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THE IMPACT OF SANCTIONS ON THE RUSSIAN ECONOMY

A.E. Bezzubchenko
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Viadivestok State University of Economics and Service
Russia. Viadivostok

The impact of the financial sanctions has been aggravated by the falling oil prices because
the price drop led to increased loss in capital inflow relative to GDP. Apart from direct impact on
the volume of investments, from one part, and on the transfer of capital, from other, sanctions create,
in long-term perspective, the condition for restructuring of national economy of the country which
suffers from the sanctions

Keywords: impact, assessment, additional sectorial sanctions, GDP.

In March 2014, the EU, the U.S. and a number of other states introduced the first sanctions
against Russia under the guise of the situation in the Crimea and eastern Ukraine. At first, these were
individual sanctions against certain persons and companies that had not a significant impact on the
Russian economy as a whole. [5].

However, in July 2014, additional sectorial sanctions were imposed that limited foreign
financing for leading public banks and raw commeodity companies. They imposed also restrictions on the
Russian oil and gas companies’ access to advanced production technologies. In response, Russia imposed
an embargo on a wide range of agricultural products from Western countries in August 2014,

Today, there seems to be no probability of the sanctions being lifted any time soon, although
the situation in Ukraine has somewhat stabilized: since June 2015. The EU announced the extension
of the sanctions until at least the end of 2015 (and in December 2015, they were further prolonged
until July 31%, 2016 at the very least), while the U.S. actually expanded the list of companies falling
under its sectorial sanctions. In turn, Russia has prolonged its food embargo for another year [4].

Although the sanctions have now been in force for quite some time, there still has been no
convincing evaluation of their effects, and there is no consensus on their qualitative impact. For
example, speaking before the U.S. Congress in January 2015, B. Obama said that «the Russian
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economy 15 in attersy, [4] although some economists believe that the sanctions are of little or no
significance.

The IMF of 2015 report on the Russian economy indicates that the sanctions and retaliatory
sanctions may lead Russia to experience a reduction in GDP of 1.0%—1.5% over the short term,
although the accumulated loss may reach 9.0% of GDP over the medium term. However, this report
fails 1o explicate what 15 considered short term and medium term [3].

Shirov places the direct impact of the sanctions between 8% and 10% of Russia's GDP but
the compensating measures may reduce this figure sipnificantly [4]. However, the Shirov's study
does not explicate the time horizon over which this effect may be achieved According to experts at
the Bank of Russia, the sanctions chipped away 0.5% of Russia’s GDP during the first vear they were
in effect and 0.6% during the second vear [1]. However, the immediate effects of the sanctions were
assessed rather tentatively: these authors assumed only that Russia's private sector lost all access to
the foreign capital markets. Rautava and Vercueil (2014) consider the overall effects of the
uncertainty associated with Ukraine [ 10].

The first study {published before the sectoral sanctions were adopled) estimated the impact as
a | p.p. reduction in the 2014 GDP growth rate (Rautava, 2014).

The second study indicates that in a “de-escalation™ seenano in which financial sanctions
were gradually lifted, GDP would grow an additional 2 p.p. in 2015 than it would under the scenario
of a sianding conflict in eastern Ukraine. However, no method of evaluating this effect was
ciled. Boulanger et al. (2015) considered only the impact of Russia's retaliatory sanctions on public
welfare: based on their static model, the authors estimated a reduction of 0.25%. [11].

This paper aims to study the fnancial channel of the sanctions” impact on the Russian
economy that is associated with limits on foreign borrowing. As a result of their economic nature,
such borrowing hmitations are similar 1o a sudden stop of capital inflow, 12, a precipitous decrease
in foreign capital inflow. Indeed, the value of foreign capital inflow changed dramatically: in 2014,
foreign liabilities in the private sector decreased by USD 37 billion, which sharply contrasted with an
increase of USD 115 billion in 2003, An important feature of this drop is that capital flow reversals
typically pceur as a resull of decisions made by investors that are driven by economic logic, whereas
in this case, the drop ocourred due to administrative restnctions.

First, we evaluate the impact of the sanctions on the basic components of the financial
account and calculate how sanctions influence the net outflow of capital from Russia. Then, we
comluct a scenario analysis (for the medivm term) of the impact of addinonal capital owtfllow on
certain macroeconomic and Nscal indicators.

We assume that there are only limited effects over the medium term with respect to il and
gas sanctions (due to reduced production) and technological sanctions (due to slower productivity
growth caused by problems with importing dual-use products). Thus, the changes in capital Nows and
the comresponding adjustments in balance of payments considered in this paper are likely 1o be the
mosl significant consequences of the sanctions in the foreseeable future. The prevalence of the
financial effects of the sanctions during the first years, resulting in reduced mvestment and
consumplion, 15 also noted in other works [4], [8]. Unlike these studies, our research presents a more
detailed analysis of the impact of sanctions on basic macreeconomic indicators as well as on the
components of the balance of payments.

The sanctions wene mostly directed at banks (Sberbank, VTB, Gazprombank,
Rosselkhozbank, Vneshekonombank, Bank of Moscow) and major publicly owned companies in the
fuelfenergy sector (Rosneft, Transneft, Gaspromnefl) and in the military-industrial complex
(Uralvagonzavod, Oboronprom, OAC, ete.). The financial sanctions for those companies in the real
sector are expressed in the ban on bormowing with a maturity that exceeds 30 days. However,
according to Orlova (2014), there are actually two additional forms of sanctions [3]. First, there are
the more severe SDN sanctions that prohibit foreign exchange payvments (affecting banks and
companies whose owners were subjected 1o personal sanctions). Second, many Russian banks are
affected by the so-called «softw sanctions, which means stricter technical control over transactions
that typically slows down their execution, thereby significanily increasing transaction costs.

The effects of the fnancial sanctions were magnified becanse the Russian financial system was
consistently opening up and gradually integrating into global capital markets duning the preceding period.
In 2006, the main restrictions on capital account transactions were lifted, and net inflow began to grow.
The 2008 global financial crisis put an end to that; however, the values of both gross inflow and outflow
of capital for Russia remained guite high, it means between 3% and 6% of GDP.

Diirect effects mean restrictions imposed on the foreign borrowings of Russian 1ssuers. In
theory, Russian banks and companies can find alternative creditors, but this option is limited in
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practice as a result of the globalization of the financial system, which has actually become a single
marketplace. For example, the likely hood of redirecting borrowings o the financial markets of East
and Southeast Asia is low due to the weak starting positions of Russian borrowers in Asian markets,
in addition to Asian investors' concerns aboul possible negative reactions from US. repulators. [9].

As for indirect effects, investors view the persistent geopolitical tension, the potential for
new sancltions or an expanded interpretation of existing sanctions by US. and EU regulators as an
important source of additional economic risk. Thus, the atiractiveness of the Russian economy for
Russian and foreign investors has been significantly reduced. As a result, the direct effects of
restricted access to foreign borrowings are magnified by the indirect effects of reducing the net
capital inflow mmto Russia due to higher financial risk. While the direct effects limit foreign
bormrowings for issuers that are subject o the sanctions, the indirect effects have more components:
reduced bormowings for all other isswers. a decreased mflow of foreign direct and portfolio
investment and (possibly) increased cutflow of Russian capital.

Ag for the reaction to the sanctions, the direct and indirect effects that prevent foreign debt
from being refinanced are different from other effects due to their personalized nature, it means, they
affect specific issuers, as well as the economy as a whole. The saffecteds issuers can react to the
sanctions in a number of ways, ranging from buying in domestic foreign exchange market funds to
repay the debt, to selling accumulated foreign exchange assets in an amount that is sufficient o make
foreign debt payments. As shown in our further analysis, each of these areas plays an imporiant role
in determining the overall estimated effects of the sanctions.

Second-order effects involve changes n key macroeconoimic indicators (exchange rales, prices,
exports and mmports, elc.) in response 10 reduced net capital inflow. Such a shock should be followed by
an adjustment in the balance of payments by means of a combination of an increase in the current account
and the spending of FX reserves by the Central Bank. The mechanisms for these adjustments were
considerad by Gurvich and Prilepskiv (2013), who nte, in particular, that capital inflow in developing
countries depends mostly on 118 foreign supply rather than on domestic dermand [2].

The impact of the sanctions cannot always be definitively decomposed into the
aforementioned channels. For example, it is clear that a sharp decrease in the debt liabilities of banks
nod specifically targeted by the sanctions can be explained as an indirect effect. However, a simular
reduction in the liabilities of banks on the sanction list may be caused by both direct and indirect
effects, that is, the unwillingness of countries that did not impose sanctions to lend to them due to
their concerns about the potential negative reactions by US. and EU regulators. As a result, we
attemnpt 1o evaluate the overall changes in capital Mows after sanctions were imposed. Thus, w© the
best of our ability, we define certain categories of effects that can be identified. For example, we
separately calculate the impact of sanctions on gross capital inflow (mainly associated with the
actions of foreign investors) and gross outflow (which we consider to be a reaction of Russian banks
and companies to changes in capital inflows). [9].

These potential effects of the penalties, distributed over the next 3 years, can be summed up
in these terms:

- Absence of refinancing of companies for USD 150-200 billion

- Decrease of direct foreign investments: for USD 30-50 billion

- Reduction of the industrial cooperation: for USD 20-30 billion

- Reduction of access to the advanced technologies: USD 5-7 billion

We notice that the financial part of sanctions” impact amounts to USD1E0-250 billion
whereas the industrial part represents only to USD 25-37 billion. But, it 1s necessary o insist on the
fact that these calculations represent only potential estimation, and that they don't include the
possibility of seeking alternatives and other suppliers. The effect the most mattenng in the industrial
domain, but of very long term (2030) would be a 15 % loss in the o1l production. Nevertheless this
supposes that the oil companies do not find alternative solutions by wurning in particular (o Asian
suppliers in the cooperation with Evropean or Amencan pariners [7].

The consequences of the sanctions are largely (approximately 40%) offset by decreased
Russian capital outflow. As a result, the total additional net capital outflow related to the sanctions
can be estimated at USD 58 billion in 2004 and USD 160-170 billion over the period from 2014
through 2017

The economy knew a 3.9 %% fall in production, but the industry lowered only 3 %. More
important still, the reduction in the real income of the population, which is 10 % on average, but
which is more or less imporant according to the categories of the population. At the same time, we
nitice that certain branches of the industry known an important growth [6].
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In fact, what characterizes the current situation is not a uniform crisis but a period of
restructuring, marked by reductions and increases of the production. Thus it is necessary to consider
the situation in its aspect of restructuring, and to understand that this situation will go on.
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