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TRADE SANCTIONS
This is not Russia’s first time.
That said, the recent trade sanctions on Russia far exceed those imposed by the international community
following its annexation of Crimea in March 2014, which are still in place. Back then, the West responded with
several rounds of diplomatic and economic sanctions on a three-pronged front: vetoing the export of technology
to Russia for oil and gas exploration, restricting access to financing for Russian state banks and oil groups, and
limiting the movements of President Putin’s elite inner circles who were involved in the annexation of Crimea.
Even today it is difficult to calculate the economic impact of these measures, as they coincided with the collapse
in the price of crude oil — which began to fall two months following the annexation, dipping by 75% in a year and
a half — and Russia’s heavy reliance on the commodity, as it produces 10% of the world’s crude oil and holds 6%
of global reserves.
According to US think tank Atlantic Council, in the 2014-20 period alone, Russia’s growth loss due to the sanctions
would have been some $350 billion ($50 billion/year), cutting some 2.5-3.0 per cent per year off the country’s
expected potential growth. Meanwhile, the 4-5% annual growth rate reported over the same period by more
developed neighbours of Russia, such as Poland and Turkey, would suggest that the impact was moderate at best
and that potential growth in Russia would have been higher than indicated.
SUMMARY OF SANCTIONS
CRIMEA (since 2014)
Restrictive measures targeting individuals
(654 people; 52 entities)
-Asset freezes and travel bans

Economic sanctions on trade with Russia
-Limited access to EU capital markets

UKRAINE (2022)
Restrictive measures targeting individuals
-Asset freeze for Vladimir Putin and Sergey Lavrov
-Russian oligarchs barred from trading in Western markets
-Inclusion of 351 Duma members + 27 other individuals and
entities subject to sanctions

Economic sanctions on trade with Russia
-Germany cancels certification of Nord Stream 2 pipeline

-Ban on arms exports and imports

-EU: freezes Russian assets and bars its banks from accessing financial markets

-Export ban on space and aviation goods and technology

-Half of the Bank of Russia's reserves on G-7 territory frozen

-Limited access to technology in the oil industry

-Long list of Russian banks expelled from the SWIFT system for international transfers

-Ban on US banks acquiring Russian sovereign bonds
in the primary market

-Further restrictions on high-tech products (semiconductors and power)
-Ban on the sale of equipment to commercial airlines
-US banks barred from trading in Russian sovereign bonds on the secondary market
-Ban on purchasing Russian sovereign debt on the European markets

Yet this is the first time the sanctions response has been so strong, rapid and wellsynchronised.
Unlike in 2014, when the sanctions took some four months to kick in, the announced measures are aimed at
exerting pressure on the Russian government by stopping it from exporting raw materials — energy alone
accounts for 40% of its GDP. Of the many sanctions to have been announced, we would single out two:
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• Excluding part of the Russian banking system from the SWIFT payment system. The measure has not affected,
among others, Sberbank, Russia’s largest bank by assets, and Gazprombank, owned by the gas giant’s pension
fund, showing the West’s concern about not disrupting the supply of energy.
• Freezing the Russian central bank’s foreign reserves, limiting its ability to support the rouble, and impeding
the government’s ability to borrow — more than 50% of the $630 billion is locked out. Dollar, euro and
pound-denominated assets are frozen, while gold and yuan-denominated reserves remain available. By way
of example, in 2014 Russia burned through 30% of its available reserves in one and a half years, dipping from
$500 billion to $350 billion, following the invasion of Crimea.
1. WHERE RUSSIAN RESERVES ARE HELD*

2. RUSSIAN RESERVES: BREAKDOWN BY CURRENCY

Sources: Centro de Geoeconomía, Bank of Russia, Institute of International
Finance and Banca March

Sources: Centro de Geoeconomía, Bank of Russia, Institute of International Finance and
Banca March
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MACROECONOMIC OUTLOOK

We expect growth to slow and inflation to rise...
The economic impacts of the recent events will materialise on three fronts: reduced trade with Russia, an
increase in inflation amid rising commodity prices, and a deterioration in financial conditions due to the prevailing
geopolitical uncertainty. However, on a global scale, we believe that the negative impacts on economic activity
will be limited, because the current crisis is taking place at a time when most economies are managing to shake
off the effects of the pandemic. Moreover, the still-present effects of the monetary and fiscal stimuli put in place
to combat the COVID-19 economic crisis will continue to shore up economic activity.

INVASION OF UKRAINE: SANCTIONS AND CONSEQUENCES

7

HOUSE VIEW MARCH 2022

3. SLOWDOWN IN GLOBAL GROWTH
Sources: Bloomberg, Oxford Economics and Banca March
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We therefore believe that the global economic
cycle has solid fundamentals and assuming we are
able to avoid any military intervention by NATO or
a sustained shutdown of Russian energy exports, we
think that the conflict should have a relatively modest
impact on global growth. In particular, we downgrade
our expectations for global GDP growth by 0.4 p.p.
to +3.8% for this year, thus reflecting the effect of
higher production costs, higher inflation and lower
household disposable income.
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… but with divergences between regions: the United States is less exposed to the risks...
By region, the Eurozone economies most reliant on energy imports from Russia will be the hardest hit. The United
States, in contrast, is less exposed to rising energy costs. Although the US consumer is sensitive to rising gasoline
prices, the United States has been a net energy exporter since 2019, so oil price increases are not as pernicious to
aggregate economic activity now as in the past.
Among the emerging economies there will be winners and losers: oil and gas exporting countries will see an
increase in their revenues, while the hardest hit economies will be those importing raw materials and those with
high levels of external debt. The latter, such as Turkey, will have to contend with sharp upturns in inflation and
downward pressure on their currencies, leading to tighter monetary policy and lower growth.

… and in China, we continue to see scope for further policy stimulus.
China is an interesting case. In recent years it has been building stronger economic ties with Russia and so far has
remained silent in relation to the current conflict. In terms of trade, Russia is the destination of only 2% of China’s
exports while China purchases 3% of its imports from Russia. Higher energy and commodity costs are a factor
against China’s growth, whereas the current low levels of inflation (CPI in January was +0.9%) and the authorities’
greater fiscal room for manoeuvre will help to shield the economy against external turbulence.

We expect a further deterioration of economic activity in Europe. Most importantly,
inflation will be more persistent due to the rising energy costs.
Russia is the EU’s fifth largest trading partner, accounting for 4.1% of its exports. However, the most important
aspect of the region’s trade with Russia is the import of energy products, particularly gas, given that 40% of
the gas purchased by EU countries comes from Russia. In this context, for the euro area as a whole, the main
economic transmission channel of the current crisis will come from rising energy and food prices.
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In terms of growth, one of the negative effects would be less in the way of disposable income for households
to spend on other goods and services. In any case, in a scenario of a 30% increase in the total energy bill of
European households — which would imply an additional cost of around 100 billion euros for this year — the
resulting cost would only account for 12.5% of the total excess savings that we estimate euro area households
have amassed during the pandemic. In other words, the current cushion of having a healthy household balance
sheet would indicate that the downward effect on consumption would be somewhat less than 1% of GDP; a
manageable figure and not one that would lead to a recession. Therefore, if, as we believe, the military situation
is resolved in the coming months, we will see a deterioration of six tenths of a percentage point in growth and we
estimate that the region’s GDP will grow by +3.2% this year. A high growth rate by historical standards and one
that would bring GDP to 2.5 p.p. above pre-pandemic levels by the end of this year, thus confirming the recovery.
4. USE OF EU PRIMARY ENERGY SOURCES

5. EUROZONE: HIGHER INFLATION AND LOWER
GROWTH

Sources: Bloomberg, BCE, Oxford Economics and Banca March

Sources: Bloomberg, BCE, Oxford Economics and Banca March
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Notably, one area we do think the war will have a big effect on in the short run is inflation. Increased pressure on
production costs will keep inflation rising for the time being. As shown in figure 5, in a scenario in which the price
of gas increases by +30% and the price of crude oil rises by +20% in a sustained manner above the pre-conflict
forecast (we are assuming that the price of Brent crude oil will remain above $100 per barrel throughout 2022),
inflation would end the year at levels close to +4% and the CPI would grow by +5% on average in 2022 compared
to the +3.9% forecast prior to the outbreak of the war.
In conclusion, it is reasonable to say that amid the trade restrictions and especially the rising gas and oil prices,
our heavy reliance on energy imports will lead to persistent levels of inflation within the euro area. In terms of
growth, however, we believe that the direct effects of the recent events will be more contained this time around
due to the greater strength of household balance sheets: European consumers now have more savings to fall
back on than in previous energy crises.

The biggest risk to this scenario would be a complete shutdown of gas exports from Russia,
which, were it to happen, would have consequences that are difficult to quantify...
A more pessimistic scenario, and one that we cannot rule out, is that the world economy will face restrictions in
gas supply in the coming months, both because of a Russian “counter-response” to the international economic
sanctions and because of the destruction of a gas pipeline connecting Russian exports through Ukraine to
consumers in the Eurozone. Although this scenario seems unlikely as it is currently Russia’s only source of
revenue, it would be an event that in our view would lead to a sharp increase in the risk of recession.
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Under this scenario, a sudden limitation of Russian oil and gas supplies would affect world markets and trigger
a rapid deployment of energy rationing measures, affecting global activity more heavily. Moreover, the search
for energy supplies and raw materials to replace those produced by Russia would push up global inflationary
pressures.
In this negative scenario, the Eurozone as a whole would face a recession with high inflation, otherwise known as
stagflation. Taking the brunt would be those countries located in northern Europe due to their greater dependence
on imports from Russia and relatively low installed capacity at regasification plants, thus making it harder for
them to find viable alternatives to the gas imported from Russia.
Clearly, such a scenario would heavily impact growth and inflation, although the extent of this is difficult to gauge
in advance. It would therefore be wiser to look at things in terms of how sensitive the economies are. Notably,
the ECB itself estimates that a 10% reduction in the gas supplied to Europe would have an impact on GDP of
-0.7%. As imports from Russia currently account for almost 40% of the gas consumed across the Eurozone, this
downward effect on growth would be at least four times that figure. Aside from this potential growth loss due to
gas supply sensitivity, we would also see a confidence shock and a further deterioration in borrowing conditions.
On the inflation sensitivity side, a 10% increase in gas prices typically raises CPI growth in the Eurozone by 0.3
p.p., so if we assume that gas prices in Europe were to double due to supply constraints and then remain at that
level (roughly on par with the worst moments of the current conflict), we would witness an additional 3 p.p.
increase in inflation. Note that all this only reflects the direct effects of the gas supply constraints, and we would
also need to factor in the rising prices of other commodities of which Russia is a major producer. While this event
is unlikely to materialise, were it to occur it would alter our outlook for the current economic cycle.

CENTRAL BANKS

Central banks will ease their roadmap, especially in Europe.
The invasion of Ukraine happens to have coincided with a key point in time for central banks: many monetary
authorities have yet to wrap up the process of expanding their balance sheets, with several months of net
purchases still to go in the case of the ECB. What’s more, the vertigo resulting from the latest inflation figures
has led to a change of course among central banks and many people are now expecting interest rate hikes sooner
rather than later. In our view, the invasion of Ukraine will not prevent interest rate hikes, but it will slow them
down. Concerns over economic growth and worsening financial conditions will take precedence over inflationary
pressures, and this is already beginning to be seen in the curves. As shown in figure 6, the market now expects
to see five hikes by the Fed and one in Europe, as opposed to the seven and two expected before the invasion;
a scenario more in line with our expectations, in which we believe that the first hike will not take place until
December and will be more of a token gesture (at around 0.10 b.p.).
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7. INFLATION BY COMPONENT (DEC-21)

6. IMPLIED INTEREST RATE HIKES
Implied interest rate hikes (25 bp)

Sources: Bloomberg, Eurostat, BLS, INE and Banca March

Sources: Bloomberg, Eurostat, BLS, INE and Banca March
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We also believe that the reduced sensitivity of the US economy to the war in Ukraine should go some way to
shielding the Fed, which after ending its QE this month will press on with its roadmap of rate hikes (25 b.p. on March
16) and balance sheet reduction once the summer has ended. In the mid run, we expect a greater response from the
ECB, which should provide conducive financial conditions to cushion the economic impact of the war and prevent
the destruction of the region’s productive fabric. Paradoxically, it counts in the ECB’s favour that European inflation
figures are largely based on rising energy prices (Figure 7), without the fear of second-round effects that exists in the
United States.

FIXED INCOME

Sovereign bonds become a temporary safe haven.
The risk-off caused by the war has driven buying of sovereign debt with long-term maturities. In the United States,
the 10-year IRR currently stands at around 1.75%, having climbed above the 2% mark in February. In Europe, the
bund is already in negative territory, retreating from levels of 0.3%.

Credit spreads price in the uncertainty of the conflict.
As can be seen in the figure on the left, the weight of the declines in credit indices is mainly down to a widening
of credit spreads, while the duration effect has subsided in recent days following a reduction in the yield curve.
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8. YTD TREND IN CREDIT INDICES

Meanwhile, credit risk has spilled over into the
world of lending, albeit to a lesser extent, as here it
is being countered by the high coupon and immunity
to rate changes, illustrating its stability in periods of
uncertainty.

Sources: Bloomberg and Banca March
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The strong tightening of spreads has substantially increased the implied probability of default, reaching levels
compatible with 1-year average returns of 5.9% for IG Euro, 6.7% for IG global, 11.1% for HY Euro and 7.9% global,
with success rates ranging from 91.7% to 81.1%. That said, we prefer to monitor developments without adding
additional risk.
9. IMPLIED PROBABILITY OF DEFAULT
Sources: Bloomberg and Banca March

Implied probability of default

35%
30%
25%
20%

15%
7.8%

10%
5%
0%

Implied prob. default
Median
Median
Max
Min
Ends positive (%)

Returns at one year if the implied prob. is...
Investment grade
High yield
Euro
Global
Euro
Global
> 2%
> 6%
5.9%
6.7%
11.1%
7.9%
5.3%
6.1%
10.2%
8.4%
21.2%
30.4%
84.1%
70.6%
-6.2%
-16.4%
-36.9%
-32.9%
91.7%
91.5%
81.1%
81.9%

2.2%
01

02

04

06

08

10

Global IG

12

14

16

18

20

22

Global HY

We see limited contagion risk due to the collapse of Russian debt, which has become
a “non-investable” asset.
What with the limitations on trading in Russia, the ban on selling financial assets to foreign counterparties and the
restriction on coupon payments to foreigners, uncertainty surrounding a possible default on rouble-denominated
government and corporate bonds has increased markedly. Meanwhile, the rating agencies have slashed Russia’s
public debt to “junk” status, giving it a grade of B in the case of Fitch and B3 in the case of Moody’s, and raising the
prospect of imminent further downgrades.
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10. RUSSIAN SOVEREIGN BONDS IN LOCAL
CURRENCY (OFZ) IN FOREIGN HANDS

With Russian bonds already trading in the default
zone, we believe that the current widening in the
emerging spread of more than 100 b.p. already
suggests an imminent Russian default event.

Sources: Bloomberg, Central Bank of Russia and Banca March
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11. COUNTRY DISTRIBUTION OF EMERGING DEBT
IN HARD CURRENCY
Sources: Bloomberg and Banca March

We believe that a technical default on Russian debt
would have limited contagion risk on emerging debt,
given the relatively small size of the Slavic country’s
debt — emerging bond indices in both hard currency
(which also includes corporate bonds) and local
currency did not exceed 4% at the beginning of the
year. In addition, most of Russia’s rouble-denominated
government debt is held locally and the volume in
foreign hands has fallen drastically in the wake of
COVID-19.
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12. COUNTRY DISTRIBUTION OF EMERGING DEBT
IN LOCAL CURRENCY
Sources: Bloomberg and Banca March
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However, contagion can also occur through energy and commodity prices, which may not be as rapid or as easy
to spot. For example, Russia is one of the main suppliers of fertiliser to countries such as Brazil, which brings
in 85% of its fertiliser from abroad and uses it mainly for soybean production. Brazil is also a global leader in
soybean production and is one of the main suppliers of this staple food for China, which buys 78% of Brazilian
soybean exports. This entire value chain will be affected by the Russian conflict and is an example of how Russia’s
expulsion can increase pressure on global and emerging market inflation.
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EQUITIES

The main problem posed by the invasion of Ukraine is the rise in commodity prices, as
the direct exposure of global stock markets to Russia is very limited - see figure 13.
The US stock market, being further away from the conflict and with a less cyclical
component, will outperform the European stock market as long as the conflict persists.
13. EXPOSURE TO INCOME FROM RUSSIA

14. S&P 500 IN RESPONSE TO OUTBREAKS OF WAR
Sources: FactSet Revere and Banca March

Sources: FactSet Revere and Banca March
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Historically, geopolitical risk events are known to generate volatility, though in the mid run
economic fundamentals and corporate earnings are the factors that ultimately prevail.
As we discussed near the beginning of our report, history has shown that at times like the present, it is best to
keep a cool head and not respond rashly to the inevitable volatility resulting from the near-constant changes in
how we interpret the risk premia.
We would also point out that stock markets have been slower to recover from past events that have led to higher
energy prices and quicker to recover when oil prices did not rise so strongly. As figure 14 shows, it took the S&P
500 more than three months to recover to previous levels in the wake of the 6-Day War — Egypt and Syria’s
combined attack on Israel on Yom Kippur 1973 — and Iraq’s invasion of Kuwait.

Sectoral rotation from growth stocks to “broadly cyclical stocks” will lose momentum. We
recommend seizing the opportunity to rebalance portfolios.
As long as the risk associated with the invasion of Ukraine persists, the pattern of sectoral performance is likely
to change. We believe that the top picks will be: within cyclical sectors, energy and commodities, while on the
growth side, technology — which has been penalised over the last couple of months — could make up lost
ground as long-term interest rate expectations ease. Health stocks could also perform well due to the sector’s
defensive nature.
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15. MSCI WORLD: PER(E) 12M BY SECTOR VS.
HISTORICAL VALUES
Sources: Bloomberg and Banca March
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Figure 16 shows how transport,
capital goods, utilities, automobiles
and consumer goods are the sectors
most affected by the rising commodity
prices.

16. COMMODITY COSTS TO TOTAL COST (%)
Sources: BEA, FactSet and Banca March
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Europe will have to undertake a change of energy model by prioritising self-sufficiency and
drastically reducing its reliance on Russia.
Europe has pared back its gas production by some 20% over the last 20 years and now imports 60% of its energy
needs. It will therefore need a very different approach now to the energy transition.
17. GREEN BUDGET – NGEU
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Sources: European Commission, RRF countries and Banca March

Multi-year budget

It will certainly have to speed up its investment in
renewables and rely more on nuclear energy on
the clear understanding that the decisions it takes
now are structural in nature and will not have an
immediate impact on the energy mix. In any case, we
view this as a historic investment opportunity and we
expect to see a substantial increase in current public
investment which, thanks to Next Generation (NGEU)
funding, can be more dynamic than in the past.

Next Generation EU
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Russia’s attack right on NATO’s doorstep will lead to an increase in defence spending.
Europe has pared back its gas production by some 20% over the last 20 years and now imports 60% of its energy
needs. It will therefore need a very different approach now to the energy transition.
18. DEFENCE SPENDING – 2020: MAIN EU
COUNTRIES VS. RUSSIA
Sources: World Bank, Eurostat and Banca March
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The invasion of Ukraine will radically transform
discussions on defence within Europe. Germany has
been the first to act, with the government announcing
an exponential increase in military spending to 2% of
GDP from 2024, the target set eight years ago by
NATO. At present, only Greece and Romania meet this
criterion and are well ahead of the wider Eurozone.
Russia’s defence spending as a percentage of GDP
is more than double that of Eurozone countries,
although in absolute terms it is only one third of EU
bloc spending.

CURRENCIES
Euro weakens on worsening economic outlook and ECB to be more wary about stimulus
withdrawal.
Like other European assets, the euro has been adversely affected by the rise in European risk premia. As we
mentioned earlier, the biggest economic impact of the military conflict and rising energy prices will be on the
eurozone economies, which inevitably dampens the region’s prospects moving forward.
In this context, the euro has taken a hit and has lost considerable ground against its main pairs: against the dollar
it is trading at below 1.10 EUR/USD and even against the pound sterling the rate is now below 0.83 EUR/GBP;
levels not seen since 2016, the year of the Brexit vote.

Although the dollar is fundamentally overvalued, in the short term its safe-haven status will
support it.
The US economy is also less exposed to current economic risks and is not reliant on foreign energy, which is
a clear support factor. This much has been made abundantly clear following the latest statements of the Fed
chairman, who has confirmed that this month the Fed will begin to raise the price of money as planned.
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While these factors are historically supportive of the greenback, they are subject to diminishing returns. In recent
Fed rate hike cycles, the dollar has tended to appreciate in the months leading up to the start of the hike, but
once the market has priced in this scenario, the greenback tends to lose steam.
In this context, we believe that in the latter half of the year, and once geopolitical tension eases, the euro-dollar
pair should return to our estimated range of 1.10-1.17 EUR/USD. However, in periods of high uncertainty, as is
happening now, the dollar capitalises on its safe haven status. Therefore, for the time being and until we can see
further ahead and gauge the likely outcome of the military conflict in Europe, we believe that the US currency
will continue to fare well against the euro.
It is more the uncertainty than valuation factors that will dictate exposure to the dollar over the coming months,
meaning that it could strengthen further even though in fundamental terms it is heavily overvalued.
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IMPORTANT REMARK:
The contents of this document are merely illustrative and do not pretend, are not and cannot be considered
under any circumstances as an investment recommendation towards the contracting of financial products. This
document has only been prepared to help the customer make an independent and individual decision but does
not intend to replace any type of advice needed for the contracting of such products. The terms and conditions
described in this document are to be viewed as preliminary terms only, subject to discussion and negotiation as
well as to the agreement and final drafting of the terms affecting the transaction, which will appear in the contract
or certificate to be issued. Consequently, Banca March, S.A. and its customers are not bound by this document
unless both parties decide to embark on a specific transaction and agree on the terms and conditions concerning
the final documents to be approved. Banca March, S.A. does not offer any guarantee, expressly or implicitly, in
relation with the information shown in this document. All terms, conditions and prices contained in this document
are merely informative and subject to modifications depending on the market circumstances, changes in laws,
jurisprudence, administrative procedures or any other issue which may affect them. The customer should be
aware that the products mentioned in this document may not be appropriate for his/her specific investment
targets, financial situation or risk profile. For this reason the customer must make his/her own decisions by taking
into account such circumstances and by obtaining specialised advice in tax, legal, financial, regulatory, accounting
issues or any other type of information required. Banca March, S.A. does not assume any responsibility for any
direct or indirect costs or loss which may result from the use of this document or its contents. No part of this
document can be copied, photocopied or duplicated in any way or through any means, redistributed or quoted
without a previous written authorisation by Banca March, S.A.

INVASION OF UKRAINE: SANCTIONS AND CONSEQUENCES

18

