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In two years of full-scale war in Ukraine, Russia has been heavily sanctioned by Western countries.
However, the efficacy of these sanctions is disputed. Broadly speaking, there are two camps in both
Russia and the West: one sees the Russian economy as being on the verge of collapse;! the other
maintains that sanctions have actually made Russia stronger.? Predictably, Russian propaganda and
sympathetic voices in the West have seized on the latter argument. The reality is much more complicated.

More recently, this debate is being fueled by the fact that Russia’s economic indicators in 2023 exceeded
most expectations, with GDP growing by 3.6 percent (following a 1.2 percent contraction in 2022).3 As a
result, the IMF now forecasts that Russia’s economy will grow up to 2.6 percent in 2024—a 1.6
percentage point increase from the IMF’s original projection in October 2023.4

On the one hand, sanctions clearly limit Russia’s economic development. On the other, they have,
paradoxically enough, protected the economy from certain external shocks. Economic growth in Russia
today benefits from the fact that the Russian economy is heavily geared toward free market mechanisms
and forces, increased levels of government spending (which are tied first and foremost to the war), the
core competence of the country’s top economic policymakers (who clearly are a breed apart from the
military’s top brass), and the willingness of China and India to import vast quantities of Russian
hydrocarbons and, in return, to supply it with goods and technology that Russian industry and consumers
used to buy from the West.

Most of the major risks facing the Russian economy today stem from the fact that the Kremlin’s political
aims take precedence over economic growth. Thus, Russian economic decisionmaking is increasingly
dictated by and structured around the demands of the overall war effort.® The longer this remains the
case, the worse the hangover will be. At the same time, predictions of a 1990s-style collapse down the
road are misguided. When the day of reckoning arrives, there will surely be immense pain. But ordinary
Russians are unlikely to see empty store shelves once again, and high-tech factories are not going to find
themselves resorting to manufacturing pots and pans.

That is because Russia’s economy differs fundamentally from that of the Soviet Union: it has significant
financial reserves, is more diversified, and is more open to the world. Russia may have severed its
relations with the West, but its trade ties with Asian countries are only becoming stronger. Time is also a
factor here. While Soviet industry was subordinated to the defense sector for decades (essentially, starting
at the end of World War Il), this process has only been underway in Russia for two years. As a result,
reversing it would not take anywhere near as long.
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The Kremlin appears to be mindful of this state of affairs and accordingly has developed a self-serving
way of talking about the challenge it will face. In his February state-of-the-nation address, President
Vladimir Putin actually promised to avert an economic collapse on the scale of that seen in the late Soviet
Union.® In the speech, Putin explained that the West forced the Soviet Union into an arms race that
consumed an unsustainable 13 percent of Soviet GDP. He insisted that Russia would not allow a repeat of
this “trick.” Left unsaid, of course, was the fact that Putin’s own decisions to launch the full-scale invasion
of Ukraine and to dismantle most of what is left of the Cold War—era arms control regime relegate the
future of the Russian economy to an open-ended set of demands dictated by expensive arms racing and
elevated defense spending.

Currently, Russia’s spending on defense and security stands at 8 percent of GDP, a post-Soviet record. To
be sure, Putin gave no indication in his state-of-the-nation address that this level would be reduced in the
near future. On the contrary, he has tasked officials with improving the equipment used by the army and
the navy. Putin also spoke of expanding Russia’s “scientific, technological, and industrial potential.” Of
course, while fighting continues, such pronouncements warrant skepticism. While it is worth bearing in
mind that the current level of defense spending is far less than the 16 percent of Soviet GDP that was the
norm in the late 1980s, the authorities almost certainly will confront any number of guns-versus-butter
dilemmas in the coming years (see figure 1).

Figure 1. Russian Budget Revenues and Expenditures
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Note: The Ministry of Finance did not publish relevant data for 2022. Data for 2023 are preliminary.
Source: Author's compilation from Russian Ministry of Finance data and open-source news reporting.

In the meantime, the economy is buffeted by unprecedented Western sanctions. Every day, Russia lags
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further behind technologically. Every day, its economy becomes less competitive. And every day, the
economic bloc continues to manage the harmful effects of new challenges with a mix of market acumen
and a decent track-record of cleaning up the mess left behind by the Kremlin’s foreign policy
misadventures.

Benefitting From Sanctions

Sweeping Western sanctions were first imposed on Russia following the 2014 illegal annexation of Crimea
and the start of the undeclared war in Donbas. Almost immediately, Russia’s financial system was forced
to adapt. During the first phase of the war, Russia—a capital-exporting country—came under sanctions
that were better suited to a capital-importing country. Russian companies and banks were hit with debt
and equity restrictions. A de-dollarization push followed, reducing the share of companies’ foreign-
currency deposits from 45 percent in 2016 to 25 percent in 2022, and that of their foreign-currency loans
from 35 per;:ent to 15 percent. Among individuals, foreign-currency deposits fell from 25 percent to under
10 percent.

These trends continued following the full-scale invasion and Russia’s subsequent removal from the SWIFT
international payment system. As a result, foreign-currency debt levels do not threaten financial stability
today, and the central bank has enough foreign-exchange reserves to finance this debt. As of July 1, 2023,
the debt of nonfinancial companies amounted to 50.6 percent of GDP, while that of individuals amounted
to 20.4 percent and that of the government amounted to 16.1 percent. These levels compare rather
favorably with G20 countries, where debt levels are much higher (98.5 percent, 62.6 percent, and 92.2
percent, respectively).®

Somewhat paradoxically, de-dollarization has helped to insulate the Russian economy from external
financial shocks. In spring 2023, for example, inflation in the United States and the U.S. Federal Reserve’s
decision to increase interest rates prompted a reassessment of U.S. banks’ bond portfolios. That put
pressure on U.S. equity markets and contributed to the bankruptcies of several lenders. Russia’s markets,
which by then had been largely cut off from the U.S.-centric international financial system by sanctions,
were unaffected by this turbulence.®

The freezing of $300 billion in Russian central bank reserves at the beginning of the full-scale invasion
turned out to have more psychological effects than practical ones. (The Kremlin did not want the Western
move to go unanswered, which eventually led the authorities to ban nonresidents from withdrawing liquid
assets from Russia.)'? So far, there has been no need to make major disbursements from Russia’s foreign
currency reserves. Amid healthy inflows from sales of Russian oil and gas on world markets, a floating
exchange rate, and inflation-targeting measures, these reserves remain available for interventions in the
event of threats to financial stability. With sanctions having a shielding effect and the banking system
healthy, there are no such imminent threats. The economy, it seems, has adjusted to this new equilibrium.

Russia has been able to rebuild the central bank’s reserves over the past two years. It is therefore doubtful
that the much-discussed seizure of these assets by Western countries or their transfer to Ukraine would
somehow force Moscow to the negotiating table or to withdraw its forces from Ukraine. Lack of unity
among Western countries about how to handle the frozen assets suggests that any effort to seize them
could create more problems by exacerbating political divisions in the West and triggering unanticipated
knock-on effects.!!

No Shortage of Money

Of course, the Russian economy is hardly impervious to the effects of G7 sanctions. Despite a 25 percent
increase in 2023 in non-oil and gas revenues, the Russian state budget has become even more
dependent on energy exports.'? In the event of a global recession that crimps energy prices, or if Western
sanctions on the Russian oil and gas sector are tightened, Russia’s state finances will feel the crunch.
This is well understood in the Kremlin, which has voluntarily cut production in line with the decisions of the
OPEC-Plus arrangement that it co-leads with Saudi Arabia and changed the way it calculates oil
taxation.'® The goal is to stabilize oil and gas revenues and to avoid any sudden decreases in the sector’s
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tax payments.

It is far from clear that Western sanctions on the Russian energy sector are delivering the kind of blow
U.S. Deputy Treasury Secretary Wally Adeyemo had in mind when he said that they are designed to
“reduce the revenues the Kremlin has to fuel its war of choice.”'* Even though U.S. President Joe Biden’s
administration deliberately devised the oil price cap mechanism to take Russian oil off international
markets, the uncomfortable reality is that Moscow has generally learned to circumvent the restrictions, as
was widely anticipated.'® The Russian Finance Ministry currently predicts that in 2024 oil and gas
revenues will increase to 11.5 trillion rubles ($124 billion), a 30 percent increase from the year before.'®

Such a forecast may be optimistic, but it appears realistic. Sanctions have created an $11 billion annual
market for “gray” shipping companies, which now transport 45 percent of exports of Russian crude and
refined products.!” Meanwhile, Russia’s total export earnings have hit a ceiling. Non-oil and gas exports
also face problems. Even if external demand for Russian exports (of any kind) somehow materializes, the
Russian economy will struggle to meet it, as it is operating close to capacity.'®

As the war in Ukraine rages on, state spending has grown. In 2022 and 2023, the government was able to
both spend on the war and to maintain the economy with budget money injections, having saved enough
during the better years to cover the budget deficit.'® As of the beginning of 2022, Russia’s rainy day fund,
the National Wealth Fund (NWF), held $210 billion. By January 2024, its reserves stood at $130 billion,
certainly enough to cover expenditures for 2024.

The Finance Ministry has promised to reduce Russia’s deficit to zero in 2025, but few knowledgeable
observers place much faith in such pronouncements. After all, spending has grown, and the government
has suspended the budget rule by which Russia sells foreign currency from the NWF to make up for any
shortfall in revenue from oil and gas exports. (Conversely, the NWF traditionally makes purchases in the
event of a surplus.) While it was in operation, the budget rule restrained spending and ensured the buildup
of currency reserves.

Under Russian law, the NWF must compensate the government for any decreases in oil and gas
revenues. All else being equal, a $10 per barrel decline in the price of oil would leave Russia’s state
budget about 1.6 trillion rubles short. For the fund’s reserves to be at risk of exhaustion, the average
annual price of oil would have to fall below $60 a barrel. Anything short of this will merely eat into
revenues. In any case, revenue decreases can be offset with loans, cost-cutting, or even funds raised
through a public offering on the Russian stock exchange.

The need to support economic growth through budget spending in the absence of a budget rule prompted
the Finance Ministry to balance the 2024 budget upon a projected oil price of $71. In other words,
expenditure is inflated because the budgeted oil price is significantly higher than it was before ($60).
Nevertheless, the authorities have indicated that they will need to perform a fiscal belt tightening in 2025,
which could have a dampening effect on economic growth. A return to the old budget rule means that
expenditure will also be reduced. It is possible that the spending cuts will help to curb inflation (though this
is not guaranteed), but they will also have a negative impact on economic growth.

Disconnecting From the West

The post-2022 revamping of the Russian economy has made flows of trade and investment increasingly
dependent on a small handful of key partners. Even before 2022, Western sanctions had encouraged
Russia to deepen its embrace of China (see figure 2).20 In 2023, trade turnover between the two countries
exceeded $240 billion, with China accounting for 38 percent of Russian imports and 31 percent of Russian
exports. Beijing now enjoys a virtual monopoly with respect to various products exported to Russia, which
means it could also charge higher prices than for consumers in other markets. In 2023, both Chinese car
exports and tractor exports to Russia increased by nearly 600 percent.?’ The share of Chinese cars on the
Russian market in 2023 exceeded 60 percent. In February 2022, brands from China accounted for just 9
percent of the market.?2
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In December 2023, Russia was paid in yuan for 35.8 percent of its exports, while it paid in yuan for 37
percent of its imports.?3 For reference, in the same period, it received ruble payments for 35.7 percent of
its exports and paid in rubles for 31.5 percent of its imports. As a consequence, in December 2023, net
exports in foreign currency hit $5.4 billion, their highest level since January 2023. The amount held in yuan
by Russian companies and individuals totaled $68.7 billion in 2023, slightly more than the $64.7 billion
held in dollars.?* As much as $46.1 billion worth of credit in yuan was extended to Russian companies in
2023, a near-quadruple year-on-year increase (largely driven by a conversion of debt from dollars and

euros).
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Figure 2. Growing Economic Ties Between Russia and China

Trade Turnover Between Russia and China, 2020-2023
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These figures reflect the important role now played by the yuan with respect to external payments by
Russian companies. Yet dollar and euro transactions are still important. While Western banks had already
curtailed relations with Russia at the start of the full-scale invasion, this process accelerated after Biden’s
December 2023 executive order applying secondary sanctions to those involved in facilitating transactions
relating to Russia’s defense sector.?® As a result of the announcement, Russian companies have
experienced increased problems with transactions involving Turkish?® and Chinese?’ banks. Meanwhile,
Russian entities seeking to make payments in other currencies faced difficulties including the need to
arrange a system of correspondent accounts and infrastructure for currency-exchange operations
(whether via exchanges or the interbank market).22 An ongoing search for possible workarounds has
piqued interest in digital currencies. Although this is an option that Russia and its BRICS partners are
working to make viable,?° progress has been quite slow.3°

In the meantime, sanctions and lower energy prices are reducing Russia’s current account surplus, which
fell from $4.7 billion in November 2023 to $600 million the following month, its lowest level since 2020.3’
Russia’s overall current account surplus for 2023 totaled $50.2 billion, down from a record $238 billion in
2022 on the back of a surge in global energy prices. The trend suggests increased aggregate demand,
which should be facilitated by borrowing. But both the Kremlin and corporations have been unable to
borrow since 2022 because of Western sanctions. The end result will be a reduced current account
surplus due to the weaker ruble and inflation. Russia’s high interest rates, which currently stand at 16
percent, are a consequence of inflation, and while they have little dampening impact on the level of
government demand, they significantly cut consumer demand.

Technology sanctions are also biting. They have prevented Russia from developing offshore energy

projects, especially those tied to hard-to-reach deposits. Sanctions have also limited access to turbines
and technology relating to the construction of modern oil tankers, LNG trains, and automobiles and next-
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generation communications networks. Russia also finds itself increasingly shut out of global advances on
Al and quantum computing. As a result, the Kremlin has fallen back on the path of least resistance and
maintained the Russian economy’s overdependence on energy exports. Taken together, the continued
preoccupation with the commodity sector and the rapid militarization of government spending will stunt the
country’s economic potential in the long run.

Sanctions have also dealt a heavy blow to Russia’s human capital. An exodus of talented and skilled
workers, especially in the tech sector, has further hurt Russia’s global competitiveness. Around 100,000 IT
specialists emigrated from Russia in 2022 and have not returned, according to official data from the
Ministry for Digital Development.3? In total, about half a million people left Russia because of the war.

Russia also is cutting itself off from the international mainstream. Before the war, the country actively
participated in international academic life and was well represented at international conferences.
Participation in scientific journals, scientific and student exchanges, and dual degree programs was
commonplace. Since 2022, however, such institutional cooperation has ceased almost entirely, and
hundreds of scientists have fled abroad.33 Even collaboration with foreign researchers from inside Russia
is now actively discouraged.3* Russian textbooks are being rewritten to reflect the government’s
ideological agenda. The teaching of English, along with English-language instruction, is declining. The
costs of these setbacks will be increasingly evident in coming years.

Swings and Roundabouts

A paradoxical situation has emerged: Russia’s economy is now stable both in spite of and as a result of
Western sanctions. So far, the Kremlin has found ways to maintain access to imports of advanced chips
and semiconductors, which are key for the military, through third countries.3® It has also successfully
pivoted to selling oil to Asia to replace the loss of traditional markets in Europe and elsewhere.

But this hard-won stability is not eternal. In a best-case scenario, the current arrangement will likely begin
to come apart within eighteen months owing to growing imbalances and possible social problems.6 Putin
will face increased pressures from a policy trilemma resulting from the challenge of continuing to fund the
war, sustaining standards of living (or at least slowing their gradual decline), and guaranteeing
macroeconomic stability.

The government currently plans to cut military spending in 2025, even though the targeted level of
spending will still exceed prewar levels.3” Of course, that target could yet be changed due to
developments on the battlefield. In any event, the Kremlin has shown that it intends to prioritize defense
and security spending over social needs.

This preference raises several problems. Defense spending is generally unproductive. Furthermore, it is
not clear what will happen when the war eventually ends. For the time being, inflated salaries for military
service members and workers in the defense sector have been pushing up wages across the board.
Those who have seen their incomes rise during the war have spent more, boosting demand and
encouraging borrowing, both consumer credit and mortgages.3® After the war, these incomes will likely fall,
affecting workers’ ability to repay loans. This increases the risk of social discontent: no one will be happy
to take a pay cut. And companies will not be able to pay them at a higher level without a corresponding
increase in labor productivity.

A similar dynamic concerns those with civilian jobs that are tied to the war effort, who have also benefited
from rising salaries. A welder working in occupied Donetsk, for example, can make up to 350,000 rubles a
month, four times the average in Russia.3® Cutting wages and reducing military spending would be
politically fraught under any circumstances, but it will prove especially difficult now that the population has
grown used to making more and spending more.

The pension system will add to the pressures. Putin brags about Russia’s “new” citizens: residents of

occupied Ukrainian territory who have been given Russian passports. Yet he neglects to mention that
these are mostly either pensioners or single-parent families with children who depend on benefits. There
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are about 700,000 pensioners in the four “new regions” illegally annexed by Russia in late 2022 who
receive an average of around 19,000 rubles (about $200) per month.*? This is less than the average
across Russia but more than the average in, for example, the North Caucasus. All of these new pension
payments are subject to annual indexing.

The Kremlin has the tools to help ensure a soft landing for the economy. Double-digit interest rates and a
goal of keeping inflation at about 4 percent leave significant room for rate cuts, which would revive
consumer demand. Government payments to soldiers and those associated with the defense sector can
be cut gradually. After the war, Russia’s weapons stocks will need to be replenished, buoying employment.
Over time, inflation will offset high salaries, and the range of options for personal investment will dwindle
(for example, huge mortgage subsidy programs will be scrapped, and there will be no access to foreign
stock exchanges).

The most likely outcome is that Russia’s bloated wartime public sector will block any downsizing, but high
interest rates will bring down inflation. In an economy subordinate to political imperatives, there are few
incentives for sustainable development. Sooner or later, this will hurt the well-being of ordinary Russians.
In other words, temporary fixes and a decline in living standards will add to the political and economic
headwinds facing the Kremlin. But given the existing safety margins and the nature of Western sanctions,
it could take Russia many years to reach the end of its ability to muddle through such challenges.
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