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Summary
Russia-Ukraine developments continue to dominate headlines and rattle nancial
markets. By most accounts, Ukrainian forces have slowed the Russian advance into Kyiv;
however, the military conict has continued to intensify despite "peace talks" between
Russian and Ukrainian ocials. In response to Russian hostilities, the United States along
with Western allies have arguably imposed one of the most severe sanctions regimes
any country has ever faced. Sanctions have resulted in a meltdown in Russian nancial
markets, sent the ruble to all-time lows against the U.S. dollar, and crippled Russia's ability
to access nancing as well as most of the central bank's foreign exchange reserves. Given
the severity and eects of sanctions, the ruble has become a signicantly more vulnerable.
Despite the ruble being a more sensitive currency, we believe the current depreciation
has overshot and the ruble could experience a modest recovery by the end of Q1-2022.
However, we continue to forecast a weaker ruble over the longer-term, with risks around
our USD/RUB exchange rate forecast tilted toward a weaker ruble than we expect. We
base our long-term forecasts around a gradual easing in geopolitical tensions, and should
conict escalate further or sanctions intensify, the ruble could continuously hit new lows
against the U.S. dollar.
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What a Dierence a Few Days Can Make
Without question, the Russia-Ukraine conict has escalated to new heights. Military conict has
intensied, while the sanctions response has ratcheted higher as well. As far as an update on how
developments are evolving, local media from Ukraine as well as Russia have highlighted how the
Ukrainian resistance has been stronger than military experts anticipated. The Ukrainian military has
slowed the Russian advance into Kyiv, and by all accounts, the capital city remains under the control
of President Zelenskiy and the Ukrainian government. With that said, Russian forces continue to push
into Ukraine from the shared Eastern border, from Belarus to the North as well as from the Crimean
peninsula to the South. If there is any silver lining, Russian and Ukrainian ocials met in Belarus this
week to discuss a potential path to peace and are set to meet again March 2. According to President
Zelenskiy, expectations for a breakthrough are low and a map to a peaceful resolution seems unlikely
in the near future; however, the fact both sides are willing to engage should at least be interpreted as a
small step in the right direction.

In addition to military escalation, the international sanctions response to Russian hostilities has
amplied higher. The full sanctions regime imposed on Russia has arguably been the most severe
sanctions imposed on any country. As for where sanctions stand, once thought to not even be an
option, global support to remove Russia from the SWIFT payments network has gained traction. This
past weekend, the U.S. along with most of Western Europe, agreed to ban multiple Russian banks from
SWIFT. These banks include some of the larger and more integrated Russian nancial institutions;
however, stopped short of including banks with strong ties to Russian energy exports, most notably
Gazprombank. The U.S., also in unison with Western allies, sanctioned Russia's central bank as well
as Russia's sovereign wealth fund. Transactions with the Bank of Russia (CBR) as well as the Russian
Direct Investment Fund are now prohibited in the United States and across most of Western Europe.
In addition, and perhaps the most severe of any sanction imposed on Russia, the Bank of Russia's
foreign exchange reserves held overseas have mostly been frozen and will not be accessible.

President Putin has also put counter sanctions in place as a form of retaliation. Counter sanctions
target EU airlines and will restrict their ability to y over Russian airspace. However, Putin's counter
sanctions, more notably, extend to the transfer of hard currency as Russian residents are no longer
allowed to send foreign exchange abroad. Putin's restriction applies to debt service, and could place
Russia's entire external debt burden at risk of default. As of the beginning of 2022, according to the
Institute of International Finance, Russia has $475B of external debt, equating to 26% of Russia's
economy, and of which around 70% is denominated in foreign currency. Much or all of Russia's external
debt could now be at risk of default and could be a source of stress on foreign lenders (Figure 1).
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The accumulation of sanctions has resulted in a full-blown meltdown in Russian nancial markets.
Equities came under signicant pressure at the end of last week, and given the severity of the
sanctions over the weekend, local authorities shut equity market trading on Monday as well as Tuesday
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of this week. Year-to-date, Russia's benchmark MOEX equity index is down 35%, and when exchanges
in Moscow re-open, we would expect more downward pressure to build on Russian equity prices.
Sovereign bonds have plummeted as ruble-denominated 10-year yields have more than doubled to
17%, while credit default swap spreads now imply a signicantly higher implied probability of sovereign
default. The ruble move, in our view, has been the most spectacular. On Monday, the ruble closed
15% weaker against the U.S. dollar; however, early in the trading day, the ruble touched a new low
with the USD/RUB exchange rate trading beyond RUB112. Such a sharp ruble depreciation led the
Bank of Russia to enact an emergency rate hike and lift its Key Policy Rate 10.50 percentage points
to 20% (Figure 2). In addition, capital controls were put in place by the central bank to ease selling
pressure on the Russian currency. While the capital controls are not as strict as Argentina or even
China, Russia's capital control measures will temporarily restrict local broker-dealers from selling
securities held by foreign investors, which could prove consequential to attracting foreign portfolio
ows for an extended period of time. And nally, given a large portion of the central bank's foreign
exchange reserves are now frozen, the central bank mandated Russian corporates sell 80% of their
foreign exchange reserves in an attempt to stabilize the ruble.

Russia's Economy Back to Square '14
Over the last few weeks, we have published multiple reports on the global economic implications
of the Russia-Ukraine conict. We argued the direct economic impact of a recession in Russia as
well as Ukraine will do little to weigh on global growth prospects. Russia and Ukraine's combined
share of global economic output is not signicant, while neither country acts as a signicant export
destination for any of the world's engines for economic growth. We stand by that argument. In fact,
the Wells Fargo Economics team laid out downside scenarios from the Russia-Ukraine war to quantify
the potential implications for the U.S. as well as the Eurozone economies. In short, an oil price shock
combined with an equity market collapse do not push the U.S. or Eurozone into recession, and while
there would be inationary eects and lower GDP growth rates, the impact is somewhat modest.
We can extrapolate this analysis out to the impact on global growth and still feel condent saying the
global economy would grow at least at trend-like rates if a shock scenario were to materialize. Even in
a scenario where all of Russia's nearly $500B of external debt went into default as a result of President
Putin's counter sanctions, the impact to U.S. and Western nancial institutions would also be rather
limited and not be a source of tremendous pressure on the global economy.

What we haven't laid out quite yet is what the Russian economy could look like. In fairness, we do not
explicitly forecast Russia GDP or ination. We only take a view on CBR monetary policy and forecast
the ruble through the USD/RUB exchange rate. Regardless, we have been asked by clients operating
in Russia and with Russia exposure if the economy is headed down the path of another prolonged
recession similar to 2014-2016 or whether another Russian Financial Crisis a la 1998 is a realistic
possibility. To call another Russian nancial crisis would be bold, and while we have witnessed lines at
ATM machines across Russia, another full-edged nancial crisis and sovereign default is not our
base case scenario, although we would note the probability of this scenario unfolding has risen
dramatically. There are a few key dierences between today and 1998 that lead us to believe another
nancial crisis and sovereign default will not materialize. First o, Russia's government currently
operates a primary and overall scal surplus. In 1998, the Russian government exercised little scal
prudence and ran a scal decit of close to 8% of GDP. Oil prices around $100 per barrel as opposed
to ~$20 per barrel in 1998 should also keep Russia's budget more balanced relative to the 1990s,
even if there is scal slippage associated with sanctions and/or nancing the conict in Ukraine. In
addition, in 1998 the ruble was managed as a pegged currency, which cost the CBR billions of foreign
exchange reserves to maintain. Today, in theory, the ruble operates as a freely oating currency. New
capital controls make the ruble a less liquid and less transferable currency; however, the central bank
does not designate that the ruble trade within a certain range. Even with a sizable percentage of CBR
foreign exchange reserves unable to be accessed, FX reserves are likely only to be used to stabilize the
currency, not defend a pegged exchange rate. Not having a mandate to defend a pegged exchange rate
may not result in the same type of pressure on Russia's external accounts.

With that said, we believe Russia's economy will fall into recession this year, and could follow a
pattern similar to the way it behaved during 2014-2016 when sanctions tied to the invasion of
Crimea were imposed and oil prices crashed. On the ination side, CPI in Russia is already elevated with
January ination data indicating prices grew close to 9% year-over-year. In 2015, a collapse in the ruble
sent ination up to 17% year-over-year. In our view, ination could spike above 2015 levels this year.
The quick depreciation of the ruble, coupled with already broad based local price pressures before the
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conict, should mean Russian ination can reach 18.5% year-over-year by the end of 2022. Tight
monetary policy and a stable ruble should place Russia's CPI on a downward trajectory over the
course of 2023, and converge toward the CBR's 4% target in 2024. In our view, CBR policy rates will
remain at 20% for the next few quarters, and only until ination has peaked will CBR policymakers
begin to lower interest rates. In that sense, we look for policy rates to be lowered at the CBR's
October 2022 meeting and continue to be cut over the course of 2023 and into 2024 as ination
softens (Figure 3).

Despite oil prices being likely to remain elevated, we expect Russia's economy will come under pressure
and fall into recession in H2-2022. The eects of sanctions, a sharp ruble depreciation, and aggressive
monetary tightening will likely begin to take shape in Q2 and persist throughout the rest of this year.
High oil prices should oset some of those eects; however, we believe the Russian economy can
contract on annual basis in 2022, perhaps similar to the 2% decline the economy experienced in
2015 (Figure 4). Without a collapse in oil prices, the Russian economy could bounce back quicker
during this episode than in the 2014-16 period, and assuming sanctions do not extend to Russia's
ability to export energy, we believe Russia's economy can record more robust positive growth in
2023 as well as in 2024.

Figure 3
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Figure 4
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Has The Ruble's Sello Overshot?
As mentioned, the ruble's collapse has been remarkable. After Monday's depreciation, the ruble is
23% weaker against the dollar through the rst two months of the year and is currently the worst
performing currency in the world in 2022. Without question, sanctions have made the ruble a more
sensitive currency, one that is now prone to more volatility in times of stress. Our FX vulnerability
model picked up on the ruble's newfound sensitivity. Pre-conict, our model suggested the Russian
ruble was a "Low Vulnerability" currency, and should the currency be hit with a shock, the ruble could
experience up to a 10% depreciation, a more contained sello relative to most emerging market
currencies. Given the events of the last few weeks, the ruble's vulnerability has risen signicantly.
Political risk in Russia has always been elevated; however, sanctions targeting CBR FX reserves and
Russia's sovereign wealth fund have eroded the country's external buers and FX reserve coverage
is now less-than-adequate. In that sense, our estimates suggest Russia now has access to about 5.5
months of import cover, down from 20 months at the end of January. If we were to exclude the CBR's
Gold stockpile, Russia's import cover is closer to just 2 months. In our view, we consider 6 months
or more of import cover to be sucient. Given our views on Russian ination and policy rates, as
well as our expectations for tighter Fed monetary policy, we expect the ruble's positive real interest
rate dierential against the U.S. dollar to diminish and now be a modest source of vulnerability going
forward. For the time being, we believe Russia can maintain its current account surplus; however,
should sanctions eventually target Russia's ability to export oil and natural gas, we would expect
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the current account to ip into decit. Should energy export sanctions be imposed, the ruble would
become the most vulnerable currency across the entire emerging markets spectrum.

Figure 5
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The deterioration in indicators over the last few weeks has moved the ruble from the "Low
Vulnerability" category of our FX model up to the "Moderately Vulnerable" bucket. In fact, our model
now suggests the ruble sits atop the Moderately Vulnerable section, on the fringe of being considered
a "Highly Vulnerable" currency (Figure 5). However, even though the ruble's vulnerability has risen
materially in just a few weeks time, our model suggests the ruble's depreciation may have overshot.
According to our framework, "moderately vulnerable" currencies should experience up to a 20% sello
in a shock scenario. Given the ruble has depreciated 23% year-to-date, our framework suggests
the ruble has sold-o an "excess" 3% and could experience a modest recovery in the short-term.
In addition to our model, we also feel capital controls as well as the mandate for Russian-based
companies to sell hard currency should provide near-term support to the currency. In that sense, we
are adjusting our Q1-2022 USD/RUB exchange rate view and forecast a move to RUB94.00 by the
end of the rst quarter to reect a 3% recovery in the currency.

Over the longer-term, we are making the assumption that geopolitical tensions ease. Granted, we have
no particular insight into whether the current situation will improve or not. However, for the purposes
of our medium-to-longer term ruble forecasts, we are assuming a gradual de-escalation over time. In a
scenario where geopolitical tensions do indeed calm, we believe ruble volatility will also scale back and
the large daily declines we have seen recently will not become the norm. Pre-conict, we had a view
that the Russian ruble would gradually weaken against the U.S. dollar over the course of 2022 and into
2023 as a result of broad U.S. dollar strength amid tighter Fed monetary policy. We maintain that view,
but add now that we expect CBR policymakers to begin lowering interest rates as the ination shock
begins to recede, the ruble depreciation should be a little quicker than we previously anticipated. To
that point, we now forecast the USD/RUB exchange rate to move to RUB100 by the end of 2022
and to reach RUB104 by the middle of 2023. We should note again, however, our updated USD/
RUB forecasts are highly dependent on a gradual easing of geopolitical tensions in which we have
no particular visibility into. Should tensions escalate further or if sanctions target Russia's energy
sector, we would expect the ruble to sell o much more signicantly, and continuously hit new lows
against the dollar.
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