt or not participating, and lower oil
demand given the downside risks to global growth. These global factors provide the backdrop for the
regional outlook (see table).

Real GDP Growth, 2015-18

2015 2016 2017 2018
World 3.4 3.1 3.5 3.6
CCA 3.2 24 3.1 4.1
CCA oil and gas exporters 3.1 2.2 3.1 4.1
Of which: non-oil GDP growth 3.1 15 2.4 29
CCA oil and gas importers 3.7 3.3 3.6 3.9

Sources: National authorities; and IMF staff calculations.
Note: CCA = Caucasus and Central Asia.
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After a significant slowdown in economic activity in 2016, growth in the Caucasus and Central Asia
(CCA) region is expected to pick up in 2017 and further accelerate in 2018. However, this reflects
mainly higher commodity prices and a more benign outlook in key trading partners. While fiscal
accommodation and exchange rate adjustment have been appropriate responses to earlier external
shocks, they have left a legacy of higher public debt and generally weaker financial systems across the
region. Against this backdrop, growth-friendly fiscal consolidation needs to proceed promptly, while
monetary policy frameworks should be further strengthened to support the increased exchange rate
flexibility and keep inflation under control. Weaknesses in the highly dollarized financial sectors need to
be addressed urgently to minimize systemic risks and limit the potential impact on public finances. With
medium-term growth prospects remaining relatively subdued, implementation of structural reforms is
essential to successfully diversify away from commodities, reduce reliance on remittances, and ensure

sustained and inclusive growth.

External conditions in 2016 were more favorable
than envisioned in the October 2016 Regional
Economic Outlook. The prices of oil and other key
commaodities staged partial recoveries, Russia saw
a milder contraction, and growth in China was
stronger. In spite of these improvements, the
region continued to suffer the lingering effects of
earlier external shocks, in particular, the slump in
commaodity prices since mid-2014, and weak
economic activity in key trading partners. Growth
in the CCA was 2.4 percent in 2016, 1 percentage
point higher than projected last October, yet 0.8
percentage point lower than in 2015 (Figure 1).
The improvement relative to October also
reflected significant revisions to economic activity
in Kazakhstan due to the impact of currency
adjustment, lagged effects of earlier fiscal
stimulus, and oil production from the new
Kashagan field.

With the slightly more benign external conditions
anticipated to continue, growth in the CCA is
projected to pick up to 3.1 percent in 2017 and
further accelerate to 4.1 percent in 2018.

Figure 1

Reboundin Growth Prospects
(Real GDP, percentchange)
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Sources: National authorities; and IMF staff calculations.
Note: CCA= Caucasus and Central Asia.

However, despite recent improvements, external
conditions are expected to remain relatively
subdued over the medium term. At the same time,
the legacy of earlier external shocks has left the
CCA more vulnerable, with higher public debt
and weak financial sectors. In that context, CCA
growth is projected to average 4.3 percent in
2018-22, well below the 8.1 percent the region
experienced in 2000-14.
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In oil exporters, growth slowed to 2.2 percent in
2016, 0.9 percentage point lower than in 2015 and
the lowest since 1998. In Azerbaijan, growth fell
due to the impact of lower oil production in the
context of lower oil prices, a sharp weakening of
construction activities, and the drag from financial
sector vulnerabilities. In Kazakhstan, growth
slowed, despite relatively strong activity in
agriculture, construction, and transportation.

Growth for CCA oil exporters is projected to
rebound to 3.1 percent this year and further
accelerate to 4.1 percent in 2018, though with
some differences across countries. In Kazakhstan,
growth is projected to pick up this year and next,
supported by higher oil production from the
Kashagan field, the continued impact of earlier
targeted fiscal stimulus initiatives, and the
assumption that financial sector issues will be
tackled and, consequently, that bank credit will
resume. Economic activity in Azerbaijan is
projected to improve only gradually, curtailed by
lower oil production this year, in line with the
recent OPEC+ agreement, the impact of ongoing
financial vulnerabilities, and the foreseen impact
of fiscal consolidation. Both Turkmenistan and
Uzbekistan are expected to experience relatively
steady growth over the next few years, although a
large external deficit will be an impediment to
economic activity in Turkmenistan. Over the
medium term, growth in oil exporters is projected
to continue to pick up, in part reflecting more
favorable economic conditions in China and
Russia.

For oil importers, owing to the lingering impact of
lower commodity prices and reduced remittance
flows, growth in 2016 amounted to 3.3 percent,
the lowest since the global financial crisis. This
reflects weaker-than-anticipated domestic demand
in Armenia, exacerbated by a poor agricultural
harvest, and in Georgia. In contrast, stronger
trade, construction, and agricultural activities
supported growth in the Kyrgyz Republic, while

REO Update, May 2017

Tajikistan’s pickup in economic activity came
from stronger investment.

As remittance flows and external demand
recover—supported by higher prices of key
commodities, including copper, aluminum, cotton,
and gold—growth in CCA oil importers is
projected to accelerate to 3.6 percent in 2017 and
3.9 percent in 2018 and continue to improve over
the medium term.

Fiscal Consolidation Needed

With few exceptions, overall fiscal balances
deteriorated in 2016, especially among oil
importers. Policymakers continued to use fiscal
policy to offset the impact of earlier external
shocks, with public expenditure increasing in most
countries (Figure 2). While this provided much
needed support to economic activity, fiscal space
has declined and public debt is higher (see below).

Figure 2

Consolidation from Reduced Public Investment
(Public expenditure components, percent of GDP for oil importers, percentof
non-oil GDP for oil exporters)
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Sources: National authorities; and IMF staff calculations.
Note: Country abbreviations are Intemational Organization for Standardization (ISO)
country codes.

Most countries are therefore in a more vulnerable
position, and are expected to reduce spending this
year and next. This consolidation is anticipated to
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materialize mostly through reduced public
investment, which, in some instances, will reflect
the appropriate reversal of past investment booms
that have generated little improvement in
productivity or growth. In that context, countries
need to focus on strengthening the efficiency of
public spending, and ensuring the preservation of
critical social expenditure that protects the poor
and vulnerable. Countries need to develop strong
frameworks to identify and monitor growth-
enhancing public investment projects.

e For oil exporters, the non-oil fiscal deficit
amounted to 14.9 percent of non-oil GDP in
2016, an improvement of 3.6 percentage
points relative to the previous year. This
reflects mainly reduced capital expenditure,
and a pickup in non-oil revenues in
Azerbaijan and Kazakhstan, largely as a
result of currency adjustment. The non-oil
fiscal deficit for oil exporters is projected to
increase to 20.6 percent (of non-oil GDP) in
2017. This is explained primarily by a one-
time support package to the banking system
in Kazakhstan, and an extraordinary transfer
from the Oil Fund to the Central Bank of
Azerbaijan for the repayment of debt
obligations. In 2018, the deficit is projected
to decline to 13.5 percent as Azerbaijan
continues to reduce nonproductive public
investment, and Kazakhstan’s fiscal stimulus
expires.

e For oil importers, the overall fiscal deficit
rose to 4.6 percent of GDP in 2016,
1.5 percentage points larger than in 2015.
This reflects increased spending in all
countries, especially the Kyrgyz Republic,
where fiscal accommodation continued amid
a shortfall in tax revenues. Overall deficits for
this group are projected to decline to
3.4 percent in 2017 and 2.7 percent in 2018.
With revenues anticipated to remain broadly
unchanged, these reductions rely on the
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implementation of consolidation plans that
include, for example, lower public investment
in Armenia and lower current expenditures in
Georgia.

With subdued growth prospects, the pace of fiscal
consolidation must be well calibrated. Too much
fiscal restraint could negatively affect growth and
impede economic diversification efforts; too little
could compromise medium-term fiscal
sustainability. This is especially true given that
public debt, while still low relative to international
standards, has increased rapidly in many CCA
countries, and further increases are anticipated
over the next few years (Figure 3).

Figure 3

Public Debt Sensitive to Exchange Rate Fluctuations
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Note: The cumulative heightofthe three bars reflects the debt levels projected for 2017.
Public debtincludes both domestic and external public debt. External debtincludes both
private and public debt with the exception of Azerbaijan. Extemal debtin Azerbaijan
includes only public external debt. Country abbreviations are International Organization for
Standardization (ISO) country codes.
Of particular concern is the share of public debt
denominated in foreign currency. On average,
almost half of the increase in public debt reflects
valuation changes from local currency
depreciations since 2014. To reduce reliance on
external financing, and as part of a broader effort
to reduce dollarization and develop domestic
financial markets, some countries, such as

Kazakhstan, are planning to introduce a broader



range of debt instruments denominated in local
currency. A second concern arises from the fact
that, in some countries, borrowing by state-owned
enterprises is not recognized as a contingent
liability, which implies that consolidated
government obligations might be underestimated.
To secure fiscal sustainability, countries should
continue to focus on developing credible
multiyear fiscal frameworks that guide the pace of
adjustment and are reinforced by well-designed
policies that aim to identify new sources of
income and reduce their dependence on
commodity-related revenue. With increased
exchange rate flexibility in the region, asset-
liability management frameworks—covering
sovereign wealth funds and foreign exchange
reserves—should be reviewed to ensure they
adequately capture the full extent of balance sheet
risk exposures.

Current account deficits widened in most CCA
countries in 2016, largely reflecting the effects of
the various external shocks that have hit the
region since 2014. Better prospects for growth in
key trading partners, especially China and Russia,
combined with the firming of commodity prices,
are anticipated to contribute to a reduction in the
current account deficits of oil exporters over the
next few years. However, little improvement is
anticipated in the current account deficits of oil
importers.

Among oil exporters, the projected current
account deficit of 3.2 percent of GDP in 2017
implies an improvement of 2.7 percentage points
relative to the previous year, effectively reverting
to 2015 levels. The current account deficit for the
group is anticipated to improve further to 2.3
percent of GDP in 2018, due to a sharp
acceleration in exports, partly associated with
higher oil prices and improved external demand.

Oil importers’ current account deficit is set to
widen to 8.7 percent of GDP in 2017, from 7.9
last year, but marginally improve to 8.4 percent in
2018. Higher prices of imports, driven by higher
oil prices and currency depreciation, are expected
to be only partially offset by a pickup in
remittances and an increase in the value of
commodity exports.

At 11.5 percent last year, inflation among oil
exporters reached double digits for the first time
in eight years. This reflects the effects of past
depreciations in Kazakhstan and Azerbaijan due
to the large negative terms-of-trade shock. In
Azerbaijan, inflation was also affected by
increases in the administrated prices for gas and
electricity and the introduction of import duties on
agricultural products. Inflation in oil exporters is
expected to decline to 8.3 percent in 2017 and

7.6 percent in 2018. These projections reflect
easing inflation pressure in Kazakhstan associated
with the recent appreciation of the tenge and lower
government spending. Moderating inflation
prospects in Azerbaijan due to the projected fiscal
consolidation are also a factor, as well as tighter
monetary policy as the country moves toward a
fully flexible exchange rate regime—the Central
Bank of Azerbaijan announced a move to a free-
floating exchange rate regime in early January
2017.

With the exception of Tajikistan, inflation among
oil importers in 2016 was lower than in the
previous year, with average inflation for this
group declining to 1.9 percent, some 3 percentage
points lower than in 2015. Deflation continued in
Armenia from weak domestic demand and lower
import prices. The Kyrgyz Republic saw near zero
inflation amid subdued growth, currency
appreciation, and declining food prices. Inflation
in Georgia declined as a result of weak demand



and low global oil and food prices. However, as
economic activity continues to recover, inflation
in oil importers is projected to accelerate to

4.4 percent in 2017 and remain around 4 percent
in 2018.

As countries continue to move toward increased
exchange rate flexibility, monetary policy will
need to continue to focus on inflation
developments. Currency stabilization and easing
inflation pressure have allowed some central
banks to reduce policy rates on various occasions
since early 2016. This has been the case in
Kazakhstan, among oil exporters, as well as in
Armenia, Georgia, and the Kyrgyz Republic,
among oil importers (Figure 4). Conversely,
monetary policy tightened significantly in
Azerbaijan to support the exchange rate and to
address inflation pressure and, to a lesser extent,
in Tajikistan, also to stem inflation pressure from
currency depreciation and excess liquidity.

Further improvements to monetary policy
frameworks are needed to support exchange rate
flexibility and inflation targeting. This requires a

Figure 4

Monetary Policy Focusing on Inflation
(Monetary policy rate, percent)
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Source: IMF International Financial Statistics database.
Note: CCA= Caucasus and Central Asia. Data as of February 2017.

sustained effort to develop appropriate policy
instruments and strengthen central bank
independence, analytics, and communications to
establish the credibility critical for the success of
these frameworks.

Financial sector vulnerabilities continue to
increase, and repair is urgently needed. With few
exceptions, restructured and overdue loans have
increased further as dollarization remains high and
banks remain undercapitalized. These weaknesses
represent a drag on future economic activity with
credit growth continuing to decline in a number of
countries (Figure 5). At the same time, lack of
transparency and ownership issues continue to
inhibit operations and reduce confidence in the
banking sectors of several countries. In some
cases, governance issues and limited supervisory
independence impede the resolution of deep-
rooted problems.

Figure 5
Credit Growth Remains Depressed

(Credit to the private sector, yearover-year percent change’)
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Sources: National authorities; and IMF staff calculations.
' Adjusted for exchange rate effects.
Note: Excludes Turkmenistan and Uzbekistan. Data as of September 2016.

Against this backdrop, authorities have taken
some steps to address these vulnerabilities. In
Armenia, for example, all banks have complied



with the recent central bank-mandated increase in
minimum capital, which has also led to some
mergers and a consolidation of the banking
system. In Georgia, efforts to strengthen the
regulatory framework and reduce dollarization are
underway. In Azerbaijan, capital injections and
government purchases of bad loans continue, but
additional bank closures might be necessary as
new capitalization plans are developed. In
Kazakhstan, the authorities are engaged in the
merger between the two largest banks, which will
require significant public financial support. In
Tajikistan, a recapitalization plan for two major
banks and the liquidation of two smaller banks
have been announced. However, financial sector
weaknesses continue in that country, with
regulatory forbearance and resolution of
nonperforming loans remaining a challenge.

For the CCA more broadly, much remains to be
done to contain risks and enhance financial
intermediation. And this will be challenging in
this difficult context of legacy and governance
issues, coupled with regulatory forbearance and
subdued economic growth. First, any weaknesses
with bank balance sheets must be properly
diagnosed and effectively remedied. Second,
timely intervention of weak banks is crucial to
avoid systemic risks. Support for bank resolution
needs to be provided under strict conditions. For
example, public funds should support only viable
systemic institutions, with well-defined and fully
collateralized guarantees, and shareholders must
not retain any claims on assets when support is
provided. Liquidation of bad assets—and allowing
new investors to purchase these assets—should
follow a transparent and market-oriented approach
that promotes competition in the banking system.
Forbearance must be avoided and corporate
governance of state-owned enterprises, major
debtors in many jurisdictions, should be
improved. In parallel, regulators should continue
to strengthen lending practices and crisis
management frameworks while enforcing

prudential regulations. Addressing financial sector
issues promptly could have positive implications
for growth, not only as financial intermediation
accelerates but also as potential pressures on
public finances diminish.

While baseline assumptions point to a pickup in
growth, risks to the outlook for the CCA region
remain to the downside, including, for some
countries, due to regional geopolitical tensions. A
weaker-than-expected recovery could undermine
prospects for credible fiscal consolidation plans.
At the same time, failing to quickly address
financial sector weaknesses could not only reduce
growth prospects further, but would also increase
systemic risk, adding to fiscal pressures in a
number of CCA countries.

In this context, the external shocks that have hit
the region since 2014 have increased the urgency
of diversifying away from oil and other
commodities and reducing reliance on
remittances. This is ever more important
considering the large uncertainty surrounding the
policy positions in the United States and other
advanced economies, which could have
significant global ramifications (see Global
Developments section). Although trade and
financial linkages with advanced economies are
relatively limited for CCA countries, the effects
on key trading partners that could arise from an
inward shift in policies, including toward
protectionism, and a subsequent disruption of
trade and capital flows, could be significant. The
impact of lower global growth on key commodity
prices would also dampen the regional outlook.

In contrast, firming prices of oil and other
commodities, together with a somewhat more
favorable outlook in key trading partners, risk



leading to complacency, which in turn could delay
the implementation of the structural reforms
needed to unleash the region’s growth potential.
While some initiatives have been launched—such
as the 100 Concrete Steps in Kazakhstan and the
Four Point Reform Plan in Georgia, which cover
administrative reforms, improvements in the

business environment, and the strengthening of
the legal framework—their implementation will
require a reduction in the role of the state, which
may prove challenging. Any delays to the reform
process in the CCA could further stall gains in
living standards in these countries.



CCA Region: Selected Economic Indicators, 2000-18

(Percent of GDP, unless otherwise indicated)

Awerage Projections
2000-13 2014 2015 2016 2017 2018
CCA
Real GDP (annual growth) 8.3 5.3 3.2 2.4 3.1 4.1
Current Account Balance 0.8 2.3 -3.8 -6.2 -3.8 -3.0
Ovwerall Fiscal Balance 2.7 1.9 -3.6 2.4 -4.9 -0.8
Inflation, p.a. (annual growth) 9.3 5.9 6.4 10.5 7.9 7.2
CCA oil and gas exporters
Real GDP (annual growth) 8.6 5.4 3.1 2.2 3.1 4.1
of which non-oil growth 8.7 6.7 3.1 1.5 2.4 2.9
Current Account Balance 2.0 3.5 -3.3 -5.9 -3.2 -2.3
Owerall Fiscal Balance 3.6 2.3 -3.7 2.1 5.1 -0.6
Inflation, p.a. (annual growth) 9.5 6.1 6.6 11.5 8.3 7.6
CCA oil and gas importers
Real GDP (annual growth) 6.4 4.7 3.7 3.3 3.6 3.9
Current Account Balance -7.6 9.1 -8.1 -7.9 -8.7 -8.4
Owerall Fiscal Balance -34 -1.3 -3.1 -4.6 -34 -2.7
Inflation, p.a. (annual growth) 7.4 4.6 4.8 1.9 4.4 4.0

Sources: National authorities; and IMF staff calculations and projections.
CCA oil and gas exporters: Azerbaijan, Kazakhstan, Turkmenistan, and Uzbekistan.
CCA oil and gas importers: Armenia, Georgia, the Kyrgyz Republic, and Tajikistan.
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