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Wrap-up of the conflict

Only weeks after the Viktor Yanukovych was toppled by protesters in Kiev and 
fled the city, the events in Ukraine escalated into the harshest political clash be-
tween the West (i.e. USA and the EU) and Russia since the end of the cold war 
25 years ago. Russia so far strongly opposes and does not recognize the new 
provisional government in Kiev, while the West, on the contrary, is backing the 
government politically and financially. On the grounds of protecting the Russian 
minority in Ukraine, the Russian parliament quickly granted Russian President Pu-
tin a permission to deploy troops to Ukraine (not only Crimea!). However, while 
Mr Putin has yet not officially used this permission, unmarked – but apparently 
Russian – troops have appeared on the southern Ukrainian peninsula Crimea, 
where also the Russian black sea fleet is headquartered at a leased naval base. 
Currently, the peninsula is on the verge of breaking away from the Ukrainian na-
tional state, heading to a referendum on joining the Russian Federation on March 
16. Moreover, the pro-Russian regional parliament in Crimea approving a dec-
laration of independence on Tuesday that will take effect if people on the Black 
Sea peninsula vote to unite with Russia in a referendum on Sunday. Also, Russia 
passed laws to enable Crimea to join. 
These developments were met by strong opposition by Western countries and 
triggered a discussion on sanctions and the imposition of a first wave of minor 
sanctions against Russia. Diplomatic negotiations neither have so far nor yield-
ed results. Other (CIS) countries in the region and China (Russia’s usually ally in 
the UN Security Council) are closely watching the situation as well, but have ab-
stained from voicing support for the Russian position.

Key impact factors

The escalation between Russia and Ukraine into a global stand-off between the 
West and Russia will have consequences for the Russian economy. Following fac-
tors will determine to which extent Russia’s trade finances and growth will be af-
fected.

  First, the further development of the conflict between Russia-Ukraine as such, 
including the status of the Crimea. This affects bilateral trade with Ukraine, 
and in case Crimea is annexed this would also have budgetary implications. 
In our view, this mainly (but not only) depends on actions by the Russian 
President Putin and the Ukrainian reaction. The main downside risk in this 
field would be an escalation of conflict to Eastern Ukraine, e.g. by the deploy-
ment or Russian troops there.

  Russia exposed to potential sanctions via EU trade and substantial global financial integration

  Already threat of sanctions to increase uncertainty, capital outflows, dampen FDI and slow down economy

  Main scenario of moderate sanctions; full-fledged trade and financial sanctions less likely 

  GDP forecast in 2014 cut from 1.7% to 1.0% on weak economy and current events; temporary 5-10% RUB depreciation
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  Second, the threat and/or the application of various sanctions by the West 
over Russia (and also the Russian reaction to these). Discussed options cur-
rently include targeted sanctions on individuals like travel bans and asset 
freezes, financial and trade sanctions, and measures of diplomatic isolation 
and other rather symbolic steps. Besides largely symbolic action like cancel-
ling the preparation of the next G8 summit in Sochi, the US made already 
the first steps on 6 March introducing travel sanctions on individuals and of-
ficials; the EU so far stopped talks on visa deals and deeper cooperation, 
which had been stalled even before this crisis. 

  However, additional EU sanctions like travel bans and asset freezes could be 
introduced as soon as next Monday right after the referendum on Crimea, ac-
cording to leading European politicians on 11 March, if there is no change 
in Russia’s position.

  Third, the sentiment towards Russian assets and (re)assessments of Russian 
risk by financial markets and domestic and foreign investors. This factor may 
have substantial impact both in the short and long term. In the short term 
prices of Russian financial assets and the rouble could be hit, while in the me-
dium and long term a less benign assessment of Russia would decrease in-
vestment and ultimately the growth trajectory of the economy.

Exposure of Russia by trade

The most direct effect on the Russian economy by an (escalated) crisis with 
Ukraine would be observed via a deterioration of the bilateral trade relationship. 
However, the overall exposure of Russia on trade to Ukraine is not that signifi-
cant, accounting for only about 5% of total - both in merchandise exports and im-
ports. Exports amount to USD 24bn (of which almost half is natural gas, which is 
difficult to replace by Ukraine in the short- and mid-term), imports to USD 16 bn 
in 2013. Therefore, even in scenarios of further escalation, the Russian economy 
is unlikely to be hurt too much from this side.

One point of vulnerability with regard to Ukraine should be mentioned never-
theless: Traditionally, Ukraine’s economic relevance for Russia has predominant-
ly been its status as a transit country for gas supplies to Western- and Central Eu-
rope – with currently about more than half of gas exports to European custom-
ers is flowing through Ukraine. Thus, any disturbance or interruption of the oil 
and gas energy trade (given the escalation of the current crisis) would be nega-
tive for Russian oil exporter, Gazprom and ultimately the Russian budget. Howev-
er, with the launch of the North stream gas pipeline directly from Russia to Ger-
many, the importance of Ukraine has been reduced, but North stream cannot re-
place the gas transit via Ukraine completely even at full capacity (Potential trans-
port up to 55 bcm; currently Gazprom can use 50% of this capacity, or 33% of 
the gas transported via Ukraine).  

Trade relations with the US are also small as only 5% (USD 16 bn in 2013) of 
goods are imported from the USA, and only 2% (USD 11 bn) exported there. 
This limits the economic impact of US trade sanctions as an effective means to 
put pressure on Russia. Political impact will be more notable, however, as this will 
signal to the rest of the world of the US intention to isolate Russia economically.

In case of Europe the level of integration by trade is much higher. Around 60% 
of Russian merchandise exports – predominantly energy and other commodities 
- are directed there (USD 260 bn in 2013), while 40% of merchandise imports 
– machinery and consumer goods – originate from European countries (USD 
130 bn in 2013). From a European perspective, the shares are smaller: Russia 
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accounts for 5% of extra-Euro Area exports (EUR 90 bn in 2012) and 8% of ex-
tra-Euro area imports (EUR 140 bn in 2012). The exposure of European coun-
tries to imports from Russia is concentrated in geographically and product wise 
– with for example Germany receiving around 35-40% of its oil and 40% of its 
gas supplies from Russia, CEE countries in some cases close to 100%. On the ex-
port side, Russia has become a large market for some European export oriented 
industries. In case of Germany, Russia takes already the 11th place in trade turn-
over (EUR 78 bn, 4% of total in 2013) including EU countries and the 3rd place 
after the China and the US excluding EU countries. For Austria, Russia holds the 
10 place in both import and exports, with a share of 2.4% and 2.8% of total. Un-
surprisingly imports were mainly (87% of total) fuels and energy, while the big-
gest export product category was machinery and transport vehicles.

Thus, there is a strong mutual trade dependency between Russia and the EU, 
which also explains the reluctance of Europeans and in particular Germany to 
use EU trade sanctions against Russia. – At the same time, Russia is highly de-
pendent on the energy trade with Europe and revenues would be hurt significant-
ly if exports to Europe were reduced. Moreover, in our view, European sanctions 
will only be imposed, if Russia is not ready to start a diplomatic dialogue (must 
not be very constructive), it would be relatively easy for Russia to avoid EU sanc-
tions; however the EU might get into a situation, where it is pushed forward by 
the USA.

Extra-EU trade selected economies

Share in Extra-
EU trade

EUR mn

US 14.3 49,723,717

China 12.5 43,464,788

Russia 9.7 33,728,675

Turkey 3.5 12,170,141

Japan 3.4 11,822,422

Brazil 2.2 7,649,803

India 2.2 7,649,803

South Korea 2.2 7,649,803

South Africa 1.3 4,520,338

Ukraine 1.1 3,824,901
Data as of 2012
Source: European Commission

Focus on: Feasibility of EU trade sanctions on oil and gas
Possible restrictions on gas imports from Russia to EU: A total embargo on gas imports 
from Russia seems not feasible, as, according to our estimates, once the EU stops gas 
imports from Russia, it is not able to find such large gas supply from other sources in the 
short period of time. However, the possibility of a partial reduction of imports of Russian 
gas to EU via alternative suppliers is widely discussed at the moment. We believe that 
such a decision is unlikely in large volumes and in short term, as it could lead to a sig-
nificant increase in the cost of gas for European consumers and imbalances in the glo-
bal gas market.

Possible restrictions on oil imports from Russia to EU: Total oil embargo in our view 
seems also hardly possible, as in that case we estimate that EU economy could operate 
on its commercial stocks replacing Russian oil&refined products imports during 96 days. 
At the same time partial oil ban could be considered as realistic scenario. According to 
our estimates EU could replace about 40% of Russian oil import by additional supplies 
from OPEC countries (mainly Saudi Arabia) which should increase production accor-
dingly. In that scenario oil price should not change significantly. If Russia loses 40% of 
its oil&refined products exports to EU, and has no ability to cover that shortage by ex-
port in other countries (for example partial substitution could be to export oil to Asia), 
it would mean up to ~ USD90 bn losses of export revenues (i.e. considerable negative 
impact on budget revenues as well). The depreciation of rouble would significantly in-
tensify and could reach further 10-15% short-term and should offset this negative impact 
only by 1/6 (about USD10-15 bn additional rouble denominated revenues due to FX ef-
fect). In that scenario imports should also fall (because of distressed economy), compen-
sating for declining exports, that is why the net negative effect on the current account 
surplus would not be so acute. The inflationary risks would be limited, being neutralized 
by the slump in the economy.

Maria Pomelnikova 

EU dominance in BRICS relationsships

BRICS Imports (2012) BRICS Exports (2012)

EU 17.5 EU 23.5

Japan 8 US 14.9

USA 8 Hong Kong 11.6

South Korea 7.6 Japan 6.4

Saudi Arabia 3.8 South Korea 3.8
Source: European Commission
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Focus on: Comparing EU and US economic relations with Russia to other BRIC 
economies
The EU rhetoric is much more cautious than the US with regards to restrictions and sanc-
tions that could affect EU trade relations and other businesses with Russia. The more cau-
tious EU stance reflects substantial economic interest in dealing with Russia. In terms of 
trade relations Russia has more or less the same importance as China for the EU. China 
stands for around 49% of Extra-EU imports from the BRICS economies and some 35% of 
Extra-EU exports to the BRIC economies (average for the years 2002-2012). In case of 
Russia the respective figures are at 33% (imports) and 34% (exports). Therefore, on the 
export side the Russian economy has for the EU as a whole more or less the same im-
portance as China. The substantial trading relations with Russia reflect sizeable Foreign 
Direct Investments (FDI) in Russia, most of them targeting the Russian domestic market. 
In terms of market size the dependency on Russia is even much higher. The EU-trade re-
lations with Russia are 4-5 times higher than the Russian GDP weight among the BRICS 
economies; in case of China the relation between share in EU-trade and GDP share 
among the BRICS economies stands at just 1.5, while this ratio stands at just 2.0 for 
all BRICS economies (including Russia) on average. That said Russia is the third largest 
EU economic partner in absolute terms in Extra-EU trade following the US and China. 
The large exposure of the EU to Russia reflects the very high openness to trade of ma-
jor EU economies. Therefore, for the BRICS the importance of the EU as trading partner 
is twice as high as the importance of the US. In case of Russia this relationship is even 
more extreme. The EU is the most important source of Russian imports, while imports of 
the US are around nine times lower than the ones from the EU. In terms of Russian ex-
port the relation is even more extreme. Here Russian export volumes to the EU are some 
40 times higher than Russian export volumes to the US. Given the exposure one could 
even name Russia the underestimated EU economic partner among the BRICS econo-
mies. Deep economic ties of the EU with Russia do reflect several factors, like geogra-
phical proximity or long-standing economic relationships (that have their origin even in 
Cold War times).

In terms of banking sector exposure (on-shore) in Russia and cross-border banking 
claims on Russia the situation is similar to the relationships in the real economy. As bank 
exposures tend to follow trade and FDI patterns European banks are also dominating 
forces in terms of financial links to Russia. Three out of the four largest 100% foreign-
owned banks in Russia are European banks (SocGen, UniCredit, and Raiffeisen), while 
only Citi plays a meaningful role in terms of on-shore banking in Russia. The three lea-
ding European banks in Russia together have a market share of 4.3% (i.e. 85% mar-
ket share among the leading foreign-owned banks in Russia), while the market share of 
Citi stands at around 0.7-0.8%. In terms of cross-border exposures on Russia European 
banks represent around 75% (out of some USD 240-260 bn) cross-border banking ex-
posure on Russia, while the US represents some 15% of total. Cross-border exposure of 
European banks on Russia represents something like 20 per cent of overall CEE expo-
sures (ex. Turkey). The sketched relationships represent a higher propensity of European 
banks to engage in cross-border banking business than US banks (with a much larger 
national home market than European banks). Nevertheless, indirect US exposure to Rus-
sia might be somewhat higher, as large European cross-border banking exposures on 
Russia also reflect the importance of the City of London as global financial center (also 
for US banks). The relative higher importance of Russia for European banks compared 
to other BRICS economies has not changed in recent years. Major European banks are 
currently in a tangible retreat from global business and cross-border banking. In case of 
Russia, the share of Western European banks in cross-border claims has also decreased 
from some 88% in 2008 to around 67% at present. This double-digit percentage point 
decrease more or less matched similar declines of the relative importance of European 
banks in the other BRIC countries.

Given the very deep economic relationships between the EU and US it is pretty clear 
that the EU cannot move as fast as the US in terms of restrictions and sanctions. Ne-
vertheless, the threat of EU economic restrictions and sanctions on Russia remains in 
place as long as there is no viable diplomatic dialogue between Russia and the Wes-
tern world. As sketched beforehand such political escalation would be not in the eco-
nomic interest of Russia and the EU and should be therefore avoided.

Gunter Deuber
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Financial market integration and capital flows

Over the last decade, Russia has also become increasingly integrated into glob-
al financial markets. The capital account has been open since the mid-2000. 
70% of equities on the local Moscow stock exchange and around 25% of local 
government bonds are held by foreigners. Moreover, Russian authorities made 
additional steps over recent years to improve the financial market infrastructure. 
For example, Russian government securities became easier to trade for foreign-
ers since early 2013 given the access to the Euroclear system.

Looking at stock variables (data as of 1/2013 if not mentioned otherwise), Rus-
sia’s external financial position shows financial assets – both public and privately 
owned - of almost USD 1400 bn (of which approx. USD 500 bn are FX reserves). 
Liabilities and financial investments abroad amount to USD 1200 bn, resulting in 
a slightly positive net financial position of the country. Gross external debt of Rus-
sia has risen from USD 460 bn in 2010 to USD 730 bn as of early 2014. How-
ever, it has to be noted that that a substantial amount of Russian external assets 
and liabilities is created by “round-tripping” of Russian originated funds by off-
shore practices (e.g. to optimize taxes). Foreign direct investment (FDI) figures are 
equally difficult to analyse, due to the same offshore practices. The statistics show 
USD 500 bn of FDI stock in Russia (including retained earnings) and USD 400 bn 
of Russian FDI abroad. Portfolio investments, which can more easily and quicker 
transferred, are more skewed toward investment in Russia: These amount to USD 
270 bn (USD 190 in forms of equity, USD 80 bn in debt securities), while Russians 
hold USD 50 bn of portfolio investment abroad (1/2013). Direct Russian expo-
sure to Ukraine via FDI is rather insignificant. Since 2007 just USD 7 bn were in-
vested in Ukraine. Russian officials, however, have mentioned total Ukrainian lia-
bilities to Russian entities (sovereign and private sector) of USD 30 bn.

With regard to flow variables, Russia traditionally shows a large trade surplus, 
resulting in a surplus of the current account as well (which is however smaller than 
the trade surplus given a negative service and income balance). However, since 
the financial crisis, there has been a trend of deterioration in the C/A surplus. 
In 2013 it halved from over USD 70 bn to USD 33 bn (3.6% of GDP to 1.6% of 
GDP) from 2012 to 2013. At the same time there is a rather persistent block of 
shady capital outflows of around USD 50 bn from Russia (according to our esti-
mates) , which is likely connected to motives of “capital flight”. This constellation 
increases Russia’s vulnerability to external shocks of sudden capital outflows. 
However, there exist also (positive) offsetting factors in the form of the increased 
rouble rate flexibility and substantial FX reserves, which cushions the economy in 
times of financial stress. The currency is let to depreciate, dampening import de-
mand and increasing nominal budget revenues from energy exports (the same 
dollar amount of exports results in higher rouble tax revenues). Sales of FX re-
serves on the other hand slow down the depreciation. This has already been vis-
ible in early March, when foreign investors reduced their holdings, resulting in 
pressure on the rouble, forcing the Russian Central Bank (CBR) to step in and in-
crease FX sales substantially, by tweaking its intervention mechanism (as well hik-
ing the key interest rate from 5.5% to 7%).

Given the financial openness of Russia, the deterioration of the crisis, the threat of 
sanctions or their application, may lead to substantial further “hot money“ capi-
tal outflows in the short term and discourage portfolio inflows and inward FDI ef-
fective also in the longer run. With regard to domestic investors the effect is less 
clear: On the one hand, rising depreciation expectations and/or Russian politi-
cal risk would induce investors to shift their funds towards hard currencies or to 
“save heavens” outside the country. On the other hand, domestic players might 
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react to the threat of financial sanctions (e.g. asset freezes or operative risks) by 
decreasing the use of offshore practices or repatriating funds from abroad. Al-
most ironically, this reaction to the threat of sanctions also meets increased Rus-
sian official efforts for de-offshoring with several initiatives underway and to be 
implemented in 2014.

A real threat would be measures against the Russian banks (e.g. with presence 
in the USA). As it was articulated for the moment, such financial sanctions could 
include possible ban on certain operations, or relations with some client groups, 
or assets freezes. There has been yet no precision given with respect to this set 
of measures, and what would be the exact circumstances for their introduction. 
These sanctions, if introduced, and depending to which extent they would be in-
troduced, would be quite negative for Russian banks primarily due to damaging 
their reputation and clients’ trust. In turn, they also will have a negative spill over 
to the Russian banking and financial sector as a whole, adding to negative senti-
ment on domestic money market, FX market, and banking market. 

However, as with the mutual dependency of Russia-EU in trade relations, there is 
also the other side of the coin with respect to financial integration. Financial cen-
tres – the City of London predominantly in the case of Russia are not eager to 
lose Russian client money and financial services business. Thus, they have a rea-
son to lobby against the introduction of financial sanctions. 

Russian financial asset prices could also suffer – temporarily or more persistent-
ly. Most prominently, the Russian rouble could depreciate more than in a scenar-
io without the Ukraine conflict (“exchange rate or FX shock”). Also, if Russian 
risk is priced higher or financial sanctions imposed, the ability and costs of ex-
ternal funding for Russian increases. With the CBR already pushing up the key 
rate and changing intervention, the domestic banking sector is affected, and to 
some extent also the real sector of the Russian economy is affected (“interest rate 
shock”).
On the other side, the oil price would likely go up in phases of increased politi-
cal risk, thus partly offsetting other negative effects for Russia (if oil exports vol-
umes are not cut too much). 

Focus on: The impact of the Ukraine crisis on the Russian banking sector
Not touching here upon the possible sanctions threatened to be introduced by US or 
EU, there are several issues on how Russian banks may suffer from the on-going events:

  First, this is escalation of political risks going forward, and imposition of the gene-
ral political uncertainty environment in Russia. Political risks in general, are the most 
painful for the economies and financial markets, since their consequences are res-
ting on the undermined investors’ and economic entities’ confidence in the respective 
markets. They can hardly be cured by classical standard tools of economic regula-
tion, and require a long time frame to the markets to settle and investors’ confidence 
to recover. First among the others, the consequences of political risks are reflected in 
the undermined trust and deteriorated demand for the national currency and assets; 
second come the deterioration of trust in the domestic banking system, and respective 
panic-driven behaviour of depositors. “Dollarization” and deposit flight are the most 
expected consequences of such. 

  Second, this is banks’ financial losses related to exposure on Ukraine – stemming 
from both direct and indirect exposure, particularly among the largest Russian banks 
(losses via subsidiaries in UA, highly escalated risk related to loans issued to the 
Ukrainian companies; risks related to loans issued to Russian companies doing busi-
ness with Ukraine). The banks are expected to face a significant deterioration of these 
loans quality, and a need to do the multiple loan restructuring (or write-downs), and 
to provide significant cash and capital support to the Ukrainian networks. Although 
the figures for direct exposure are not too striking – Ukrainian subsidiaries of both 
Sberbank and VTB are less than 2% of the respective groups total in assets, the indi-
rect exposure should be several times as high in our guestimates, and that is where 
the major threats to the banks financial standing could be hidden.
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Impact on the economy and outlook

Russia’s economy has been in a slowdown already since the beginning of 2012, 
with headline GDP decelerating from 4.3% in 2011, to 3.4% in 2012 and 1.3% 
in 2013. Industrial output and investment activity are stagnating for more than a 
year, if not slightly falling. More recently, consumer demand – the main pillar of 
Russian growth has shown signs of weakness. With energy prices high, but no 
longer growing, the Russian economy seems to have lost steam and is lacking 
further impulses for growth.

For our base case we would already assume a selective package of Western 
sanctions against Russia – however both full-fledged and prolonged financial 
and trade sanctions (think of Iran) would be avoided. Nevertheless, even in this 
case, this could result the Russian economy to dip into stagnation, or even limit-
ed recession. However, this would not be large enough to cause (even in case 
when Russia would have to replace some part of energy exports by trade with, 
for instance, China) sustainable recession. Whatever the outcome with sanctions 
may be (i.e. even if there would be no sanctions at all, but persistent expectations 
of their possible implementation), the Russian economy will likely suffer from de-
terioration in the attractiveness of investments and in households sentiment. This 
would be the major negative impact from the Ukraine crisis on the Russian econ-
omy. 

The Ukrainian conflict could have negative impact on Russian industry via sev-
eral channels. Companies which have direct exposure on Ukrainian market will 
be at risk first. They are Gazprom (risk to gas transit via Ukraine), major tele-
coms (VimpelCom, MTS), metals&mining companies (Evraz, Raspadskaya) and 
banks (Sberbank, VTB). Reshuffling of guiding force in Ukraine and deteriorat-
ing economic landscape could impose significant restrictions on Russia-Ukraine 
business relations. Cash flows would be under pressure from depressed econom-
ic conditions, UAH devaluation and political uncertainty. In the group of compa-
nies which are most vulnerable to RUB devaluation and interest rate increase we 
include those with high debt load and the unfavorable FX mix of revenues and 
debt. The majority of those companies are in metals and mining sector (MMK, 
Evraz, Mechel, Raspadskaya) and one chemicals (Uralkali), while the rest are 
rather resilient to such shocks mainly because of low FX debt.

Moreover, a long period of uncertainty about package of sanctions could lead 
to a freeze of the investment programs by leading real sector companies: energy 
export oriented corporations and metal companies are especially prone of this 
risk. Other factors which could suppress investment activity would increase the 
cost of internal and external borrowing as well as inflationary risks. 

The latter could also negatively affect the consumer sector. We assume that FX 
shock could add annual CPI about 0.7 pp of additional inflation, revising our 

  Deterioration of asset quality, and increasing cost of credit risk is also likely, due to the 
adverse exchange rate impact, and worsening financial standing of the borrowers, 
particularly those whose business is linked to Ukraine. Impact through hiking interest 
rates shifts cost of borrowing both for the banks and real sector companies, adding 
to higher costs of credit risks and shrinking margins.

  Structural consequences may include further concentration in the banking sector, as 
it happens in Russian banking market in crisis times. The already high share of state-
controlled banks would increase further in this case (Sberbank, VTB, and others made 
up 55% of the banking assets at the end-2013).

Elena Romanova
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forecast to 5.9% in 2014. The melting purchasing power of consumers as a result 
of rouble depreciation could cause significant slowdown of retail sales.
In addition, even without economic sanctions the banking sector would be neg-
atively affected by monetary policy tightening (as a response to the FX shock) 
and retail lending should decelerate creating the additional pressure on consum-
er activity.
In such a scenario, Russian fiscal policy might be loosened to some extent to part-
ly offset the several negative effects in support of economic growth. 

We earlier expected a minor uptick in the GDP growth rate to 1.7% this year and 
2.0% next year. However, given the prevalence of economic downside risks in 
the current situation and the sluggish start of the Russian economy into 2014, we 
reduce this forecast to 1.0% in 2014 and 1.5% in 2015.

Monetary policy and rouble outlook

As a result of the tensions on the FX market which were trigged by the Ukraine 
situation, the CBR already introduced a significant key rate hike by 150 bp and 
sharply increased the accumulated interventions (from USD350 mn to USD1.5 bn 
per day). The rise of the key rate (weekly REPO) to 7% along with huge urgent 
CBR sales of the foreign currency appeared to be effective to curb excessive de-
valuation expectations (both consumers and corporate sector) and to limit rou-
ble depreciation. We believe that with further uncertainty ahead the CBR will 
continue a policy of large interventions to support RUB and do not rule out the 
possibility of more monetary policy tightening if necessary.

On this backdrop until the political factor persist and the CBR is present on the FX 
market, the potential for rouble depreciation would be limited, as speculative at-
tacks would be discouraged by high cost of the CBR refinancing and interbank 
funding, as well as because large FX interventions. Moreover, the rouble has al-
ready lost 10% of its value to the currency basket of EUR and USD in 2013 and 
another 10% since the beginning of this year. This one the one hand reduced the 
arguably high valuation of the currency, but on the other hand spurred depreci-
ation expectations. 

Even limited further depreciation (about 5%) altogether with the depreciation in 
Jan-Feb, when RUB fell by 10% (QE3 tapering and Ukraine factor as well), would 
translate into significant positive impact on budget revenues. According to our 
estimates, current RUB depreciation should add up to RUB 700bn to the budget.

At the same time, we expect the C/A surplus to benefit from Jan-Feb depreciation 
that would lead to rising RUB-denominated oil and gas export revenues, which 
also increases the probability of slight rouble appreciation afterwards.

Provided our moderate scenario, we expect only 5% further RUB depreciation 
from current levels (in more negative case not more than by 10%) in coming 
months. Moreover, as such depreciation would be caused by political risk factor; 
we anticipate some reversal of rouble dynamics at a later stage, when this risk 
factor is no longer in focus. 
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Rating implications

Impact on sovereign rating in main scenario limited, but a change of the outlook 
to negative should not be fully excluded. With a very healthy balance sheet (low 
public debt, low headline fiscal deficit, large FX reserves) the risk to the rating is 
limited. This might change, if revenue stream from commodities exports is under 
severe threat. At the same time, policy predictability in Russia is low and recent 
Russian action has shown that the current government is prone to pursuing politi-
cal goals without a look at economic rationale.

Extreme cases: Full scale sanctions

Our scenario is in our view no strong risk scenario. Significant financial sanc-
tions or even more so, strong and persistent restrictions on energy exports to the 
EU and/or strong financial sanctions would significantly change the picture for 
the Russian economy and the rouble. Given the sketched vulnerabilities and inter-
national integration of Russia, this would likely cause a strong recession in Rus-
sia (similar to the one seen in 2008/2009), a serious deterioration of energy 
dependent budget revenues, and mounting rouble depreciation pressures. Fiscal 
buffers (in the form of sovereign wealth funds of USD 180 bn) and also the FX re-
serves (USD 490 bn) would have to be tapped. Such a scenario, we think, would 
also have negative implications for the sovereign rating.
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