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Key points

= While Western sanctions have not succeeded in forcing the Kremlin to fully reverse its actions and
end aggression in Ukraine, the economic impact of financial sanctions on Russia has been greater
than previously understood.

— Western sanctions on Russia have been quite effective in two regards. First, they stopped Vladimir
Putin’s preannounced military offensive into Ukraine in the summer of 2014.

= Second, sanctions have hit the Russian economy badly. Since 2014, it has grown by an average of
0.3 percent per year, while the global average was 2.3 percent per year. They have slashed foreign
credits and foreign direct investment, and may have reduced Russia’s economic growth by 2.5-3
percent a year; that is, about $50 billion per year. The Russian economy is not likely to grow signifi-
cantly again until the Kremlin has persuaded the West to ease the sanctions.

Acknowledgements

The authors want to thank the following people for discussions or comments on drafts of this paper:
Blaise Antin, Timothy Ash, Daniel Fried, Julia Friedlander, Daniel Gros, Gary Hufbauer, likka Korhonen,
Brian O’Toole, and Elina Ribakova. The responsibility for any mistake remains with the authors.

ATLANTIC COUNCIL



MAY 2021

When analyzing a Western policy on Russia, one

must first assess the nature of Russia’s government!
The authors call it “kleptocratic” or “neopatrimonial”
autocracy, as such regimes sustain loyalty of elites
and population through the redistribution of benefits
and spoils. The two main objectives of Vladimir Putin’s
system are to maintain power and to enrich a narrow
elite. The Kremlin’s foreign policy should be seen

from this perspective. It is designed to promote the
interests of the current Kremlin elite, not the Russian
nation. One means of doing so has been small victori-
ous wars, as described by a century-old Russian term.
As the Russian economy has barely grown since 2014,
the Kremlin has become more cautious with major real
warfare. Instead, it pursues cheaper, so-called hybrid
warfare, such as cyberattacks and assassinations.

For the West, a real war with Russia has been out of
question. But, since Russia’s aggression in Ukraine in
2014, the West has felt a need to do something sub-
stantial to impede Russian foreign aggression. Its nat-
ural choice has been sanctions. The West has focused
on two kinds of sanctions: financial sanctions and per-
sonal sanctions on human-rights violators and corrupt
businessmen working for the Kremlin. In addition, the
West has introduced some restrictions on the export
of technology, while it has abstained from the previ-
ously common trade sanctions. In general, sanctions
are becoming more diverse, with the share of trade
sanctions falling, while financial and visa sanctions are
becoming more popular.?

This report aims to assess how effective Western
sanctions on Russia have been in macroeconomic
terms, and what could be done to render them more
effective. Its focus is the impact of sanctions on gross
domestic product (GDP). The authors argue that while
Western sanctions have not succeeded in forcing the
Kremlin to fully reverse its actions and end aggression
in Ukraine, their effect has been quite substantial with
regard to the weakening of the Russian economy and
stopping further military aggression. The financial
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sanctions had the greatest impact on Russian GDP, by
restricting Russia’s access to foreign capital, including
credits to both the government and the private sector,
as well as foreign direct investment (FDI). A second-
ary impact of the financial sanctions was enticing the
Kremlin to pursue a more restrictive fiscal and mone-
tary policy than would have been ideal for economic
growth.

This report distinguishes microeconomic effects of
sanctions as well, but does not try to quantify them.
When passing judgment on the effect of sanctions, the
authors make the following distinctions: Did the sanc-
tions roll back objectionable policies, contain them, or
deter Russia from further objectionable policies? First,
however, it is important to assess the real problem
with Putin’s regime and its international repercussions.

What is the problem with Putin’s
regime?

Putin has proven himself a skillful politician. In his first
term, 2000-2004, he was everything to everybody,
and successfully consolidated power. In his second
term, 2004-2008, he extended his control to the big
state companies by appointing his loyalists as their
chief executives. He has continuously stripped mas-
sive amounts of assets from the big state companies,
to the benefit of his cronies. Since 2009, he has ig-
nored economic growth, and the standard of living has
fallen since 2014. When Putin returned as president in
2012, he rendered his regime more repressive, and its
repression is rising further.

Putin’s way to power was marked by a series of con-
troversies including dubious explosions of buildings
that cost a few hundred Russian citizens their lives?, a
war in Chechnya, and a row of serious human-rights
violations.*

Russia’s political stability under Putin must not be
exaggerated. The country has experienced several
waves of popular unrest. In 2005, senior citizens pro-
tested against a pension reform. And, in 2011-2012, a

1 This report follows the line of Daniel Fried and Alexander Vershbow, How the West Should Deal with Russia, Atlantic Council, November 23, 2020,
https://www.atlanticcouncil.org/in-depth-research-reports/report/russia-in-the-world/.

2 Gabriel Felbermayr, et al. “The Global Sanctions Data Base,” European Economic Review, October 2020, 129, https://voxeu.org/article/global-sanc-

tions-data-base.

3 Alexander Litvinenko and Yuri Felshtinsky, Blowing Up Russia: The Secret Plot to Bring Back KGB Terror (London: Gibson, 2007); John Dunlop, The
Moscow Bombings of September 1999: Examinations of Russian Terrorist Attacks at the Onset of Viadimir Putin’s Rule, second edition (New York:

Columbia University Press, 2014).

4 Peter Baker and Susan Glasser, Kremlin Rising: Vladimir Putin’s Russia and the End of Revolution (New York: Scribner, 2005); Luke Harding, Mafia State
(London: Guardian, 2011); Masha Gessen, The Man Without a Face: The Unlikely Rise of Viadimir Putin (New York: Riverhead Books, 2012); Karen Daw-
isha, Putin’s Kleptocracy: Who Owns Russia? (New York: Simon & Schuster, 2014).
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A man holds a portrait of the killed journalist Anna Politkovskaya as a woman lays flowers during a commemorative rally in St.Petersburg, October 7,
2009. REUTERS/Alexander Demianchuk

series of protests shaked Moscow and several regions  Alexander Litvinenko in London in 2006, and oppo-

in response to an obviously fraudulent election in sition leader Boris Nemtsov outside of the Kremlin in
which Putin returned to the presidency after a brief 2015—and many other completed or failed attempts at
stint as prime minister. Since 2019 another series of people’s lives.® Such murders have also been revealed
country-wide protests have taken place across the or suspected abroad, in Qatar, London, Washington,
multiple Russia’s regions. But, nothing seemed to Berlin, and Vienna.® Bellingcat has uncovered that
seriously shake Putin. He has responded by gradually the FSB maintains a murder squad.” Assassinations
turning his regime more repressive. at home and abroad appear to be Putin’s standard

His presidency has been marked by numerous mur- procedures.

ders seemingly initiated by the Kremlin, such as those To understand how Putin’s regime works, one needs
of investigative journalist Anna Politkovskaya in Mos- to first understand its neopatrimonial nature. In re-

cow in 2006, Federal Security Service (FSB) defector gimes like Putin’s, personalistic rulers hold on to

5 Luke Harding, A Very Expensive Poison: The Assassination of Alexander Litvinenko and Putin’s War with the West (London: Vintage, 2017). Harding’s
Mafia State is possibly the best presentation of Putin’s violence, but there are many others. John Dunlop wrote an excellent book on Boris Nemtsov’s
assassination: John Dunlop, The February 2015 Assassination of Boris Nemtsov and the Flawed Trial of His Alleged Killers (Stuttgart: Ibidem, 2019).

6 Steven Lee Myers, “Qatar Court Convicts 2 Russians in Top Chechen’s Death,” New York Times, July 1, 2004, https://www.nytimes.com/2004/07/01/
world/qgatar-court-convicts-2-russians-in-top-chechen-s-death.html; Heidi Blake, et al., “From Russia With Blood,” Buzzfeed, June 15, 2017, https://
www.buzzfeed.com/heidiblake/from-russia-with-blood-14-suspected-hits-on-british-soil; Jason Leopold, et al., “The US Death of Putin’s Media Czar
Was Murder, Trump Dossier Author Christopher Steele Tells the FBI,” Buzzfeed, March 27, 2018, https://www.buzzfeednews.com/article/jasonleopold/
christopher-steele-mikhail-lesin-murder-putin-fbi; “Germany Accuses Russia of Berlin Park Assassination,” BBC, June 18, 2020, https://www.bbc.com/
news/world-europe-53091298; Andrew Kramer, “In a Death, Details of More Russian Murder-for-Hire Plots,” New York Times, July 9, 2020, https://www.
nytimes.com/2020/07/09/world/europe/chechnya-russian-murder-vienna.html.

7 “Navalny Poison Squad Implicated in Murders of Three Russian Activists,” Bellingcat, January 27, 2021, https://www.bellingcat.com/news/uk-and-eu-
rope/2021/01/27/navalny-poison-squad-implicated-in-murders-of-three-russian-activists/.
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power through a system of personal patronage, which
is based on informal relations of loyalty and personal
connections made possible by the weakness of formal
institutions in such societies.? Similar regimes—which
proliferated in African, Middle Eastern, and post-Soviet
countries—tend to draw legitimacy primarily from pay-
offs to elites and the broader population.®

What the authors mean by “neopatrimonial autocracy”
is equivalent to kleptocratic autocracy, a regime that
rests largely on its leader’s ability to hold on to power
by bribing politically pivotal groups to ensure that he
can remain in power against challenge® To sustain the
loyalty of the elites, the leaders of neopatrimonial re-
gimes allow their elite members access to illicit rents,
patronage, and corruption.” Neopatrimonial presidents
make “little distinction between the public and private
coffers, routinely and extensively dipping into the state
treasury for their own political need.”"? Accordingly,
Putin’s regime has established a system of enrich-
ment for his closest circles and elites that relies on
extraction of resources from the public coffers through
privileged public procurement, manipulation of stock,
asset stripping, and privileged trade®

Under a similar logic, when it comes to the broader
population, neopatrimonial regimes buy off its loyal-
ty through the redistribution of benefits and spoils.™
Thus, to secure support of the Russian population,
Kremlin politicians redistribute resources to it through
payments from the state coffers in the form of pen-
sions, allowances, and wages.”®
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A constant flow of rents ensures the sustainability of
such systems. These rents come from taxes, natural
resources, state-owned companies’ revenues, as-

set stripping, and public procurement—anything but
normal profits on the market. These rents are highly
concentrated to the ruling elite, though some are
redistributed to various population groups to ensure
their continuous loyalty. External shocks to rent flows,
such as falling oil prices or financial sanctions, might
threaten such regimes, and lead to growing dissatis-
faction among the elites and the broader population.’®

If neopatrimonial rulers feel seriously worried about
suffering losses of rents from external shocks, they
might be more inclined to agree to concessions with
the West. Therefore, a successful sanctions policy
targeting neopatrimonial regimes should aim to de-
crease the flow of rent that is at the disposal of such
regimes.”

Harmful International Repercussions

of Russia’s Authoritarian Kleptocracy

As an authoritarian kleptocrat, Putin is most of all
scared of democracy, but also of transparency and the
traditional freedoms of association and the media. The
real threat to his power does not come from NATO or
the West, but from his own people. Not even a strong-
man such as Putin is safe. His first big shock was the
wave of color revolutions in Georgia in 2003, Ukraine
in 2004, and 2005 in Kyrgyzstan.® He responded by
legislating strict controls over civil society in Russia

8 Vladimir Gelman, “The Vicious Circle of Post-Soviet Neopatrimonialism in Russia,” Post-Soviet Affairs 32, 5,2016, 455-473; Maria Snego-
vaya, “The Taming of the Shrew: How the West Could Make the Kremlin Listen,” European View, 2021, https://journals.sagepub.com/doi/

full/10.1177/17816858211005634.

9 Maria Snegovaya, “Neo-Patrimonialism and the Perspective for Democratization,” Notes of The Fatherland 6, 2013, 135-145; Kirill Rogov and Maria
Snegovaya, “The Outcomes of Political Liberalization: Non-Democracies in Eurasia and Africa,” work in progress

10 Dawisha, Putin’s Kleptocracy; Anders Aslund, Russia’s Crony Capitalism: The Path from Market Economy to Kleptocracy (New Haven, CT: Yale Uni-
versity Press, 2019); Gessen, The Man Without a Face; Catherine Belton, Putin’s People (New York: FSG, 2020); Daron Acemoglu, Thierry Verdier, and
James A. Robinson, “Kleptocracy and Divide-and-Rule: A Model of Personal Rule,” Journal of the European Economic Association 2, 2-3, 162-192,

https://economics.mit.edu/files/4462.

11 Michael Bratton and Nicholas Van de Walle, Democratic Experiments In Africa: Regime Transitions in Comparative Perspective (Cambridge: Cambridge

University Press, 1997).
12 Ibid., 66.

13 Marshall Goldman, Petrostate. Putin, Power, and the New Russia (Oxford: Oxford University Press, 2019); Neil Robinson, ed., “The Context of Russia’s
Political Economy,” The Political Economy of Russia (Lanham, MD: Rowman & Littlefield, 2012), 15-50; Aslund, Russia’s Crony Capitalism.

14 Nicholas Van de Walle, “The Path from Neopatrimonialism: Democracy and Clientelism In Africa Today,” Mario Einaudi Center For International Studies,

2007, https://ecommons.cornell.edu/handle/1813/55028.

15 Vasyl Kvartiuk and Thomas Herzfeld, “Redistributive Politics in Russia: The Political Economy of Agricultural Subsidies,” Comparative Economic Studies

63, 2020, 1-30; Snegovaya, “The Taming of the Shrew.”

16 Bratton and Van de Walle, Democratic Experiments in Africa; Snegovaya, “Neo-Patrimonialism and the Perspective for Democratization.”

17 Snegovaya, “The Taming of the Shrew.”

18 Maria Snegovaya, “Reviving the Propaganda State,” Center for European Policy Analysis, January 2018, https://cepa.org/reviving-the-propaganda-state;
Keith Darden. Russian Revanche: External Threats & Regime Reactions. Daedalus. April, 2017146(2):128-41.
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in 2005. In February 2007, he turned his fury against
the United States in his big anti-American speech in
Munich.”

This speech may be seen as a trial balloon. Putin was
received with applause in Munich. Surprisingly, he
was even invited to the NATO summit in Bucharest in
April 2008, where he declared that Ukraine was not a
country, and NATO failed to offer Ukraine and Georgia
Membership Action Plans.?® Perceiving the West as
toothless, Putin opted for small wars to whip up Rus-
sian nationalism and enhance his domestic popularity.
His five-day war in Georgia in August 2008 was a
great popular success in Russia. For the first time ever,
his popularity rating reached 88 percent, according to
the independent pollster Levada Center.?’

Putin’s obvious conclusion was that small victorious
wars were the best means for him to boost his popu-
larity, and authority, at home. Through its Revolution of
Dignity from November 2013—February 2014, Ukraine
delivered another great democratic shock to Putin, but
it also presented him with an opportunity. Now he was
prepared militarily. He seized and annexed Crimea.
Russians loved it, because to them Crimea was the
Soviet holiday paradise lost. Once again, Putin’s pop-
ularity rating rose, this time to 86 percent.?? Over the
past three years, however, it has declined to 64 per-

cent, and the public’s trust in him has fallen to half that.

While a liberal third of the population opposes Putin,
another third supports him, and the remaining third is
agnostic.?

Putin has developed a peculiar technique of using
Russian businessmen close to the Kremlin in his more
odious foreign policy. By delegating military activities
abroad to Russian businessmen, he can exploit their
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entrepreneurship, save money, and claim plausible
deniability. One significant example was the invest-
ment banker Konstantin Malofeev, who financed
private separatist activities in eastern Ukraine in 2014,
which earned him US sanctioning. “Malofeyev is
being designated because he is responsible for or
complicit in, or has engaged in, actions or polices that
threaten the peace, security, stability, sovereignty,

or territorial integrity of Ukraine and has materially
assisted, sponsored, or provided financial, material,
or technological support for, or goods or services

to or in support of the so-called Donetsk People’s
Republic.”?* The US sanctioning seems to have been
effective, because Malofeeev has disappeared from
public view.

A more important private Kremlin operator is Yevgeny
Prigozhin. His private military company Wagner oper-
ates in Syria, Libya, the Central African Republic, and
elsewhere in Africa. The US “Treasury is targeting the
private planes, yacht, and associated front companies
of Yevgeniy Prigozhin, the Russian financier behind the
Internet Research Agency and its attempts to subvert
American democratic processes.”?®

Even more important is Oleg Deripaska, a major Rus-
sian oligarch closely connected with the Kremlin, who
figured prominently in the Robert Mueller investiga-
tion. The United States designated him for “for having
acted or purported to act for or on behalf of, directly
or indirectly, a senior official of the Government of the
Russian Federation.” He has “claims to have repre-
sented the Russian government in other countries.”?®

Another prominent Kremlin oligarch is Igor Sechin, the
chief executive of state-owned Rosneft, who is thought
to be effectively in charge of Russian policy on Ven-
ezuela.?’ In Georgia, the Kremlin benefits from the

19 Vladimir V. Putin, speech and following discussion at the Munich Conference on Security Policy, February 10, 2007, www.kremlin.ru.
20 “What Precisely Vladimir Putin Said at Bucharest,” Zerkalo Nedeli, April 19, 2008.
21 “From Opinion to Understanding,” Levada Center, accessed March 13, 2021, https://www.levada.ru/en/ratings/.

22 Mikhail Sokolov and Claire Bigg, “Putin Forever? Russian President’s Ratings Skyrocket Over Ukraine,” Radio Free Europe/Radio Liberty, January 3,
2014, https://www.rferl.org/a/russia-putin-approval-ratings/25409183.html; Andrei Kolesnikov, “Five Years After Crimea, Russia Has Come Full Circle at
Great Cost,” Moscow Times, February 5, 2019, https://www.themoscowtimes.com/2019/02/05/five-years-after-crimea-annexation-russia-has-come-full-

circle-at-great-cost-op-ed-a64393.
23 “From Opinion to Understanding.”

24 “Treasury Targets Additional Ukrainian Separatists and Russian Individuals and Entities,” US Department of the Treasury, December 19, 2014.

25 “Treasury Targets Assets of Russian Financier Who Attempted to Influence 2018 U.S. Elections,” US Department of the Treasury, October 30, 2020,
https://home.treasury.gov/news/press-releases/sm787#:":text=%E2%80%9CTreasury%20is%20targeting%20the%20private,to%20subvert%20
American%20democratic%20processes; Carol Morello, “U.S. Imposes Sanctions on Russian Tycoon, Along With His Yacht and Private Jets,” Wash-
ington Post, September 30, 2019, https://www.washingtonpost.com/national-security/us-sanctions-russian-tycoon-along-with-his-yacht-and-private-

jets/2019/09/30/0fc7cd72-e38d-11€9-a6e8-8759¢c5c7f608_story.html.

26 “Treasury Designates Russian Oligarchs, Officials, and Entities in Response to Worldwide Malign Activity,” US Department of the Treasury, April 6, 2018,

https://home.treasury.gov/news/press-releases/sm0338.

27 Vladimir Isachenkov and Joshua Goodman, “Rosneft Hands Venezuelan Oil Business to Russian State Firm,” Associated Press, March 28, 2020, https://
apnews.com/article/7d15631558f3caca5c0fe80eef2cdf23; Alexander Gabuev, “Russia’s support for Venezuela has deep roots,” The Financial Times,
February 3, 2019, https://www.ft.com/content/0e9618e4-23c8-11€9-b20d-5376ca5216eb
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October 8, 2016. REUTERS/David Mdzinarishvili

politically dominant Russian-Georgian oligarch Bidzina
Ivanishvili.?® In Greece, the Soviet-born Ivan Savvidis
serves Kremlin causes.?®

Deripaska maintained close links with the Kremlin,
and Donald Trump’s former campaign manager Paul
Manafort began working for him in 2005. Manafort’s
deputy Rick Gates explained to the FBI: “Deripaska
used Manafort to install friendly political officials in
countries where Deripaska had business interests.
Manafort’s company earned tens of millions of dollars
from its work for Deripaska and was loaned millions of
dollars by Deripaska as well.”3°

The Mueller Report also illustrates how Putin has re-
duced the freedom of the oligarchs. Many fathom that
wealth brings freedom, but the Mueller Report shows
that the opposite is true in Russia. The richer Russian
oligarchs become, the more subservient they must be
to the Kremlin in order to preserve their fortunes.

Georgia’s former Prime Minister Bidzina Ivanishvili smiles at a rally of ruling Georgian Dream party after the parliamentary elections in Tbilisi, Georgia,
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The dominant Western response to

Putin’s aggression was sanctions

Sanctions are supposed to be only one tool of foreign
policy, but in recent years they have become the dom-
inant tool. The United States has not used diplomacy
as much as it could, and it has offered limited devel-
opment and humanitarian aid. After the costly, but
unfortunate, wars in Afghanistan and Iraq, Americans
have precluded the deployment of significant numbers
of troops. Sanctions have the added advantage that
they do not require budget allocation. Furthermore,
because the US economy is comparatively self-con-
tained, the cost of sanctions tends to be greater for
other countries closer to the sanctioned country. Thus,
sanctions have become the default option in foreign
conflicts.

The empirical literature shows that the efficacy of
sanctions varies greatly by country, aim, and the

28 James Kirchick, “A Russian Victory in Georgia’s Parliamentary Election,” The Wall Street Journal, October 2, 2012, https://www.wsj.com/articles/SB1000

0872396390444592404578032293439999654

29 Helene Cooper and Eric Schmitt, “U.S. Spycraft and Stealthy Diplomacy Expose Russian Subversion in a Key Balkans Vote,” The New York Times, Octo-
ber 9, 2018, https://www.nytimes.com/2018/10/09/us/politics/russia-macedonia-greece.html.

30 Special Counsel Robert S. Mueller, I, “Report on the Investigation into Russian Interference in the 2016 Presidential Election, [Mueller Report], Vol. I,”

US Department of Justice.
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sanctioning alliance. The more limited the aim and

the broader the alliance, the greater the probability of
success. In a thorough empirical study of two hundred
and four cases of modern Western sanctions, Gary
Hufbauer and his co-authors concluded that sanctions
were “at least partially successful in 34 percent of the
cases” documented, so “the bald statement ‘sanctions
never work’ is demonstrably wrong.”

Most sanctions are not very effective, but substantial
knowledge has been gathered about what works.
Sanctions should deter, punish and hopefully reverse
bad behavior. Narrowly targeted and clearly-defined
sanctions are usually more effective than broad sanc-
tions that aim, for example, at regime change. The
more countries that participate, the more effective
sanctions tend to be.?? Therefore, the Biden adminis-
tration is right in its intent to return to far-reaching co-
ordination with European allies in its Russia sanctions.
Finally, sanctions must be enforced to be effective.

During the Cold War, the United States and the rest of
the West maintained severe technology sanctions on
the Soviet Union, which kept the country technolog-
ically backward. In 1974, the United States adopted
the Jackson-Vanik Amendment to the US Trade Law.

It insisted on the Soviet Union allowing the emigration
of Jews as the US condition for maintaining normal
trading relations. Soviet leaders respected the amend-
ment, accepting a massive emigration of Soviet Jerws,
and the United States reviewed the Soviet compliance
annually.

Since 2012, Russia has become subject to new West-
ern sanctions because of its increasing violation of
international agreements. Some have been unilater-

al US sanctions, while Western allies have joined in
others. None of the sanctions has been universal or
sanctioned by the United Nations (UN). Currently, the
United States has about fifteen different sanctions
programs impacting Russia, and several others have
been proposed. Sensibly, the Biden administration has
called for a review of US Russia sanctions.®3
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The first US sanction targeting Russia after the

Cold War was the Sergei Magnitsky Rule of Law
Accountability Act of 2012, which became law as the
Jackson-Vanik amendment was finally set aside as
Russia joined the World Trade Organization (WTO).3*
The Magnitsky Act targets violators of human rights

in Russia. Under its terms, more than fifty Russian
officials and private helpers, and some other entities,
have been sanctioned. They are being refused visas
to the United States, and their assets in the United
States are supposed to be frozen. The acts of these
culprits are illegal according to Russian law, but the
Kremlin defends its criminal officials and became very
upset about the Magnitsky Act—which indicates that it
is effective.®

In December 2016, the US Congress broadened the
Magnitsky Act to the Global Magnitsky Human Rights
Accountability Act to cover the whole world, no longer
singling out Russia, applying the same principles glob-
ally, and targeting corrupt and tyrannical top officials
and tycoons.® The two Magnitsky Acts seem ideal
forms of sanctions. They have become popular with
the nongovernmental organization (NGO) community,
while being feared by big crooks. The United States
has sanctioned a few Russians under “GloMag.”

Another group of sanctions are not focused on Russia
per se, but concern other countries—notably, Iran, Syr-
ia, North Korea, and Venezuela. Russian companies,
state-owned or private, are often involved in these
illicit operations, but these sanctions programs do not
belong to a Russia sanctions discussion.

Two big US sanctions programs are linked to Russian
aggression in Ukraine: first toward the Russian occu-
pation of Crimea in February—March 2014, and then
against the Russian military aggression in eastern
Ukraine from July 2014. Both have been coordinated
with the European Union (EU) and some other allies,
and they are being maintained and gradually updated.

31 Gary Clyde Hufbauer, et al.. Economic Sanctions Reconsidered (Washington, DC: Peterson Institute for International Economics, 2009), 159.

32 Ibid.

33 “US Sanctions on Russia (R45415—Version: 9),” Congressional Research Service, January, 17, 2020, 7-35, https://crsreports.congress.gov/product/de-

tails?prodcode=R45415.

34 “Russia and Moldova Jackson-Vanik Repeal and Sergei Magnitsky Rule of Law Accountability Act of 2012,” July 7, 2012, https://www.govtrack.us/con-

gress/bills/112/hr6156/text.

35 Julia loffe, “Why Does the Kremlin Care So Much About the Magnitsky Act?” Atlantic, July 27, 2017, https://www.theatlantic.com/international/ar-

chive/2017/07/magnitsky-act-kremlin/535044/.

36 Committee on Foreign Relations. Bill, Global Magnitsky Human Rights Accountability Act 8. S. 284 (2016), https://www.congress.gov/bill/114th-congress/

senate-bill/284/text.

ATLANTIC COUNCIL



MAY 2021

Ay
3‘, K

US President Barack Obama signs into law H.R. 6156, the Russia and Moldova Jackson-Vanik Repeal and Magnitsky Rule of Law Accountability Act, on
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December 14, 2012. From L-R are: US Sen. Ben Cardin, US Sen. Joe Lieberman, US Sen. Max Baucus, Obama, US Rep. Steny Hoyer, US Rep. Sandy Levin,

US Rep. Jim McGovern, and US Rep. Gregory Meeks. REUTERS/Larry Downing

The US and EU sanctions on Crimea since March 2014
are straightforward; they sanction all the main political
culprits and companies that do significant business
with Crimea, to maximize the cost to Russia of its occu-
pation of Crimea. This is a sensible and well-function-
ing sanctions program that should be maintained and
policed.

A novelty of the March 2014 US sanctions was that
they hit Putin’s cronies, four businessmen from St. Pe-
tersburg who were old close friends of Putin and had
become billionaires entirely because of their friend-
ship. Putin complained at least five times in public
about the West sanctioning his close friends, showing
that these sanctions hit hard.”

In July 2014, Russia sent special forces into Ukraine,
as the East Ukrainian rebels were collapsing militarily.
On July 16, the United States responded with new,
much more far-reaching sanctions. Two weeks later,

37 Aslund, Russia’s Crony Capitalism, 148—152.

the EU followed suit, after a Russian missile shot down
a Malaysian airplane and killed two hundred and nine-
ty-eight civilians, two thirds of whom were Dutchmen.
Apart from applying to the people and entities respon-
sible, the sanctions included sectoral sanctions on
finance, oil technology, and defense technology. This
paper focuses on the financial sanctions that have had
the dominant macroeconomic impact, keeping finan-
cial resources out of Russia.

In 2017, after Trump became president, the US Con-
gress adopted the Combating American Adversaries
Through Sanctions Act (CAATSA) with overwhelming
majority support. It forced the administration to seek
congressional support in case it wanted to lift sanc-
tions absent a settlement in Ukraine. The aim was to
defend the US sanctions on Russia against Trump,
who opposed them and praised Putin. The most
exciting section in this law (Section 241) called for the
development of a report naming oligarchs close to
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the Kremlin. The administration reportedly prepared

a high-quality classified report, but undermined its
impact by releasing an ill-prepared unclassified report
that lacked credibility. The Trump administration hesi-
tated after that, but, by April 2018, the political embar-
rassment became too great, so it sanctioned seven
major Russian oligarchs. For the first time since July
2014, Moscow was shocked, and the stock exchange
fell by 11 percent in one day.®

The United States has also imposed sanctions on
Russia for cybercrimes and election interference, and
the Department of Justice has opened criminal cases
against suspected culprits. In 1991, the United States
adopted a special law, the Chemical and Biological
Control and Warfare Elimination Act, on sanctions for
such violations. It was designed for Iraq, but gener-
ally formulated. In 2018, because of Russia’s use of
chemical weapons against former intelligence offi-

cer Sergei Skripal in the United Kingdom, the United
States imposed sanctions on Russia under this act. In
2019, it used the act to prohibit US financial institutions
from participating in the primary issuance of non-ru-
ble-denominated sovereign bonds. A natural second
step after the FSB use of chemical weapons against
Alexei Navalny would be to sanction all issuance of
Russian government debt, including debt issued in
rubles. Some argue that the West should also sanction
secondary debt, prohibiting Western institutions from
holding Russian sovereign debt, but that would force
Western funds to sell their current holdings at substan-
tial losses, to the benefit of Russian buyers.®

Total Russian government debt is small, only 18 per-
cent of GDP at the end of 2020.% Out of Russia’s
total foreign debt of $470 billion, only $66 billion was
government debt, of which $21 billion was in foreign
currencies and $43.8 billion in ruble-denominated
bonds, according to the Central Bank of Russia. Of
the remaining foreign debt, $72.5 billion was held by
banks (presumably almost exclusively state-owned
banks) and $318.5 billion by other corporations.*

THE IMPACT OF WESTERN SANCTIONS ON RUSSIA AND HOW
THEY CAN BE MADE EVEN MORE EFFECTIVE

As part of the two last defense bills, the US Congress
adopted severe sanctions on suppliers to Nord Stream
2, the Russian gas pipeline from Russia to Germany
through the Baltic Sea, which are likely to stop the
completion of that pipeline.

The United States and the EU responded to the Rus-
sian annexation of Crimea with sanctions against Rus-
sian officials, individuals, and enterprises held respon-
sible for the annexation, as well as anybody pursuing
business dealings with Crimea. They were joined by
several allies, such as Canada, Australia, and Norway.
Ideally, these sanctions would have compelled Rus-
sia to withdraw from Crimea, but nobody believed
that would happen in the near term. Their impact was
limited to Crimea, and did not harm the Russian econ-
omy. Instead, the more realistic goal of the Western
sanctions on Russia’s annexation of Crimea, under-
stood within the Barack Obama administration, was to
persistently isolate Crimea economically and political-
ly, and that goal has been accomplished. Crimea’s for-
eign trade plummeted by 90 percent. Housing prices
slumped, while prices of goods and services rose be-
cause of supply problems. Annual tourism shrunk, and
now comes almost entirely from Russia. The biggest
Russian state banks, Sberbank and VTB, have stayed
away to avoid the US and EU sanctions. Instead, the
already sanctioned Bank Rossiya, owned by friends
of Putin from St. Petersburg, and a few minor Russian
state banks, notably the Russian National Commercial
Bank, operate there.*? The prominent Russian econ-
omist Sergey Aleksashenko assesses that Russian
financial support to Crimea has so far cost about $5
billion per year.*

On April 17, 2014, Putin held his great Crimean vic-
tory speech. In suitably vague, but sufficiently clear,
terms, he suggested that he wanted to conquer half
of Ukraine: “The essential issue is how to ensure

the legitimate rights and interests of ethnic Russians
and Russian speakers in the southeast of Ukraine.

I would like to remind you that what was called Novo-
rossiya (New Russia) back in the tsarist days—Kharkov,

38 Ben Chapman and Oliver Carroll, “Russia Stock Market Crashes 11% after US Imposes Sanctions on Oligarchs Linked to Kremlin,” Independent, April
10, 2018, https://www.independent.co.uk/news/business/news/russia-stock-market-latest-updates-us-sanctions-oligarchs-kremlin-putin-deripas-

ka-a8296536.html.

39 Vladislav Inozemtsev, “The Physics of Sanctions,” Riddle, March 17, 2021, https://www.ridl.io/en/the-physics-of-sanctions/.

40 “Russia Statistics.”

41 “External Debt,” Central Bank of Russia, accessed March 23, 2021, https://www.cbr.ru/eng/statistics/macro_itm/svs/.
42 Anders Aslund, Kremlin Aggression in Ukraine: The Price Tag, Atlantic Council, March 19, 2018, https://www.atlanticcouncil.org/in-depth-research-re-

ports/report/kremlin-aggression-in-ukraine-the-price-tag/.

43 Sergey Aleksashenko, “Skol’ko stoit Krym? (How Much Does Crimea Cost?),” Ekho Moskvy, March 18, 2021.
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President Viadimir Putin speaks at 2014’s annual “Direct Line with Viadimir Putin.” Credit: Kremlin.ru

Lugansk, Donetsk, Kherson, Nikolayev and Odessa—
were not part of Ukraine back then. These territories
were given to Ukraine in the 1920s by the Soviet
government. Why? Who knows. They were won by Po-
tyomkin and Catherine the Great in a series of well-
known wars. The centre of that territory was Novoros-
siysk, so the region is called Novorossiya. Russia lost
these territories for various reasons, but the people
remained.”*

But, Putin’s expansionist dreams were not fulfilled. A
likely reason was that after Russia’s military offensive
started in eastern Ukraine in July 2014, the United
States and the EU introduced coordinated, more
severe sanctions on Russia. These new sanctions not
only targeted people and enterprises, but also three
sectors—finance, defense, and oil. This was a major
success in terms of deterrence.

In addition to export controls against Russian defense
industries adopted by the United States and the EU, in
2017 the US Congress passed a law sanctioning for-
eign companies and governments that engage in “sig-
nificant transactions” with the Russian defense sector,
though Russia remained the world’s second-largest
arms exporter.*® By blocking Russia’s access to tech-
nologies with major military applications and withhold-
ing resources from Russia’s military, the West could
put more pressure on Russia’s defense industry.*®

The West also introduced sanctions on three types of
oil technology—projects in the Arctic, deep water, and
shale fields. In the short term, these sanctions had no
impact. Russia’s oil production has remained around
its all-time peak, but the West had never sanctioned
such a large economy before, and it was therefore
cautious not to impose sanctions so severe that could
have harmed the West, such as sanctions on the ex-

44 “Direct Line with Vladimir Putin,” President of Russia, April 17, 2014, http://en.kremlin.ru/events/president/news/20796.
45 “U.S. Remains World’s Top Arms Exporter, With Russia A Distant Second,” Radio Free Europe/Radio Liberty, March 11, 2019, https://www.rferl.org/a/us-

russia-lead-world-global-arms-exports/29814176.html.

46 Peter Harrell, “How to Hit Russia Where It Hurts,” Foreign Affairs, January 3, 2019, https://www.foreignaffairs.com/articles/russian-federa-
tion/2019-01-03/how-hit-russia-where-it-hurts?utm_medium=email_notifications&utm_source=reg_confirmation&utm_campaign=reg_guestpass.
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port of oil, as had been used against Iran and Venezu-
ela, because Russia was too big an oil producer, and a
global shortage of oil could also have benefited Russia
financially through higher oil prices. Yet, the Western
oil sanctions are deepening the country’s technologi-
cal backwardness by prohibiting Western companies
from investing in high-end oil-extraction technology
projects in Russia or with Russian companies.*” Spe-
cifically, Exxon, which had several major investment
projects planned together with Rosneft in Russia, was
forced to withdraw from all of them, which severely
hampers Rosneft abilities. Still, Russia is expected to
maintain its current record levels of oil production for
about a decade.*®

Both the United States and the EU have maintained
their sanctions on Russia, and have gradually tight-
ened them. Initially, many argued that the European
Union would soon give them up because the sanc-
tions had to be reconfirmed each half year, but that
never happened. Several EU countries have not been
very enthusiastic about sanctions on Russia—mainly
Greece, Cyprus, Hungary, and ltaly—but the cost of
going against the majority would be substantial for
any EU country, and their EU grants and conditions
are far more important. Therefore, almost all go along
with the majority. The decisive powers are Germany
and France, and, so far, they have stayed firm. Under
President Donald Trump, the Western coordination of
sanctions maintenance was weakened and confused.
But, by and large, the sanctions regime has persist-
ed since 2014—and with the new EU-US cooperation
under President Joe Biden, it is no longer in question.
The tenacity of the Western sanctions on Russia has
been much greater than its critics have claimed.

The impact of the Western sanctions

The most important US sanctions on Russia are those
related to Crimea and the Donbas. Have they been ef-

THE IMPACT OF WESTERN SANCTIONS ON RUSSIA AND HOW
THEY CAN BE MADE EVEN MORE EFFECTIVE

fective? The overall impact of the Western sanctions is
difficult to assess, because they coincided with a drop
in oil prices, which further strained the Russian budget
and suppressed the value of the ruble. Most authors
have focused on the oil price that fell in 2014 as the
main cause of Russia’s economic demise, but one
tends to find what one is looking for. The International
Monetary Fund (IMF) observed that economic growth
“virtually stopped when sanctions and lower oil prices
hit in 2014.”%° A Bank of Finland Institute for Economies
in Transition (BOFIT) analysis concluded, “The main
factors behind this development were the contraction
in demand in Russia and substantial depreciation of
the ruble.”®

The oil price is only one of three major effects. The
other two factors that harmed Russia’s economic
growth are financial sanctions and persistently dete-
riorating governance. The most obvious and easily
assessed effect is the reduced inflow of international
funds, which is caused by the financial sanctions, and
not by the oil price. Another effect is Putin’s kleptocra-
cy, which was also aggravated by the Western sanc-
tions, because any state tends to concentrate state
power over enterprises and finance under sanctions,
which reduces economic freedom and, thus, growth.

The global financial crisis of 2008-2009 was a neg-
ative turning point for the Russian economy, but the
situation turned much worse from 2014, when the
Western sanctions were imposed.

The financial sanctions limited Russia’s international
financing and the effect has been palpable, though
poorly recognized. The Obama administration and the
EU froze Russian companies’ access to Western finan-
cial markets, which also deterred Western companies
from investing in Russia. Western financial institutions
were banned from issuing loans with maturity periods
exceeding thirty days for several of Russia’s biggest
banks and companies, ensuring that Western credi-

47 Snegovaya, “The Taming of the Shrew.”; Sergey Aleksashenko, Evaluating Western Sanctions on Russia, Atlantic Council, December 6, 2016, https://
www.atlanticcouncil.org/in-depth-research-reports/report/evaluating-western-sanctions-on-russia/; Edward Fishman, “Make Russia Sanctions Effective
Again,” War on the Rocks, October 23, 2020, https://warontherocks.com/2020/10/make-russia-sanctions-effective-again/; Maria Snegovaya, “Tension at
the Top. The Impact of Sanctions on Russia’s Poles of Power,” Center for European Policy Analysis, July 18, 2018, https://www. cepa. org/tension-at-the-

top.

48 Nikita Kapustin and Dmitry Grushevenko, “Evaluation of Long-Term Production Capacity and Prospects of the Oil and Gas Industry of Russian Feder-
ation,” E3S Web of Conferences 114, 2019, https://www.e3s-conferences.org/articles/e3sconf/pdf/2019/40/e3sconf_esr2019_02001.pdf; “The Golden
Age of Russian Oil Nears an End,” Stratfor, April 16, 2020, https://worldview.stratfor.com/article/golden-age-russian-oil-nears-end-energy-economy-

shale-crude.

49 “Russian Federation: Staff Report for the 2015 Article IV Consultation,” International Monetary Fund, August 2019, 50, https://www.imf.org/en/Publica-
tions/CR/Issues/2019/08/01/Russian-Federation-2019-Article-IV-Consultation-Press-Release-Staff-Report-48549.

50 likka Korhonen, Heli Simola, and Laura Solanka, “Sanctions, Counter-Sanctions and Russia: Effects on Economy, Trade, and Finance,” Bank of Finland

Institute for Economies in Transition 4, 2018.
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US President Joe Biden delivers remarks on Russia in the East Room at the White House in Washington, U.S., April 15, 2021. REUTERS/Tom Brenner

tors avoided entering into long-term operations with
multiple Russian counterparts, while payments were
not impeded.

Consequently, until around mid-2016, many Russian
banks and companies were unable to raise any funds
in the Western capital market, which had a painful
impact on Russia’s economy and put pressure on the
Russian Central Bank to provide the missing liquid-
ity. US financial sanctions have become particularly
important, because the dollar rules global finance. As
Edward Fishman has written: “America can wield this
power because it possesses...a command of global fi-
nance, in which the dollar’s role as the world’s reserve
currency and the near-impossibility of conducting
cross-border commerce without access to dollars give
Washington a weapon it can deploy swiftly, unilaterally
and with devastating impact.”®

An early assumption was that Russia could bypass the
Western sanctions by turning to China and the Persian
Gulf, but none of the four big Chinese state banks was
prepared to offer Russia any credits, because they all
had operations in the United States and were painfully
aware of the risk of being sanctioned. The same was
true of the banks in the Gulf and elsewhere. The US
dollar still rules the world.

One can distinguish four direct effects from the West-
ern sanctions: declining foreign debt (that is, forced
deleveraging), reduced FDI, strong capital outflows,
and extremely cautious government macroeconomic
policy. At least the three first are not dependent on the
oil price.

The Institute of International Finance (IIF) points to
three possible channels of macroeconomic effects
caused by sanctions, including

51 Edward Fishman, “How to Fix America’s Failing Sanctions Policy,” Lawfare, June 4, 2020, https://www.lawfareblog.com/how-fix-americas-failing-sanc-

tions-policy.
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1. the fiscal channel, forcing the government to raise
taxes or cut spending;

2. the balance-of-payments channel, forcing Russia
to cut back on imports or to increase its exports in
the face of lower capital inflows;

3. and the balance-sheet channel, forcing the gov-
ernment or state banks and state-owned enter-
prises to deleverage.®?

While these effects reinforce macroeconomic stability,
they all reduce economic growth. As the IIF concludes:
“Partially as a result of sanctions, GDP growth has
remained underwhelming for many years.”®?

Overtly, it might sound beneficial that a country reduc-
es its foreign debt. However, it also means that a coun-
try abstains from financial resources that could help its
economic development, and Russia’s reduction of its
foreign debt was not voluntary. The Western financial
sanctions introduced in July 2014 forced Russians—
both private and public debtors—to pay back their
foreign credits and scared most potential creditors
away. The impact was substantial. Russia’s total for-
eign debt shrank from $729 billion at the end of 2013
to $470 billion at the end of 2020; that is a reduction
of $259 billion.>* Other emerging economies, by con-
trast, attracted more foreign credits—on average, 30.1
percent more from the end of 2013 to 2020.%° If Russia
had followed the average emerging economy trend,

it would have increased its foreign indebtedness to
$949 billion. That is, the Western sanctions compelled
Russia to forego international credits of $479 billion,
or about one third of its current GDP, which could have
gone toward investment and, thus, economic growth.

Foreign investors outside the oil sector were not di-
rectly targeted by the Western sanctions, but naturally
became worried about investing in Russia. They had
to face the risk that the sanctions would be extended,
which could happen at any time. Then, they would be
exposed to a credit risk. Finally, they might risk their

THE IMPACT OF WESTERN SANCTIONS ON RUSSIA AND HOW
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reputation dealing with a severely sanctioned and
criminalized country. Moreover, the Russian economy
was stagnant in any case, so why take such risks when
the upside was so limited? Russia’s inflows of FDI have
always been relatively limited, since Russia has per-
sistently benefited from a large current-account sur-
plus, because of its large oil rents. However, between
2014-2019, Russia’s annual net inflows of FDI aver-
aged only 1.39 percent of GDP—a negligible figure—
while, in the preceding six-year period, it averaged
3.05 percent of GDP, more than double.> This implies
that Russia missed potential FDI of $169 billion from
2014-2020. Adding this foregone FDI to the foregone
foreign credits produces an enormous sum of $648
billion; that is, 34 percent of Russia’s GDP in 2019 (the
last normal year before the COVID-19 pandemic).’
(See Table 1).

The direct effect of the financial sanctions is apparent.
From 2010-2013, Russia’s fixed investments, after the
global financial crisis, increased by an average of 6.2
percent a year, but during the sanctions years 2014—
2020, they declined by an average of 0.5 percent a
year.5® According to the IMF, total factor productivity
decreased by half a percent a year from 2014-2018
and gross external outflows averaged 2 percent of
GDP a year.*® These were effects of Western sanc-
tions, not of the lower oil price.

The sanctions of key Russian businessmen have divid-
ed the Russian business community into two cohorts.
A limited number of Putin cronies, state-enterprise ex-
ecutives, and oligarchs particularly close to the Krem-
lin have sold foreign assets, while focusing on real
economic activities in Russia and wealth management
in offshore havens. Most important Russian business-
men, by contrast, are quietly selling off their assets

in Russia at low prices, to the state or Putin’s cronies,
while legally transferring their capital to offshore
havens and eventually moving to their families who
already live abroad (typically in France, London, or

52 “Market Interventions: The Case of U.S. Sanctions on Russia,” Institute of International Finance, March 2020, 5.

53 Ibid., 1.

54 “External Debt,” Central Bank of Russia, accessed March 13, 2021, https://www.cbr.ru/eng/statistics/macro_itm/svs/. Since Western sanctions were
widely expected from February 2014, when Russia started its occupation of Crimea, the beginning of 2013 is the relevant starting point.

55 “IMF World Economic Outlook Database, October 2020.”

56 “Foreign Direct Investment, Net Inflows (% of GDP)—Russian Federation,” World Bank, accessed March 13, 2021,https://data.worldbank.org/indicator/

BX.KLT.DINVWD.GD.ZS?locations=RU.
57 “Word Economic Outlook. Database, October 2020.”
58 “Russia Statistics.”

59 “Russian Federation: Staff Report for the 2015 Article IV Consultation.” Total factor productivity (TEP) is a measure of productivity calculated by dividing
economy-wide total production by the weighted average of inputs i.e. labor and capital. It represents growth in real output which is in excess of the growth in

inputs such as labor and capital.
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TABLE 1
Russia’s foreign debt 2014-2020

2014-2020

TOTAL

Russia's total foreign debt (bn USD, end | 729 600 518 512 518 455 491 470
of year)

Change in foreign debt (bn USD) -129 -82 -6 6 -53 36 -21 -259

Global Emerging Market foreign debt 8375 | 8831 8355 8706 9654 10113 10569 10897
(bn USD)

Global change in Emerging Market 54 -5.4 4.2 10.9 4.8 4.5 31 301
foreign debt (%)

What that would have meant for Russia 769 727 758 840 880 920 949

(USD bn)

Total Foreign Debt omitted by Russia 169 209 246 322 425 429 479

(bn USD)

Russian Eurobond yield (% pa, average) 5.8 6.2 5.2 4.9 5.3 4.6 3.5 5.05
Putative interest cost of higher foreign 9.8 13 12.8 15.8 22.5 19.7 16.8

debt (bn USD)

Net additional foreign debt capital 159 196 233 306 402 409 462

available (bn USD)

Net additional foreign debt capital 159 37 37 73 96 7 53 462
available annually (bn USD)

FDI (% of GDP) 1.07 0.5 2.55 1.81 0.53 1.88 1.39

Russia's GDP in current USD (bn USD) 2049 1357 1281 1575 1665 1702 1464
Additional FDI possible (Average FDI as 15.7 40.7 6.4 19.5 42 19.9 24.3 168.5
% of GDP 2008-13 ./. Actual FDI x GDP;

bn USD)

Net additional foreign debt and FDI 174 81 43 93 138 27 77 633
possible each year (bn USD)

Addition to GDP from net additional 8.5 6 3.4 5.9 8.2 1.6 53 5.6
foreign debt and FDI (% of GDP)

Assuming half of GDP addition (bn USD) 87 41 43 54 68 14 39 346

Sources for Table 1

Central Bank of Russia, External Debt, https://www.cbr.ru/eng/statistics/macro_itm/svs/ (accessed on Martch 16, 2021).
IMF World Economic Outlook Database, October 2020, https://www.imf.org/en/Publications/WEO/weo-database/2020/October/weo-report?a=1&c=001,110,1
63,119,123,998,505,511,903,205,400,603,&s=D,&sy=2013&ey=2020&ssm=0&scsm=1&scc=0&ssd=1&ssc=0&sic=0&sort=country&ds=.&br=1

Trading Economics, Russian Government Bond 10Y, https://tradingeconomics.com/russia/government-bond-yield (accessed on Martch 16, 2021).

The World Bank, Foreign direct investment, net inflows (% of GDP) - Russian Federation, https://data.worldbank.org/indicator/BX.KLT.DINV.WD.GD.ZS?loca-
tions=RU (accessed on March 13, 2021).

Bloomberg, Database (accessed on March 15, 2021)

Authors’ calculations
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Miami). This divide might be straining the relationship
between these two elite groups.®°® Contrary to Putin’s
claims, the capital accounts show that more capital
leaves than comes back to Russia. This capital outflow
is accounted for in the foreign debt reduction.

The next question is how the decline in foreign fi-
nancing impacted GDP. Essentially, foreign financing
amounts to investment funds; 34 percent of GDP over
seven years is gross foreign financing. It is important
to deduct the cost of the foreign loans (interest) and
FDI (profit repatriation). The relevant interest rate is
Russia’s ten-year Eurobond yield, which has varied
greatly and averaged 5.05 percent a year from 2014—
2020.%" Table 1 specifies the interest rate and cost for
each year. Because the repatriation and reinvestment
of profits vary greatly by year, host country, and financ-
ing country, it is difficult to offer a general cost.®? If it
were all reinvested in Russia, no deduction would be
necessary. The authors arrived at an average addition
to GDP from potential increase in foreign debt and FDI
of no less than 5.6 percent a year.

Increased FDI and investment based on foreign capital
inflow will also increase imports. There is substantial
empirical literature on this topic, but its general conclu-
sions are that it depends on many factors: the kind of
investment (roads require few imports, while technol-
ogy needs large imports), distance from the investor,
the nature of the inputs required, demand for foreign
specialists and managers, etc.®® A rise in investment
would lead to a need to import goods, technology, and
labor, and a corresponding reduction in the current
account. Thus, a second deduction is needed, condi-
tioned on bottlenecks in the Russian economy. Here
there are too many hypotheticals and unknowns,
compelling the authors to make too many assump-
tions, so one may just assume a deduction of half of
the additional investment. Using that logic, reduce the
additional investment by half because of presumed
bottlenecks in the Russian economy that have to be

60 Snegovaya, “Tension at the Top.”
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eased through imports. Then, the authors arrive at a
possible additional annual growth of 2.5-3.0 percent a
year during the seven years of sanctions 2014-2020,
if the West had not sanctioned Russia in 2014. That is,
a total of $350 billion in the course of seven years, or
an average of $50 billion a year. The Russian count-
er-sanctions might not have reduced GDP, but they
certainly impacted the standard of living by reducing
access to imported foods.

In 2015, the IMF assessed the impact: “Model-based
estimates suggest that sanctions and counter-sanc-
tions could initially reduce real GDP by 1to 12 percent.
Prolonged sanctions could lead to a cumulative output
loss over the medium term of up to 9 percent of GDP,
as lower capital accumulation and technological trans-
fers weakens already declining productivity growth.”®
The authors’ suggestion is that the impact might have
been more than twice as large.

In 2019, the IMF noticed, “Output growth averaged 0.5
percent in 2014-18, over 2 percentage points a year
slower than originally projected.” Of this, the IMF con-
cluded that only 0.2 percentage points were caused
by sanctions, but it attributes 1 percentage points to
fiscal factors and 1.2 percentage points to monetary
and financial factors.®®

It all depends on the assumptions. The IMF starts with
the pretty arbitrary “originally projected” growth, which
was barely 3 percent a year and already presupposed
that the economy was depressed. This seems to be
the wrong starting point.®¢ A much higher potential
growth would have been possible if the Russian
government had been interested in economic growth,
rather than merely in the enrichment of a tiny ruling
elite. During these five years, Russia had an average
growth of just 0.7 percent a year, while its Western
neighbors had an average annual growth of 4-5 per-
cent a year (Hungary 3.9 percent, Poland 4.1 percent,
Romania 4.7 percent, and Turkey 5 percent).’” Given
that all these countries are wealthier than Russia, Rus-

61 “Russian Government Bond 10Y,” Trading Economics, https://tradingeconomics.com/russia/government-bond-yield.
62 “World Investment Report 2019,” United Nations Conference on Trade and Development, 2019, https://unctad.org/webflyer/world-investment-re-

port-2019.

63 Li-Gan Liu and Edward M. Graham, “The Relationship Between Trade and Foreign Investment: Empirical Results for Taiwan and South Korea, Working
Paper 98-7 Peterson Institute for International Economics, January 1998; Lionel Fontagné, “Foreign Direct Investment and International Trade: Com-
plements or Substitutes?” OECD Science Technology and Industry Working Papers, 1990/03.

64 “Russian Federation: 2015 Article IV Consultation, Country Report no. 15/211,” International Monetary Fund, August 2015, 5, https://www.imf.org/exter-
nal/pubs/ft/scr/2015/cr15211.pdf; “US Sanctions on Russia (R45415—Version: 9),” 46.

65 “Russian Federation: Staff Report for the 2015 Article IV Consultation,” 53.

66 Ibid., 50.
67 “World Economic Outlook Database, October 2020.”
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sia should have a potential growth on the order of 5-6
percent a year because of the laggard effect, if it had
pursued sound economic-growth policies. In reality,
however, Russia has not converged with, but has di-
verged from, its richer neighbors since 2014. Obvious-
ly, Western sanctions are a major reason for Russia’s
poor performance. In 2020, China, for the first time,
overtook Russia in terms of GDP per capita in current
US dollars, with $10,582 versus Russia’s $9,972.%8

Second, the fiscal effects—as well as the monetary
and financial factors—are effects of the belt tightening
that Russia was compelled to endure because of the
Western financial sanctions, and so were the monetary
and financial factors. Russian corporations were forced
to deleverage because they could no longer raise
much international finance, even if the market was not
completely closed by the sanctions. In line with the
authors’ reasoning, also shared by the IIF, these two
effects should be added to the direct effect of sanc-
tions.®® This would amount to a total financial sanctions
effect of 2.4 percent per year for the years 2014-2018,
which is in the authors’ ballpark, but because the mea-
ger starting point of “originally projected” growth is
too low. As a consequence of the authors’ redefinition
of the fiscal, monetary, and financial factors as caused
by financial sanctions, their impact becomes twice as
large as the effect of the lower oil price.

In an early independent Russian assessment in 2015,
Yevsey Gurvich and llya Prilepksy assessed that the
cumulative impact of sanctions on Russia’s GDP from
2014-2017 would amount to a total of 2.4 percent,
while the impact of the oil prices would be three times
greater.’® likka Korhonen and co-authors concluded
that “the available evidence consistently suggests that
between 2014 and 2016 the decline in the price of

oil had a much larger negative effect on the Russian
economy than sanctions. On the other hand, it is pos-
sible that if sanctions on both sides remain in place for

68 Ibid.
69 “Market Interventions: The Case of U.S. Sanctions on Russia,” 5.
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an extended period, especially if Russia intensifies its
import-substitution policy, Russia’s long-term growth
potential will be diminished.””!

Daniel Ahn and Rodney Ludema have carried out a
careful microeconomic analysis of the targeted Russia
sanctions, but their questions are primarily whether
the targeted enterprises suffer and whether the gov-
ernment can shield them. They conclude that “target-
ed companies are indeed harmed by sanctions,” but
that the government bailed them out at considerable
cost, which does not provide much information about
the total cost of sanctions to the economy. This article
does not contain any overall assessment of the macro-
economic impact.’?

Russian authorities discussed many proposed sanc-
tions on the West in public, such as prohibition of
flights over Russian territory. But, in the end, they did
nothing of significance against the West, only sanc-
tioning a few people who would never get a visa to
Russia in any case. Instead, the Kremlin hit the Rus-
sian population. In August 2014, Russia introduced
“counter-sanctions” against food imports from the
countries that had imposed sanctions on Russia.
These sanctions raised eyebrows because they hurt
Russian consumers, worsening and lessening sup-
plies of many foods and creating higher inflation. The
Russian customs destroyed large volumes of food
policing this import prohibition.”® While it did not say
so, the Kremlin realized that Russia was the underdog.
The counter-sanctions of the Putin government have
had minimal impact on Western countries. Daniel Gros
and Mattia Di Salvo have assessed that the EU experi-
enced no negative economic effect on the whole.”

In a contradictory fashion, Russian officials dismiss
Western sanctions as ineffective, while they constantly
complain about them and ask for them to be lifted.”®
Tellingly, Russia’s GDP has grown by an average

of only 0.3 percent a year since the West imposed

70 Evsey Gurvich and llya Prilepskyi, “The Impact of Financial Sanctions on the Russian Economy,” Russian Journal of Economics 1, 4, 2015, 359-385.
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financial sanctions on Russia in 2014, and it is not likely
to grow significantly again until the Kremlin makes
sufficient concessions to the West as to ease the sanc-
tions.’®

Since peaking at $2.3 trillion in 2013, Russia’s GDP
has fallen by 35 percent to $1.5 trillion in 2020, as the
ruble has plummeted with the oil price, but Western
sanctions have also depressed the ruble exchange
rate.”” The worst effect has been that according to
Russia’s newly revised official statistics its real dispos-
able income has fallen by no less than 10.5 percent
from 2014 until 2020, which appears an important ex-
planation of Russians’ increasingly negative attitudes
toward Putin, other Russian authorities, and the Krem-
lin’s aggressive foreign policy. If we instead use the
prior statistics before revision it would be 13.8 percent.
Considering that the Russian government seized di-
rect control of its statistical agency subordinating it to
its Ministry of Economy and sacked its prior respected
head the unrevised number appears more credible.”®
The obvious conclusion is that Putin does not care
about the standard of living of the Russians.

Whenever Putin speaks about the Russian economy,
he emphasizes various measures of macroeconomic
stability: low inflation, the minimal budget deficit, a
public debt of only 18 percent of GDP at the end of
2020, steady current-account surpluses, and interna-
tional currency reserves of $596 billion at the end of
2020.7° But, he says little about economic growth and
avoids the standard of living, presumably aware of
how bad the situation really is.

It is good that Russia has established great macro-
economic stability, but Putin seems more interested
in maintaining maximum reserves for his own political
security than in boosting the standard of living of Rus-
sia’s population. Russia desperately needs to raise its
low investment ratio and attract entrepreneurship, but
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the Kremlin is preoccupied with what Putin calls “sov-
ereignty”—that is, sufficient state resources so that
Russia can withstand Western sanctions. Russia’s large
financial, human, and entrepreneurial assets could be
deployed to support Russian economic growth, rather
than the maintenance of Putin’s autocracy.

Similarly, investment banks—Western and Russian—
praise Russia for its great macroeconomic stability,
while they say little about growth or sanctions, be-
cause their objective is to hawk Russian bonds.

For unclear reasons, the IMF pursues the same posi-
tive advocacy. Its role in Russia seems, at best, dubi-
ous. In July 2019, the IMF executive board concluded
the Article IV consultation with these initial words:
“Russia’s economy continues to show moderate
growth, under sound macroeconomic policies but
with structural constraints and the effects of sanctions.
Output grew by 2.3 percent in 2018, driven by exports
and consumption, which was supported by growth in
real wages and higher labor demand. Investment reg-
istered a moderate increase compared to the previous
year.”8 While the United States and its allies are trying
to contain the Russian government through financial
sanctions, the IMF advises the Russian government
how to minimize the effects of these sanctions. Why
do the Western allies allow the IMF to do so? By con-
trast, since 2014 the European Bank for Reconstruction
and Development has been prohibited from offering
new financing to Russian entities. The West should
prohibit the IMF from providing financial advice to the
Russian government.

Judgments on whether Western sanctions have been
severe and effective vary greatly, along with the per-
ceived aim. The ultimate goal—that Russia withdraws
from the Donbas and Crimea—has not been attained,
but nobody really thought that was possible. Nor has
Russia been deterred from its extensive hybrid warfare

76 “Russia Statistics.” The IMF assesses that Russia’s GDP has grown by 0.5 percent in total during the seven years 2014-2020. “World Economic Outlook
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with election interference, cyber warfare, assassina-
tions, or usage of forbidden chemical weapons, and
the Russian economy has not been truly crippled. Yet,
more moderate objectives have been achieved. First
of all, the Western sanctions have held together and
been maintained. The main argument of this report is
that the cost to the Russian economy has been much
greater than previously understood. Crimea remains
almost completely isolated. The Kremlin abandoned
its widely announced attempts to take half of Ukraine
after the West imposed substantial sectoral sanctions
in July 2014.

The Western financial sanctions are well targeted and
work fairly well within the scope of their focus. They
also can easily be expanded. The United States and
the EU should threaten to do so in a specified fashion
unless Russia withdraws from eastern Ukraine.

Problems with the sanctions

When the United States and the EU started sanction-
ing Russia in 2014, many concerns were raised. No
such large economy had been sanctioned after World
War I1.8" Russia’s economy is roughly three times larger
than the Iranian economy. The US Treasury worried
that too severe sanctions would cause another Leh-
man Brothers crisis, so it moved cautiously. Russian
central-bank reserves and the SWIFT payments sys-
tem were out of bounds. The US Office of Foreign As-
sets Control (OFAC, part of the Treasury Department),
with other offices in the Treasury Department, carried
out careful due diligence to check what it could do
without arousing economic disturbances dangerous
to the West. The best way of avoiding dangers was to
move step by step. Unlike what many feared, Russia
was not too big to be sanctioned.

By and large, this worked well, and OFAC did exempla-
ry due diligence until April 2018 when Oleg Deripaska
and six other oligarchs were added to the Specially
Designated Nationals and Blocked Persons (SDN)

list, which prohibits them and their enterprises from
operating in US dollars. It resulted in the sanctioning
of Deripaska’s many companies, including Rusal, the
world’s second-largest aluminium company, and its

81 See, e.g., Hufbauer, et al., Economic Sanctions Reconsidered.

THE IMPACT OF WESTERN SANCTIONS ON RUSSIA AND HOW
THEY CAN BE MADE EVEN MORE EFFECTIVE

holding company En+. This time, the Treasury De-
partment had not done proper due diligence, and it
overstepped. Nor had it coordinated with, or even
informed, its European allies. Rusal produces 6 per-
cent of all aluminum in the world, and its sanction-
ing caused the aluminum price to skyrocket by 20
percent. Ireland and Sweden hosted Rusal factories,
which the US sanctions no longer allowed to work.8?
After ten months of negotiations, OFAC eased the
sanctions, not very plausibly claiming that Deripaska
had given up direct executive control.

Deripaska’s vast GAZ car company in Nizhny
Novgorod, Russia, was also fully sanctioned, but it had
a joint venture with Volkswagen, which was not al-
lowed to operate with an SDN company. The Russian
government suggested that Volkswagen purchase
the other half of GAZ, but Volkswagen did not want
to invest more in Russia. Nor did it want to abandon
its assets because of the US sanctioning. Sensibly,
Volkswagen and Germany negotiated and received a
lifting of the US sanctions on GAZ to maintain status
quo.83

[ronically, it was not the Russian Federation that was
too large to be sanctioned, but Deripaska, which
forced the Treasury Department into two embarrassing
retreats. The Deripaska debacle has left the Treasury
Department with a painful memory. It needs to do its
homework better to avoid any repetition. Therefore,
OFAC is reluctant to sanction more oligarchs, who
might own more than OFAC knows.

A greater concern is that many sanctions are not
policed. It is known from the Panama Papers released
in April 2016, the Financial Crimes Enforcement Net-
work (FInCEN) files, and other leaks that sanctioned
individuals are ultimate beneficiary owners of assets
within US jurisdiction that should be frozen according
to adopted sanctions, but little is being done. The US
Treasury publishes the total volume of assets it has
frozen each year, but the numbers are tiny, and they
are not specified. When asked why that is the case,
OFAC officials respond that they want to avoid legal
cases.®

82 Patricia Zengerle and Polina Ivanova, “Rusal Shares Soar, Aluminium Falls as U.S. Lifts Sanctions,” Reuters, January 27, 2019, https://www.reuters.com/
article/us-usa-russia-sanctions/rusal-shares-soar-aluminum-falls-as-u-s-lifts-sanctions-idUSKCN1PLOS1.

83 Brian O'Toole, The Curious Case of the US Treasury and the GAZ Group, Atlantic Council, July 27, 2020, https://www.atlanticcouncil.org/blogs/new-at-
lanticist/the-curious-case-of-the-us-treasury-and-gaz-group; Personal information to Anders Aslund from the German Ministry for Foreign Affairs, Berlin,
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A policeman walks past a wall sign with the logo of aluminum and power producer En+ Group, attached to the facade of a building in central Moscow,
Russia February 13, 2018. En+ Group, the parent of the world’s second-largest aluminum producer Rusal, was heavily sanctioned by the United States

before it had to revert course. REUTERS/Sergei Karpukhin

The weakest link of the kleptocratic system is that
the kleptocrats want to protect their own money with
good property rights—and since they allow no prop-
erty rights at home, they are compelled to keep their
savings abroad. Therefore, huge volumes of Russia’s
dark money are being held in the West. A conserva-
tive assessment of Russian private money being held
abroad is $1 trillion.®> About one quarter of this amount
is presumably held by Putin and his closest cronies.®®
Traditionally, Russian dark money goes through sev-
eral offshore havens in its laundering, but it predom-
inantly stops in anonymous companies in two major
economies that allow anonymous ownership—the
United States and the United Kingdom.

Another malpractice the West must abandon is its
practice of “golden passports.” Many countries sell
residence permits, which eventually can become
citizenships for wealthy people, while posing no
questions. Cyprus has taken the lead in reversing this
unhealthy practice.®” The Financial Times pointed out
that the “US is actually still the leading [citizen by in-
vestment] country through its ‘EB-5’ visa. For investing
as little as $900,000 for job creation in a distressed
part of the US, EB-5 offers a path to permanent resi-
dency and citizenship.”®®

As Philip Zelikow and his co-authors have argued in
Foreign Affairs, corruption has become an instrument
of national strategy, and “weaponized corruption has
become an important form of political warfare.”®®
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How could the sanctions

administration be improved?

With realistic expectations of what sanctions can
achieve, the combined Western sanctions on Rus-
sia had some serious achievements. They have had
a negative impact on Russia’s economic situation,
influenced the Kremlin’s foreign policy, all while caus-
ing the Western economies very little damage. They
have forced Russia to retreat from Ukraine, and have
arguably stopped the Russian military offensive. But,
naturally, they can be improved.*°

First of all, as Edward Fishman has emphasized, the
reason for anybody being sanctioned should be clar-
ified, and the United States should specify both why
somebody has been sanctioned and what the subject
should do to be delisted. The purpose of sanctions is
to help create conditions that allow for their success
and, thus, their removal. “U.S. sanctions today are fail-
ing for three primary reasons: They are too convolut-
ed, too static and too incremental.”®' Fishman argues
that US sanctions should be more clear and better
communicated.

Another concern is that US sanctions are too static.
They tend to persist long after they have ceased to

be relevant, and the threat of their escalation is nei-
ther concrete nor credible. To reinforce the credibility
of sanctions, the United States should clarify what it
might do next if Russia does not stop its undesired be-
havior. For example, the United States could threaten
a stepwise escalation of financial sanctions because
of Russia’s occupation of eastern Donbas until Russia
agrees to withdraw. 92

Sanctions need to be better coordinated within the
government, allies, and US civil society. Fortunately,
the restoration of an Office of Sanctions Coordination
at the State Department was legislated in the stimulus
bill signed into law in December 2020. It recreates
such an office, modeled on the former Office of the
Coordinator for Sanctions Policy, which was estab-
lished in 2013 by then-US Secretary of State Hillary
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Clinton and disbanded in 2017 by then-US Secretary of
State Rex Tillerson.*?

As Daniel Fried and Edward Fishman note: “By en-
shrining the office in law, Congress is seeking to make
it a permanent fixture of the State Department. And by
calling for it to be led by an ambassador-level, Sen-
ate-confirmed official—who will report directly to the
secretary of state—Congress has positioned it well for
success.”®*

The Office of Sanctions Coordination at the State De-
partment needs to coordinate sanctions in all direc-
tions. First of all, it should serve as the central node
on sanctions policy at the State Department, bringing
together perspectives and expertise from all regional
and functional bureaus, and giving the State Depart-
ment one voice on critical sanctions policy issues.

Second, this office should also be in charge of sanc-
tions diplomacy with other countries and international
organizations, since sanctions are more effective
when levied by many countries in parallel. Unilateral
sanctions are often a sign of diplomatic isolation and,
thus, weakness. If possible, they should be avoided.

Third, the Office of Sanctions Coordination should
facilitate coordination within the US government, and
represent the State Department in all interagency
meetings that touch upon sanctions policy. In particu-
lar, the Office of Sanctions Coordination should work
hand in hand with the Treasury Department in gen-
eral, and OFAC specifically. These two offices should
neither duplicate efforts nor compete with one another
on sanctions policy.

Fourth, consultation with civil society is important. The
Office of Sanctions Coordination should serve as a
liaison to business, labor, the NGO community, and
Congress.

Finally, Fried and Fishman conclude: “The Office of
Sanctions Coordination should work with US allies and
partners to facilitate the timely sharing of information
that can support sanctions by foreign governments
and check efforts at evasion. For ongoing sanctions
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programs, the office should seek to negotiate regular
mechanisms for international information-sharing on
sanctions issues. The office should also lead the US
government’s efforts to build foreign governments’
capacity to implement and enforce sanctions.”®

The first Biden steps on Russia

sanctions

On March 2, the Biden administration announced that
it will sanction Russia in response to the poisoning,
sentencing, and detention of Russian opposition lead-
er Alexei Navalny. The sanctions package announced
is well thought out and measured. It reflects the ideas
of coordination suggested above. It includes sanctions
against seven individuals with roles in Navalny’s poi-
soning and detention; sanctions against seven com-
panies for proliferating weapons of mass destruction,
engaging in chemical-weapons activities, or operating
in Russia’s defense and intelligence sector; marginally
enhanced sanctions on certain exports to Russia as
required under the Chemical and Biological Weapons
Act of 1991; tougher arms-export restrictions; and new
authority to deny visas to Russians who enable the
Kremlin’s chemical-weapons programs. That’s a lot
assembled quickly.%®

Navalny’s Anti-Corruption Foundation recommended
stronger measures, notably the sanctioning of oli-
garchs tied to Putin.®” But, these are the first, not the
last, measures by the Biden administration to push
back against the Kremlin’s multifaceted aggression
against democratic institutions.

Daniel Fried and Brian O’Toole have assessed these
first steps of the Biden administration on Russia sanc-
tions as follows.%8

“First, the package brought together mechanisms from
across the US government—ranging from the State
Department’s visa denials and arms-export restrictions
to the Treasury Department’s financial sanctions and

95 Ibid.
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the Commerce Department’s export-control regime,
and under both executive branch and congressional
sanctions authorities. This suggests the Biden admin-
istration has a more coordinated approach to thorny
policy issues than the Trump administration did. All the
measures are intended to work in concert with one
another to amplify their impact.”

“Second, the choice to sanction the seven individuals
was clearly coordinated to overlap with the sanctions
that the European Union imposed shortly after Na-
valny’s poisoning and those agreed upon in Brussels
yesterday. The resumption of a multilateral approach
signals to Putin that he should no longer presume to
be able to divide the United States and Europe.”

“Third, this package is credible and sustainable. The
Biden administration is reportedly still engaged in a
broader review of its policy toward Russia.®® And while
imposing punishing sanctions on Russian billionaires
might have been an understandable response (and
cathartic for many observers), such an action could
also have produced unintended consequences (see
the Trump administration’s experience with Deripaska).
An early misstep could have undermined the admin-
istration’s attempt to form a coherent and executable
policy toward Putin’s many aggressions. This does not
mean that sanctions against Putin’s cronies or Kremlin
‘princelings’ are off the table. These may yet come, but
they take time to develop and vet. Other sanctions,
perhaps more financial in nature, may still be in store
as well.”190

This first “package from the Biden administration
constitutes a credible, solid, and quick response to
the ongoing repression of Navalny. It’s likely to be
followed by a broader set of actions—and not just
sanctions, as National Security Advisor Jake Sullivan
has discussed—that address the strategic challenge
posed by the Kremlin.”™'
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Effective sanctions require more
transparency, enforcement, and

international cooperation

While the sanctions policy is in better shape than
widely understood, its enforcement leaves much to be
desired. This is the most urgent need. The West’s best
defense against Russian subversion is full transpar-
ency accompanied by strong enforcement so that all
dark money is revealed. Fortunately, this is a positive
development in both the United States and Europe,
and the West’s endeavor today should be to fully im-
plement such transparency.°?

In June 2018, the European Union took an important
step by adopting its fifth anti-money-laundering direc-
tive. It imposed a legal requirement on all EU mem-
bers, as well as Switzerland and Norway, to submit
information on ultimate beneficial ownership to public
registries!®® These registries have now been estab-
lished, but in some places—notably in the important
offshore tax haven of Luxembourg—nongovernmental
organizations complain that the ultimate beneficiary
owners are usually missing.

With Joe Biden’s inauguration as president, the United

States has hopefully entered a new era of governance.

After four years in which the White House seemed to
care little about conflicts of interests, Biden has fo-
cused on corruption as a national security threat. He
needs to follow through on his stated commitment to
fight international corruption.

In his programmatic article in Foreign Affairs in March/
April 2020, “Why America Must Lead Again: Rescuing
U.S. Foreign Policy After Trump,” Biden presented his
foreign policy program. One important commitment is
to “organize and host a global Summit for Democracy
to renew the spirit and shared purpose of the nations
of the free world” in his first year in office, bringing
“together the world’s democracies to strengthen their
democratic institutions.”*

102 Aslund, “How Biden Can Fight International Corruption” discusses this.

THE IMPACT OF WESTERN SANCTIONS ON RUSSIA AND HOW
THEY CAN BE MADE EVEN MORE EFFECTIVE

Laudably, Biden promised to “issue a presidential poli-
cy directive that establishes combating corruption as a
core national security interest and democratic respon-
sibility,” and he undertook to “lead efforts internation-
ally to bring transparency to the global financial sys-
tem, go after illicit tax havens, seize stolen assets, and
make it more difficult for leaders who steal from their
people to hide behind anonymous front companies.”

Biden has got it right. The Mueller Report showed how
the Kremlin deployed Russian offshore finance and
oligarchs to interfere in and after the 2016 US elec-
tion.'°> As Biden put it, “The lack of transparency in our
campaign finance system, combined with extensive
foreign money laundering, creates a significant vul-
nerability. We need to close the loopholes that corrupt
our democracy.”™®® Corruption and dark money facili-
tate not only tax evasion, but also corruption, national
security violations, and many crimes. Russia and many
other authoritarian kleptocracies master corruption
both at home and abroad. To win, the West must
change the game.

But, the West is new to this game. The concept of
money laundering arose in 1989, and the United
States did little about it until the terrorist attacks on
9/11, which inspired the adoption of the Patriot Act,
designed to combat terrorist funding. That is no longer
a major concern, while there are trillions of dollars of
dark money floating around in offshore havens. Gabri-
el Zucman, a professor at the University of California
at Berkeley, estimates that one tenth of the world’s
financial wealth is held in offshore havens, and Rus-
sian offshore wealth is usually estimated at $1 trillion.”®”
This money is largely anonymous and can be used for
any purpose, including illegal purposes. The US gov-
ernment can no longer accept this, and needs to act
swiftly to protect democracy in the world.

The administration should insist on five basic prin-
ciples. First, the United States cannot effectively do
this alone. It needs to act together with its democrat-
ic allies, including the EU, Japan, Canada, Australia,
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Russian opposition leader Alexei Navalny, who is accused of flouting the terms of a suspended sentence for embezzlement, inside a defendant dock
during the announcement of a court verdict in Moscow, Russia February 2, 2021. Press service of Simonovsky District Court/Handout via REUTERS

and Switzerland. They should all reframe their view United States has just gone through the FinCEN files
of money laundering as a national security threat and scandal. The real scandal was that while banks offered
strengthen their defenses against illicit finance. FinCEN plenty of incriminating information, FinCEN
The second principle is transparency. Fortunately, at rarely agted.“o The banks did not have to submit any
the end of December 2020, the United States. adopt- information about suspicious transactions for one

ed the Corporate Transparency Act as part of the new ~ month, and r_woquy ;eemed to care if they were de- .
National Defense Authorization Act (NDAA)8 [t re- layed. The situation is worse in Europe, where financial

quires all limited-liability companies (LLCs) to provide information is not automatically shared among sepa-

FinCEN in the Department of the Treasury with timely ~ ate countries.

and efficient access to ultimate beneficial ownership Fourth, the weakest link is enforcement, which must
information, which will be available to law enforcement be strengthened. Personal sanctions will not be ef-

and banks, though not to the public®® This system will  fective unless accompanied with effective control of
take about three years to establish. money laundering, freezing the assets of sanctioned

individuals. The Corporate Transparency Act in the

The third principle should be the swift reporting of
NDAA covers only LLCs, leaving ample loopholes for

relevant transactions to the regulatory agencies. The

108 “What You Need to Know about the Corporate Transparency Act,” JDSupra, January 12, 2021, https://www.jdsupra.com/legalnews/what-you-need-to-
know-about-the-6231072/.

109“Corporate Transparency Act of 2019,” US Congress, https://www.congress.gov/bill/116th-congress/house-bill/2513.

110 Jeremy Singer-Vine, et al. “The FinCEN Files By The (Very Big) Numbers,” BuzzFeed, September 24, 2020, https://www.buzzfeednews.com/article/js-
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other legal entities, such as foundations and trusts.™
FinCEN is supposed to register all ultimate beneficial
owners of the LLCs, but it is already swamped by mil-
lions of Suspicious Activity Reports (SARs) each year. It
needs far more resources and powers, and it needs to
be reformed and strengthened. In Europe, the situ-
ation is far worse because the agencies tasked with
preventing money laundering are entirely national and
weak. The European Commission is painfully aware

of this shortcoming after repeated scandals of mas-
sive money laundering in respected European banks,
which have been revealed by FIinCEN. It is preparing
a proposal to establish a strong joint EU anti-mon-
ey-laundering agency, with which FinCEN should
cooperate closely.

Fifth, culprits have to face credible fines. The United
States did so after the global financial crisis of 2008—
2009, penalizing banks for all kinds of misdemeanors,
compelling them to build up big compliance depart-
ments that policed themselves. US fines for money
laundering have convinced European banks to follow
suit. Yet, in recent years, US fines for money launder-
ing have dwindled and are no longer a credible threat
to money launderers. They should be raised again,
and European authorities need to catch up.

Sixth, Russian state authorities must be kept out of the
Western judicial system. At present, even sanctioned
Russian lawyers appear in US cases and sometimes
win in matters such as discovery and debt collection,
because they represent various Russian state institu-
tions. Any representative of the Russian state should
be precluded from being a party in a US court pro-
ceeding™ Similarly, the Russian state authorities are
exploiting Interpol Red Notices for their repression of
people they dislike outside of Russia. Russia and other
ruthless dictatorships should be banned from the
Interpol system.™

Finally, do no harm. US authorities need to distinguish
between Putin’s cronies and bona fide Russian busi-
nessmen. Not all wealthy Russians must be treated as

11 Snegovaya, “The Taming of the Shrew.”

THE IMPACT OF WESTERN SANCTIONS ON RUSSIA AND HOW
THEY CAN BE MADE EVEN MORE EFFECTIVE

guilty. The Kremlin is all too happy to engage in legal
proceedings abroad to disarm its Russian opponents.
Lack of domestic institutional protection commonly
pushes Russians to keep their assets outside of their
country, allowing them some independence from the
regime, and serving as one of the main sources of
funding for resistance to Putin domestically. Yet, so
far, Western anti-money-laundering initiatives have
had a rather deleterious effect on Russian citizens.
For instance, the automated exchange of financial
account information, introduced as part of the West’s
anti-money-laundering initiatives, has handed the data
on the foreign assets of Russians located in fifty-eight
jurisdictions to Russia’s federal tax service, allowing
the Russian authorities an opportunity to increase
budget revenues through additional tax income from
the accounts held by Russian citizens abroad." In
addition, Putin’s regime has used these and related
anti-money-laundering laws to prosecute domestic
opposition.™ Simultaneously, these practices have
hardly contributed to exposing the assets of Putin’s
associates in the West, because Putin-cronies tend to
legalize assets in Russia before taking them out of the
country."®

Why is this so important? As President Biden has said:
“An insidious pandemic, corruption is fueling oppres-
sion, corroding human dignity, and equipping au-
thoritarian leaders with a powerful tool to divide and
weaken democracies across the world.”™

Conclusions

THE WESTERN SANCTIONS ON RUSSIA HAVE
BEEN SUCCESSFUL

Although Russia has not been forced to withdraw
from Ukraine, observers often miss some important
achievements of Western sanctions on Russia. The
focus of this report is the financial effects of Western
sanctions on Russia, primarily the financial sanctions,
the oil-development sanctions that have deterred FDI,
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The White House is seen on the day when the Senate handed then-President Trump the first veto override of his presidency, passing the National De-
fense Authorization Act. in Washington, DC, January 1, 2021. REUTERS/Ken Cedeno

and personal sanctions on some oligarchs that have
scared other wealthy Russians to take more money
out of Russia.

« Their most obvious effect is that they deterred Putin

from proceeding with his preannounced military
offensive into Ukraine in the summer of 2014. After

the West imposed major sanctions on Russia in July

2014, Putin has abstained from major military ag-
gression.

It is difficult to disentangle the effects of the lower
oil price from those of the financial sanctions, but
the authors’ assessment is that the impact of the

financial sanctions has been understated. The West-

ern financial sanctions have slashed foreign credits
to, and foreign direct investment in, Russia. They
assess that the cost is substantively higher than

previously understood, about 2.5-3 percent of GDP
each year, about twice as much as the IMF assessed

in 2015. Two major effects often not accounted for
are that the sanctions scared away foreign financial
inflows and forced the Russian government to pur-

sue a very restrictive fiscal and monetary policy that

was harmful to economic growth.

« Russia’s economy has barely grown since the West
imposed financial sanctions on Russia in 2014. Giv-
en the substantial cost of Western sanctions to the
Russian economy, it is not likely to grow significantly
again until the Kremlin makes sufficient concessions
to the West in an effort to ease the sanctions.

- Finally, personal sanctions on the main kleptocrats
are greatly regretted by those hit, and have divided
Russia’s very wealthy into those who stay and those
who leave. To judge from the increased capital out-
flows, the number of those who leave significantly
exceeds the number of those who stay. Yet, far too
few real kleptocrats have been sanctioned.

Besides, the international spillovers—apart from
Rusal—have been so limited that few even talk
about them any longer. The gradual expansion of
Western sanctions has proved successful. One im-
portant reason is after the few Western companies
impacted by sanctions had lost their markets in Rus-
sia, they stopped lobbying against these sanctions.
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HOW SHOULD THE US RUSSIA SANCTIONS
PROCEED?

By and large, the principles of US sanctions on Russia
are sound and clear, though they could benefit from
some streamlining. This review of the US sanctions
policy naturally leads to a number of key recommen-
dations for how the United States should proceed in
its sanctions on Russia.

« The main concern is to reinforce the existing sanc-
tions by insisting on greater transparency of sanc-
tioned funds in the West. The new US Corporate
Transparency Act is key. It needs to be properly
implemented and, if necessary, complemented.

« The US compliance agency—FinCEN—needs to be
reinforced and greatly expanded so that it can man-
age its many tasks. It should receive access to auto-
matic information about suspicious transactions.

The United States needs to improve its domestic
coordination of sanctioning policy and revive its
coordination with the EU, which appears to be hap-
pening.

A primary goal of US policy on Russia should be to
force Russia out of eastern Ukraine, and it should
do so by threatening a gradual escalation of sanc-
tions.

MAY 2021 THE IMPACT OF WESTERN SANCTIONS ON RUSSIA AND HOW
THEY CAN BE MADE EVEN MORE EFFECTIVE

- Three kinds of sanctions appear particularly effec-
tive, namely sanctions on Putin’s cronies and family
members, oligarchs working for the Kremlin, and
Russian foreign debt. The primary issuance of all
Russian sovereign debt in any currency appears
low-hanging fruit that would raise the funding cost
of the Russian government. The West should contin-
ue to force Russian government entities to reduce
their foreign debt. The West can do so by imposing
sanctions on companies linked to Putin’s cronies
and reinfocring the existing sanctions. But the West
should leave trade and bona fide private enterpris-
es in peace.

« The West should prohibit the IMF from providing
financial advice to the Russian government.

« The West has two great weapons in its reserve,
which are better kept there but could be used in an
all-out war. One is freezing Russia’s Central Bank
reserves of some $570 billion, as happened with
the central bank reserves of Iran and Libya. Another
ultimate weapon is to take Russia out of the SWIFT
payment system, as was done with Iran. The West
has many options, but they should not be used
vainly.
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