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HIGHLIGHTS

e The impact of the recent decline in oil prices and western sanctions is analyzed.

e A vector autoregression model is used to do the forecast for Russia.

o The real GDP is likely to contract by 19 percent over the next two years.
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The Russian economy is highly responsive to oil price fluctuations. At the start of 2014, the country was
already suffering from the weak economic growth, partly due to the ongoing crisis in Ukraine and
Western sanctions. The recent plunge in global oil prices put even further strain on the Russian economy.
This paper analyzes the dynamic relationship between oil price shocks, economic sanctions, and leading
macroeconomic indicators in Russia. We apply a vector autoregression (VAR) to quantify the effects of oil
price shocks as well as western economic sanctions on real GDP, real effective exchange rate, inflation,
real fiscal expenditures, real consumption expenditures, and external trade using quarterly data from
1999:1 until 2015:1. Our results show a significant impact of oil prices on the Russian economy. We
predict that Russia’s economic outlook is not very optimistic. If sanctions remain until the end of 2017,
the quarter-to-quarter real GDP will contract on average by 19 percent over the next two years.

© 2015 Elsevier Ltd. All rights reserved.

1. Introduction

For much of the past decade, oil prices have been high -
bouncing around $100 per barrel since 2010 - due to soaring oil
consumption in countries like China and conflicts in key oil na-
tions like Iraq. Oil production in conventional fields could not keep
up with demand, so prices spiked. High prices benefited oil ex-
porters like Russia at the expense of oil importers. Soaring oil
prices spurred companies in the US and Canada to start drilling for
new, hard-to-extract crude in North Dakota’s shale formations and
Alberta’s oil sands. Then, over the last year, demand for oil in
places like Europe, Asia, and the US began tapering off, thanks to
weakening economies and new efficiency measures. Added to this
is the fact that the oil cartel OPEC decided not to cut production as
a way to prop up prices. By late 2014, world oil supply was on track
to rise much higher than actual demand, as shown in Fig. 1. Since
summer of 2014, the price of crude oil has declined by more than
half. If back in June 2014, the price of Brent crude oil was up
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around $111 per barrel, in January 2015, it had fallen down to $48
per barrel, as can be seen in Fig. 2.

At the start of 2014, Russia was already suffering from weak
economic growth due to the ongoing crisis in Ukraine. In No-
vember 2013 Ukraine’s President Viktor Yanukovych refused to
sign a European Union Association Agreement (EUAS), which
meant to create a framework for cooperation between Ukraine and
the European Union (EU). Viktor Yanukovych'’s rejection sparked
mass protests on the streets of Kiev. Russia backed ousted Yanu-
kovych, annexed Crimea in March of 2014 and invaded eastern
Ukraine. In response, the US and Europe levied sanctions on
Russian government officials through assets freezes, visa bans, and
controls on exports of energy technology that would have helped
Russia develop its Arctic. Countering such actions Russia banned
food imports from the West. Fig. 3 shows a detailed timeline for
Ukraine-related sanctions.

The Ukraine crisis with several waves of Western economic
sanctions imposed on Russia combined with a 50-percent drop in
the global oil prices, Russia’s key commodity, put even further
strain on the Russian economy. After the country’s 1998 financial
crisis, most of the oil produced has come from drilling and re-
drilling old Soviet oil fields, squeezing more black gold out of the
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Fig. 1. World oil supply and demand. Source: International Energy Agency.
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Fig. 2. Brent crude oil price. Source: Global Financial Data.

same ground. Over many years, almost no efforts were made to
develop new fields. The oil wealth is drying up. In response to
falling oil prices, the Russian economy started to fall into recession.
Official data shows that in 2014 the real GDP grew by only
0.4 percent. Over the last year, the official annual inflation rate

increased from 6 percent to 9 percent. Food prices climbed by 25
percent. Between June and December 2014, the Russian ruble
declined in value by 59 percent relative to the U.S. dollar. If in
2009-2013 private-sector net capital outflows averaged $57 billion
annually, in 2014 it increased sharply to $152 billion, according to

. April 28, 2014
2014
US and EU March 17,2014 US sanctions 7
authorize US and EU individuals and 17
sanctions. impose asset companies. The
BU freezes ::at and travel Dept. of Commerce
November21, 2 of 18 - March21,2014  April 11,2014 Skeo knposss Roems
Ukrainian us ts US adds individuals
2013 targe! g
Ukraine's offictals. Putin’s inner to sanctions ist, 'Ww";‘ high
hemiryals Crimea's circle and EU inciuding one catity,  2<hA0I0RY August 6,2014
) parliament adds 12 names the Crimean oil and productsto 13 Russia hits back on
sbandonmentof YOS 0 join to sanctions list. gas company companies. sanctions and bans
BU trade Russia imports from the
agreement. | ‘ Wes
| | | |
March 24,2014 April 29,2014  June 16, July 25-29, 2014
US authorizes EU expands 2014 EU and US impose
March 11, :;"’z.'a“ sanctions on April 14,2014 sanctions on 15 Obama tougher sanctions
2014 Crimea "w:c individuals EU forelgn Russtan and announces on Russta, which
adopts a Ru - nvolved in ministers expand Ukrainian unilateral inciade new travel
February *declaration of e . financial Russien senctions individuals sanctions on bans, asset
8 2014 Independence.” mm"::d: an: SeTVices, ENETRY. Jise for the Russia The freezes, an arms
Russtan R Bas metal, mining misappropriation targets embargo and
forces Rossiya andengincering o Ukrainian tnclude at restrictions on
government least eight state -owned
?::::' Russia bans mvro:'ned banks, with
of US officials (e.g. defense irms. expanded
Joha Bochner and penalties
Harry Reid) targeting key
sectors of the
Russtan economy.

Fig. 3. Timeline for Ukraine-related sanctions. Source: Peterson Institute for International Economics.
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