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EXECUTIVE SUMMARY
There is little scope for significant change in relations between Russia and Europe in

POLITICS AND SECURITY

2017-18. Ukraine, NATO, and Russia’s actions in the Middle East, together with deeper

NATO: NATO–Russia relations will remain
strained but a direct clash is unlikely.

defence cooperation in Europe following Emmanuel Macron’s election in France and
Angela Merkel’s probable re-election in Germany, will remain among the key flashpoints. Economic recovery and consumer market revival will continue in Russia but will
remain fragile and reliant on the price of oil. Assuming no major political disruption or
collapse in the energy market, the improved macroeconomic indicators in Russia and
Europe will help boost business and investment activity as both sides become used
to dealing with the existing sanctions regime. Energy relations will likely improve but
any change will be incremental.
Prospects for Russia-Europe relations and flashpoints

Balkans
Moldova

Economic recovery

Banking sector stability

Financial stability

SANCTIONS

E

N

Diversification

CHANG

RAD

O

Energy relations
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Russian domestic stability: Current levels of
unrest are manageable but Russia’s longerterm stability hinges on the state response
to the protests and the ability to develop a
new political and economic narrative.

Sanctions regime: The existing EU
sanctions will remain in place but new
measures are unlikely. Any serious political
disruption will lead to additional but tightly
targeted sanctions rather than sweeping
sectoral measures.
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United States

NATO

US: Uncertainty about Washington’s
commitment to NATO, together with concern
about Russian assertiveness, will lead to
deeper defence cooperation within Europe.
This in turn will raise concerns in Moscow.

The Balkans will be an area of competition
between Europe and Russia.
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Business activity

Ukraine: Tensions in Ukraine will simmer as
Minsk 2.0 remains deadlocked.

Moldova is a potential flashpoint if
Russia-EU relations deteriorate significantly.

ITICS AND SECURITY
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Syria

Syria: Russia will remain militarily involved
in Syria, but engagement with other Middle
Eastern actors will be limited and cautious.

AN

Economic recovery: Economic indicators
point towards an improved investment climate
and reinvigorated consumer market in both
Russia and Europe. Any significant change in
oil prices will alter growth prospects.
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Regional debt

ECONOMY AND TRADE
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Trade: Russia-Europe trade relations will
improve but remain vulnerable to any shift in
the current geostrategic environment.

N C E A N D B A N KIN G

KEY: The distance of the issues from the centre indicates the degree of change. The further the issues are
from the centre, the more visible the change would be over the next 12 months.

INVESTMENT
Investment: Investment in Russia will
increase but change will be incremental.
Business activity: Familiarity with the
sanctions regime will ensure a modest
uptick in business activity between Russia
and Europe.

ENERGY
Energy relations: Energy relations will
continue to dominate Russia-Europe
relations for the foreseeable future.
Diversification: Significant diversification in
Europe away from Russian energy supplies
is unlikely.

FINANCE AND BANKING
Banking sector stability: Strong state
presence in the Russian banking sector will
protect against insolvency.
Financial stability: Significant non-payment
of Russian corporate debt to European
institutions is unlikely.
Regional debt: Concerns about Russia’s
regional debt will increase but remain
manageable in 2018. Long-term stability will
require a new level of prudent management.
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ABOUT THE REPORT
Oxford Analytica is delighted to support the 2017 Northern Light summit with an
in-depth assessment of the fundamentals and future trajectory of the relationship
between Russia and Europe in 2017-18. The report brings together Oxford Analytica’s
in-house expertise and the insight of leading Russian and European experts. In the first
part of the process, a select group of subject-matter specialists discussed a series of
open-ended questions carefully crafted to elicit deep insights and expert judgement
on the key issues in each of the six areas in this report. Additionally, the experts were
asked to complete a subset of structured and quantifiable questions, which informed
the ‘barometer’ of expert sentiment on the trajectory of developments and the potential
for change. The barometer is specifically designed to track the results over time and
compare the projections with actual events in subsequent years.
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POLITICS AND SECURITY

SECTION 1

In 2017-18, there will be limited opportunity for significant change in Russia-Europe
relations. Europe will be internally focused on important elections in Germany, Norway,
Austria, and the Czech Republic during the remainder of 2017 and into 2018, when
Finland, Italy and Russia will go to the polls. The European Union (EU) will also be
increasingly engaged in arduous Brexit negotiations as the United Kingdom prepares
to leave the group.
The United States will remain the focus of Russia’s geostrategic concerns, but Moscow
will make some effort to bridge ties with European capitals and capitalise on EU disenchantment with President Trump’s decision to withdraw the US from the Paris climate
accord. President Vladimir Putin’s May 2017 visit to France, despite the controversy over
hacking during the French presidential elections, is an early example of a more conciliatory stance towards European capitals. However, any further evidence of Russian
interference in European politics will make it difficult for EU states to reciprocate.
Russia will remain militarily involved in Syria but its engagement with other Middle
Eastern actors, including Libya, Egypt and Iraq, will be much more limited and cautious.
Negotiating parity in nuclear arms and cooperation in the Arctic, the most likely issues
to be discussed by President Vladimir Putin and President Donald Trump at the July
G20 Summit, will offer an opportunity to reach some agreement.

A US preference for bilateral engagement may hinder a unified stance by the West
on Russia
The Trump administration has made clear that it prefers to explore ways to deal with
Russia on a bilateral basis, rather than to develop ties with Russia as part of a coordinated
trans-Atlantic approach. This presents an additional challenge for EU states seeking a
unified stance on Russia, and may tempt European capitals to consider a similar bilateral
approach to Moscow even though this increases the opportunities for Russia to leverage
divisions between them. It is not clear if a reinforced Franco-German axis might be able
to counteract such bilateralism.
The peace process in Ukraine will remain deadlocked in the near term
The military conflict in eastern Ukraine will remain contained in a low-intensity standoff,
but the severing of trade ties with separatist areas, which now includes the ending of
water and electricity links, will harden the de facto division and make an effective political
rapprochement even more remote. The four-party talks involving Russia, Ukraine, France,
and Germany will continue, but they are unlikely to make much progress in the next 12
months and any US-Russia dialogue will not supplant this format. If Ukraine feels assured
of sustained Western support, it may act more assertively towards the rebels despite
the risk of triggering a strong response from Moscow. The deadlock may break only if
Moscow is granted Western recognition of its claim to Crimea and a lifting of the related
sanctions in exchange for conflict resolution and Ukrainian control of its eastern border.
This is an unlikely scenario, but short of this, Russia will view the separatist regions as a
source of permanent leverage on the policy options of the Ukrainian leadership.
5
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EU’s foreign policy considerations
KEY EVENTS
June - Second round of the
French parliamentary elections

$ Economic

KEY

September - German
parliamentary election

December - Slovenian
presidential election

2017

January - Czech
presidential election

Diplomatic

Security

March - Russian
presidential election

2018

October - Australian
parliamentary election

January - Finnish
presidential election

February - Cypriot
presidential election

May - Italian
parliamentary election

2019

June - European
Parliament election

March - Scheduled departure of the
United Kingdom from the EU

October - Irish
presidential election

September - Swedish
general election

RUSSIA
Russia’s actions in Syria,
suspicions it tried to influence
elections and the lack of progress
on the Minsk 2.0 peace process
will continue to sour relations.

$
$
UNITED STATES

NORTH AFRICA

TURKEY

CHINA

The EU is wary of US
President Donald Trump
and relations will probably
cool.

Keeping immigration
levels low is a priority for
the EU and it will seek to
replicate the EU-Turkey
deal elsewhere.

Concerns about increasing
authoritarianism have
stalled EU membership
talks and the migrant deal
is likely to collapse.

EU countries have been
keen to attract Chinese
investment despite unease
about losing control of key
technologies.

Increased Russian activity ahead of key votes in Europe will be counter-productive
Cyberattacks, fake news, leaked documents and Russian efforts to legitimise fringe and
anti-establishment parties will likely intensify as the next wave of European elections
draws nearer. Russia’s planned military exercise coinciding with the German elections in
September will serve as a more traditional coercive show of force. Vigilance in the cyber
domain and effective cooperation in intelligence sharing within Europe may lessen the
impact but is unlikely to prevent Russia from attempting to gain influence and to cultivate
a positive Russian image in parts of the EU electorate.
European Union enlargement will be paused while states deal with internal processes
The EU will remain focused on internal issues and the Brexit negotiations, showing no
interest in enlargement in the medium term. Uncertainties related to the UK’s departure
from the EU as well as limited financial and political incentives will dampen the EU’s
appeal to potential new members. However, there is a greater hope for EU cohesion
following the victory of Emmanuel Macron in France, which looks likely to be followed by
the re-election of Angela Merkel in Germany in September, and a more optimistic outlook
for economic growth in Europe may increase the attractiveness of the EU once again.
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Against this backdrop, Russia will maintain its bilateral ties with much of Europe. Its
relations with Eastern Europe and the Baltic States will remain strained, but it will hope
to gain greater influence in Moldova, Bulgaria, Serbia and possibly Greece. No major
conflict is likely, but the risk of miscalculation will increase as Russian and NATO ships
and aircraft continue to operate in unusually close proximity to each other. Efforts to
restore old style military confidence-building measures will fail to overcome tensions.
Ukrainian, Moldovan and Georgian aspirations for EU membership will remain long-term
at best, with the introduction of visa-free regimes with Europe more of a consolation prize
than a significant step towards accession. Belarus and Armenia will intensify exchanges
with Europe but will follow Moscow’s lead on the appropriate level of engagement. If the
current anti-corruption protests in Belarus spiral out of control, Moscow will intervene.

Russia’s foreign policy considerations

KEY

$ Economic

Diplomatic

Security

UNITED STATES

‘NEAR ABROAD’

CHINA

Until Moscow has the measure of US
President Donald Trump, it will hold off on
either pushing hard for a thaw or reverting
to earlier frosty relations.

Former Soviet neighbours are at best
uneasy about Russia’s intentions, limiting
the scope for Eurasian integration.

Moscow will seek trade and above all
investment from Beijing but wholesale
alignment is unlikely given their differing
interests.

$
$

$
EU
Moscow may need to rethink its approach.
Increased Russian activity ahead of key
votes in Europe will be counter-productive.

$
IRAN
Trade including arms sales and energy
investment will grow, but the tactical
alliance in Syria creates the risk of being
drawn into Iran’s agenda.

$
SOUTH ASIA
Despite recent security-sector engagement
with Pakistan, India remains a major
defence buyer and bilateral relations are
otherwise uncomplicated.

The Balkans will be an area of competition between Europe and Russia
The EU and Russia will continue to compete over Serbia, a country that is a candidate
to join the EU. The alleged coup attempt in Montenegro last year illustrates the degree
of importance Moscow places on its influence in the Balkans, partly driven by cultural
similarities and its access to the Adriatic Sea. Members of the Russian intelligence
community may engage in operations that raise the risk of a clash between the EU and
Russia in the Balkans. Russia will continue to view Serbia as a destination for Russian
arms sales. While a direct military intervention to shore up its allies in the Balkans is
unlikely, Moscow will continue to leverage existing tensions as well as Serbia and Montenegro’s inability to meet their EU accession criteria.
7
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More disputes are likely despite the recent Belarus-Russia deal
The meeting between President Putin and President Lukashenka in April appears to have
resolved the most pressing disputes between Russia and Belarus, although tensions
will quickly return if either side chooses to contest the details of the deal concerning
the Belarusian gas debt and energy import pricing. Russia will use import restrictions
as leverage if necessary, arguing that foodstuffs from Belarus are substandard or are
repackaged EU products.
Moscow is also ready to apply economic leverage to rein in Lukashenka’s occasional
discord with the Kremlin. However, Russia’s fiscal position means that it cannot offer
unlimited incentives to Belarus. This limited support means Minsk will continue to explore
its options with the West and to publicly assert Belarusian sovereignty (such as over
Russian efforts to open a new air base in the country), creating the potential for more
swings in rhetoric and more public rows with Moscow.
If tensions escalate, the EU may be forced to react but will be reluctant to become
entangled in a triangular tussle with Moscow over Belarus, aware that Russia retains the
greater leverage over Minsk.
Outside Syria, Russia will continue to engage with other Middle Eastern actors,
including Libya, Egypt and Iraq, but in a much more limited and cautious way
Russia will remain militarily involved in Syria and strategically committed to its air and
naval facilities, which are secured under long-term agreements with Damascus. Washington, Moscow and Tehran will avoid direct confrontation in Syria, but, with warring local
proxies, higher levels of intervention and most US military decisions delegated to the
Pentagon, unintended escalation is possible. A repeat of alleged chemical attacks or
other miscalculations by the Assad regime could have serious ramifications for Moscow
and trigger a strong response from Washington (including tougher sanctions on Russia).
The Syrian conflict will continue to showcase Russia’s defence hardware under live
conditions and contribute to increased arms sales. China and India will remain major
markets although Russia will also try to build up sales in the Middle East, particularly in
the Gulf.
The complexity of Syria will constrain efforts to build on perceived success in forging new
Middle Eastern and North African ties. Russian military advisors and weapons will assist
the Libyan strongman Field Marshal Khalifa Haftar and the Libyan National Army (LNA),
but there will no large-scale intervention. Russia will cooperate with Egypt’s President
Abdel Fatah El-Sisi in policy covering Libya and regional security.
Putin will continue to build his political relationship with President Erdogan of Turkey. This
will be boosted by the recent lifting of most Russian sanctions on Turkish agricultural
products. But Russian and Turkish interests in northern Syria remain at odds. Putin’s effort
to merge Russian, Turkish and Iranian policies in a joint negotiation process over Syria
are likely to falter, though various local ceasefires and safe zones may restrict active
conflict and allow more regional focus on the US-led anti-ISIS campaign. In the next six
to nine months at least, the US administration will be more focused on the drive to retake
Raqqa than any long-term settlement for Syria.
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Russian defence spending will be maintained at 5% of GDP
Russia’s defence expenditure will fall in real terms over the next few years, but by less
than some reports suggest. Even with oil prices at 40 dollars per barrel, a defence
burden of 5% of GDP is sustainable both financially and politically in the near term. The
continuing importance of the armed forces means they will face smaller cuts than other
areas of government spending. However, President Putin has repeatedly urged defence
enterprises to make provision for a time when state orders for military equipment will
decline, encouraging defence-sector enterprises to increase volumes of export or
prepare for a switch to ‘civilian’ products.
At 5% of GDP, Russian defence spending as a proportion of GDP is currently among the
highest seen in major economies. By comparison, 3.3% of the United States’ GDP was
allocated to the military in 2015, while military spending in major European economies
has ranged from 1% to 2% of GDP in recent years. While the exact spending on cybersecurity is hard to verify, proven cyber capabilities are rising across Russia and Europe.
European measures to counter Russia’s assertiveness will progress slowly
There is an enhanced commitment among EU member states to raise defence spending
to the level of 2% of GDP that is required by NATO and insisted on by President Donald
Trump. In general, however, Europe’s militaries are likely to remain underfunded. There
is little public support for larger increases in defence spending in Europe, especially in
Italy and Spain which face large debt burdens. Instead, European leaders will increase
spending on cybersecurity and counter-terrorism activities, where the threat is more
obvious to voters and the use of public-private partnerships can make government
spending go further. Talk of greater European defence cooperation and moves towards
an EU army will intensify after Brexit, especially if an emerging French-German axis can
be consolidated, but significant progress is unlikely.
Cybersecurity will remain a priority. However, European sanctions on Russia in response
to cyberattacks and hacking scandals are unlikely unless there is clear and unambiguous
evidence of direct state involvement authorised at the highest level.
President Putin will win re-election but will need a new narrative to attract young,
disaffected voters
Putin remains personally popular at home, but the nationalist upsurge following the
annexation of Crimea has dissipated and the simmering conflict in eastern Ukraine
cannot serve the same purpose. The Syria conflict risks turning from a limited military
intervention into a less controllable project with unruly players. As a result, Putin’s next
term in office beyond 2018 will likely focus on ensuring uncontested primacy in the CIS
region and extending Russia’s soft power in the Balkans.
Opposition leader Alexey Navalny will try to forge the evident frustration with corruption into an anti-Kremlin political force in the lead-up to the presidential elections in
March 2018. Those who have recently been protesting about corruption tend to be
much younger than those who joined the protests against Putin in 2011-12, and are
less impressed by the leadership’s promise of stability at all costs. Navalny has already
been having some success. This will force Putin to put forward a reworked narrative
and vision for Russia, one that is capable of appealing to 17-18-year-olds heading into
9
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their first election as well as to older generations that prioritise stability. Some among
Russia’s business circles and political elite are also frustrated, but these groups have
common interests with the incumbent regime which will help them reach a compromise
if necessary.
The Kremlin’s awareness of the real margin of victory at the March 2018 election will
define how Moscow prioritises its policies and will determine how much political room it
has for enacting economic reforms to improve long-term growth prospects.

POLITICS AND SECURITY BAROMETER
Three-quarters of our expert panel expect no or little change in the relationship
between Russia and Europe. A quarter of business and finance experts are cautiously
optimistic, predicting noticeable but limited and incremental improvement. A third of
the panel expect Russia to experience turbulence in the run-up to the 2018 presidential elections, but street protests are unlikely to spill over into wide-spread domestic
instability unless there is an unexpected exogenous shock. However, there is
agreement that Russia’s longer-term stability will hinge on the leadership’s response
to the protests and the new political and economic narrative of the Putin presidency.
The expert panel agree that a new foreign intervention is unlikely, but intensified
efforts to deepen defence cooperation in Europe will raise concerns in Moscow and
be seen as an extension of NATO intentions towards Russia. Any significant attempt
by Nordic or the CIS countries to join NATO or deepen cooperation with European
security structures will markedly escalate tensions.
The Minsk 2.0 peace process will remain deadlocked but a serious flare-up in Eastern
Ukraine would inflict significant damage on relations between Russia and the West.
This will likely spill over into other regions, including Moldova where the standoff
between political factions favouring either Russia or the EU will dominate politics at
least until the next parliamentary elections in late 2018.
Russia’s foreign policy thinking and actions will continue to focus on retaining a
global status, but the choice of the new political and economic narrative of the next
Putin presidency will determine the extent and form of Russian involvement in global
politics outside the CIS region. In other regions, Russia will pursue a pragmatic foreign
policy that includes arms sales and energy deals.

“Will Russia-Europe relations improve?”

No improvement
%

6.7

No
improvement

Marginal
improvement

Marginal improvement

Noticeable but
limited improvement

66.7

26.7

Noticeable but
limited improvement

Marked
improvement

Serious
improvement
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“Will tensions between Europe and Russia result in a military clash
between a NATO member state and Russia?”

%

No

Unlikely

26.7

66.7

No

Unlikely

Modest chance

Modest chance
6.7

Significant chance

Serious chance

“Might Russia attempt another foreign intervention?”

%

Highly unlikely

Unlikely in the given timeframe

13.3

80.0

Highly
unlikely

Unlikely in the
given timeframe

Modest chance

Modest chance
6.7

Likely

Highly
likely

“Will domestic politics in Russia spread internal instability?”

%

No chance

Unlikely in the given timeframe

Modest chance (but manageable)

13.3

53.3

33.3

No

Unlikely in the
given timeframe

Modest chance
(but manageable)

Likely

Highly
likely
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SANCTIONS

SECTION 2

The existing EU sanctions on Russia will be extended despite weakening resolve in
Europe, while the appetite for additional sanctions remains low. In the event of a new
development that requires a response, European leaders are likely to move towards
closely targeted sanctions on specific firms and individuals.

Existing sanctions will remain in place but additional measures are unlikely to be
introduced
Despite pressure from some EU member states to relax or drop the current Crimea-related sanctions, the current regime will likely remain in place. French President Emmanuel
Macron is expected to take a harder stance toward Russia than his predecessor, and
President Trump also made it clear to Russian Foreign Minister Sergey Lavrov in May
that sanctions would not be lifted until Russia ‘reversed’ its actions in Ukraine.
However, the rejection by the five other G7 members (including Germany and France)
of British and American demands for intensified sanctions against Russia following the
alleged chemical attack in Syria in April shows the reluctance to impose fresh sanctions.
Instead, German Chancellor Angela Merkel and the EU leadership are hoping to use
economic diplomacy as a means of improving relations with Moscow. Such a policy
would be driven by the long-term interests of exporters, investors, and consumers on
both sides of the divide.
Economic impact of sanctions is difficult to disentangle from the drastic fall in oil
prices and structural weakness of the Russian economy…
The real impact of sanctions is hard to disentangle from the primary impact of the sharp
decline in oil prices and the structural weaknesses of the Russian economy. They have
mostly compounded the impact of negative market conditions, while affecting the real
performance of the targeted firms in Russia and contributing to the overall decline in
investment and trade flows between Russia and Europe in areas like agricultural produce
and machinery.
The impact across EU economies has been around -0.13% of GDP, although some
economies have suffered more than others. This was particularly true of Russia’s
immediate neighbours, with Lithuanian exports to Russia falling by 2.7% while Estonia
and Latvia lost around 1% of GDP. The early negative effect of sanctions on the Russian
economy was estimated at around 0.8-1% of GDP; this has now dropped to an annual
loss of around 0.5-0.6% of GDP which will likely remain unchanged in the next 12 months,
according to former Finance Minister Alexey Kudrin.
The impact of economic sanctions on German trade with Russia is subject of some
dispute because of the added impact of Russian retaliatory measures, but the estimated
annual losses for German exporters have been around 4.4 billion euros. Although her
junior coalition partner, the SPD, has signalled a desire to loosen sanctions, Merkel is
likely to hold the line.
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… but familiarity with the sanctions regime will lead to an uptick in business relations
with European investors
Both Russian and European firms have gradually adjusted to the ‘new normal’ of
sanctions and lower oil prices. Growing familiarity with the sanctions regime will likely
help to achieve a small uptick in business relations between Russia and Europe as more
firms learn to operate agile business models, and forge new collaborative alliances with
Russian entities within the current risk environment.
This will be helped by the gradual improvement of the near-term growth prospects of
the Russian economy and consumer market, barring a dramatic fall in oil prices or new
security concerns.

SANCTIONS BAROMETER
The overwhelming majority of the expert panel expect ‘no’ or ‘little change’ to the
existing sanctions regime, and do not expect to see additional measures introduced
by the EU unless there is a significant change in the geopolitical and security environment in Syria, Ukraine or elsewhere. Given the Ukraine fatigue in European capitals,
some experts consider that there may be limited scope for relaxation of the sanctions
regime and one expert expresses a cautiously optimistic view of a marked change.
Moscow will remain keen to secure an end to existing sets of US and EU sanctions at
minimum or no cost. It will also closely watch discussions in Washington on the legislative amendment appended to the Iran sanctions bill. This amendment, if passed, will
codify existing sanctions against Russia, expand their scope to cover pipeline projects
and allow the US Congress to review attempts by the White House to alter them.
President Putin will be keen to engage with President Trump personally, starting with
a planned meeting at the July G20 summit, although he is aware that Trump cannot
easily reverse the current climate.
If Russian military activities in Ukraine (or elsewhere) significantly increase, there may
be more targeted sanctions introduced against individuals but no additional sectoral
measures are likely. Russia’s possible counter-sanctions would similarly be symbolic
against individuals. In the longer term, a shift in Moscow’s position on Ukraine may
result in lifting the sanctions, but this is unlikely in the foreseeable future.

“What are the prospects for EU sanctions being lifted?”

%

No change

Little change

20.0

53.3

No change

Little change

Limited change

Limited change
20.0

Marked change

Marked change
6.7

Serious change
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“What are the prospects for new sanctions being imposed?
In what form?”

%

No chance

Little chance

Modest chance

13.3

73.3

13.3

No chance

Little chance

Modest chance

Significant chance

Serious chance
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ECONOMY AND TRADE

SECTION 3

The Russian economy returned to growth at the end of 2016 after a deep recession
and is likely to continue growing slowly over the next few years. Growth projections
for 2017 range between 1.2% (EBRD), 1.4% (IMF) and 2% (Russian government), a similar
level of growth to the IMF’s forecasts for major European economies. Business activity
appears to have recovered and real wages will continue to rise, underpinning stronger
consumer activity. Early in 2017, industrial output rebounded and retail sales edged
upwards, but the unemployment rate remained at around 5.4%, only slightly higher
than the United Kingdom and Germany. Inflation levels have fallen just over its year-end
target of 4% (compared to 1.4% in Eurozone).

Deep structural reforms will be discussed but any implementation will not start until
after the presidential elections in 2018
Central Bank Governor Elvira Nabiullina has acknowledged that Russia cannot achieve
growth rates above 1.5-2.0% in coming years without major structural reforms, saying
that higher global oil prices would create only the “illusion” of recovery. Yet the shadow
economy, estimated at around 25-30% of GDP, will also contribute to improved consumer
confidence and spending.
Russia’s trade structure remains relatively unsophisticated and heavily dependent on
energy exports. Furthermore, the share of high tech products in manufacturing exports
has been falling since 2000. Despite a small increase, the share of information and
communication technology goods in total exports remains negligible.

Russia: Fixed investment and household consumption 2016-19
(% change year-on-year)

GDP

Household consumption

Fixed investment

3
2
1
0
-1
-2

2016

2017

2018

2019

2016

2017

2018

2019

2016

2017

2018

2019

Source: Central Bank of Russia

To avoid any risk to social and political stability, the government will resist economic
solutions that entail job losses or any significant curtailments of benefits before the
presidential election in March 2018. However, the lack of structural reforms will prevent
growth rates from returning to the level of the 2000s in the medium to long term. Weak
property rights, restrictions on investment in strategic sectors, an ageing labour force,
and poor infrastructure will all hamper the investment needed for an economic recovery.
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Trade between Russia and Europe will see a modest recovery in 2017-18
While economic sanctions had some impact on the Russian economy, the major
challenge since 2014 has been the dramatic fall in oil prices that tipped the economy
into recession and further depressed trade and investment.
The scale of Russia’s trade slump during 2013-16 dwarfed the global contraction of trade
in 2008-10. Total export values contracted to 54% of 2013 levels as prices for hydrocarbons fell to less than 40% of 2012 prices. The share of oil and gas exports by value in
total Russian goods exports fell from 70% (372 billion dollars) in 2013 to 47% (134 billion
dollars) in 2016.
Russian imports have been hit by two years of recession and the devaluation of the
ruble
Russian imports were hit not only by low energy prices, but also by two years of recession
in 2015-16, a significant decline in domestic demand, the devaluation of the ruble (despite
the CBR’s deployment of some 140 billion dollars in currency reserves to defend it) and
a related slump in state revenues, over half of which are derived from taxes and export
duties on oil and gas.
Nonetheless, while there has been some erosion of trade and investment since 2013 as a
result of corruption concerns and signs of protectionism in Russia, many European enterprises remain engaged in the economy. The German Committee on Eastern European
Economic Relations estimates that there are still 5,300 German companies in Russia
waiting for the expected upturn in its economic fortunes. This is reflected in the recovery
of German direct investment into Russia, which rose from 1.78 billion euros in 2015 to
1.95 billion euros in 2016.
Depressed imports are keeping Russia’s merchandise trade balance positive
The CBR’s baseline scenario envisages both exports and imports rising modestly in 2017,
producing a merchandise trade surplus of 94 billion dollars and an unchanged current
account surplus of 27 billion dollars. Net private capital outflow is projected to stay small,
at 18 billion dollars, partly because the earnings to feed the flow are limited. The result
will be a modest gain in Moscow’s gold and foreign exchange reserves.
Russia attracted only 4% of overall European exports outside of the EU in 2016 but
there is some scope for incremental growth
German-Russian trade has more than halved in value terms since 2012. In 2016, Russia
accounted for just 1.8% of German exports and 2.7% of German imports. By contrast,
Germany is the third-largest export market for Russia after the Netherlands and China,
taking 7.4% of total Russian exports. Germany is the second-largest source of Russian
imports after China, accounting for 11.2% of imported goods.
The key exchange between Europe and Russia is in natural resources and consumer
goods, and this will remain the case for some time as trade structures change very slowly.
Agriculture was another sector which enjoyed close ties before 2014, when it was hit by
Russia’s counter-sanctions on European food products and domestic import-substitution
policies.
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The current restrictions in Russia on public procurement prioritise domestic equivalents, particularly where they offer a strong alternative product, such as in heavy goods
vehicles and earth-moving equipment. Sanctions also affect dual-use machinery exports
from Europe. However, the current decline in machinery trade is largely due to the weak
investment environment in Russia rather than sanctions.
Once there is sustained economic recovery in Russia, this will support the import of
capital goods and technology services from Europe. For example, agriculture, one of
the best performing sectors in Russia, already benefits from European food processing
technology and machinery imported from Germany, Switzerland, France, and Italy.
Oil will remain central to Russia’s fragile economic recovery
Energy prices strongly influence the ruble/dollar exchange rate, federal budget revenues
and confidence in Russia generally. As a result, stability in the oil market, even more than
a spike in prices, is central to economic recovery and achieving an improved business
and investment climate in Russia that can attract European investors. Oil price stability
will also help the central bank to get close to its end-2017 target rate of 4% for annual
inflation.
However, the fall in the oil price below 50 dollars in March and again in May indicates
that the market is likely to remain volatile.
Energy relations will continue to dominate trade between Russia and Europe
The relationship between European energy poverty and Russian energy wealth has
become a core pillar of the political economy of Europe and is likely to continue despite
the current political mood to diversify away from Russian supplies.
Once the Russian economy is able to overcome the oil shock of 2014 and return close to
the performance levels of 2013, there is likely to be an upturn in imports of capital goods
from the EU. The key sectors that may see a marked growth in European participation
include oil and pipeline services as well as agriculture and retail. European car manufacturers in Russia are likely to ramp up their operations as the consumer market expands.
The emphasis on import substitution will be increasingly replaced by calls for
localisation
While the official rhetoric will endure, the appreciation of the ruble and lack of any large
and sustained increase in investment capital makes it hard for import substitution to
succeed outside the military industrial complex and parts of agriculture and pharmaceuticals sectors.
In the next 12-14 months, the Russian authorities will continue to move away from a
heavy focus on import substitution and instead encourage foreign firms to localise their
production and services, or part of them, in Russia. Doing so should help European
firms to benefit from the new opportunities in the recovering consumer market in Russia,
although strategic sectors of the economy will remain extremely hard to penetrate.
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Europe will remain central to the Russian economy, but Chinese investment activity
will increase over time
Although China’s investment stock in Russia is estimated at 13 billion dollars, putting it
close to Germany’s 16 billion dollars, the EU will remain central to Russia’s economic
activity. This is not surprising given the wariness in relations between Moscow and
Beijing, and it will take a period of sustained capital and investment flows from China to
reverse this trend. However, given the planned energy and infrastructure projects that
are part of China’s ‘One Belt One Road’ initiative, economic relations and the intensity
of exchanges between Russia and China could accelerate quickly.

ECONOMY AND TRADE BAROMETER
The success of the Russian authorities in managing the economic crisis is a source of
optimism for European investors. Despite improved economic prospects for the EU,
the growth rates in Europe for 2017-18 will remain at or below 2%, meaning limited
investment potential. Also, in the past two years, some European investors have
re-oriented their businesses and cut back resources dedicated to Russia – a process
that will take time to reverse. However, barring a sudden change in the macroeconomic and geopolitical environment, growing familiarity with the sanctions regime,
economic recovery and greater consumer spending will lead to a modest uptick in
business activity and re-invigorate investor appetite.
According to the majority of the experts interviewed, Russia’s import substitution policies will have limited impact overall, but will be visible in the agriculture,
defence manufacturing and pharmaceuticals industries. The Russian authorities
will shift emphasis from import substitution to calls for localisation by foreign firms.
Trade patterns between Russia and Europe are expected to remain unchanged in
the near-to-medium term, but some see a potential for a noticeable shift over time,
particularly toward Asia.

“Will there be a more permanent shift in the pattern of trade between
Russia and European countries?”

%

No shift

No shift

Modest shift

Noticeable shift

33.3

40.0

26.7

Modest shift

Noticeable shift

Significant shift

Serious shift
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“Will Russia’s import-substitution policies succeed (which sectors are
likely to be more successful)?”

%

No success

Modest success

Noticeable success

40.0

60.0

Modest success

Noticeable success

Major success

Serious success
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INVESTMENT

SECTION 4

Although European investors will have short-term concerns about geopolitical tensions
and the current state of the economy, Europe will continue to be the leading investment partner for Russia going forward. For European investors seeking growth and
diversification opportunities, Russia represents a familiar, albeit volatile, market in which
low-priced assets can present attractive investment opportunities. For Russian firms,
investing in Europe, particularly its developing economies where Russian expertise
can be significant, offers an important platform for subsequent international expansion.

Investment will increase if oil prices remain stable and geopolitical risks are contained
While the level of investment between Europe and Russia has improved compared with
2014-15, further increases are likely to be incremental.
As of October 2016, European investors accounted for approximately 300 billion dollars
of Russian FDI stock (around 75% of the total). For the last two years, the total volume
grew by only 7% from 281 billion dollars as of December 2014.
During the same period the accumulated volume of Russian FDI into the EU decreased
by 2% from 289 billion dollars in December 2014 to 284 billion dollars in October 2016.
This decline is largely accounted for by the repatriation of funds rather than actual
disinvestment.
FDI flows remain heavily affected by round-tripping by Russian investors who move
money back into Russia via EU tax jurisdictions such as Cyprus, the Netherlands and
Ireland. De-offshorisation policies introduced by the Russian government may partly
restrict the flow of capital around Europe, however.
The government will step up efforts to attract FDI into Russia but political issues and
uncertainties will weigh on investor sentiment
The Russian government will step up its efforts to attract FDI by removing legal and
administrative barriers and providing tax incentives to international investors. This will
be important because the prospect of further Russian attempts to influence European
elections over the next 18 months means that investors in Russia must contend with a
significant level of reputational risk, as well as the possibility that another geopolitical
event could trigger new demands for sanctions.
European investors should look for opportunities in Russia’s regions, especially those
with efficient governance
The west of the country has long been the focus of European investment in Russia.
Leningrad Oblast and the republic of Tatarstan have already seen high levels of foreign
investment, and will remain an attractive destination for investors. Car production, ferrous
metallurgy and the manufacturing of electronic products have attracted significant
investment into Kaluga Oblast, which has a strong record of foreign investment in the
auto sector from companies like Volkswagen and Volvo. Samsung set up a consumer
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electronics operation in the oblast’s Liudinovo Special Economic Zone in 2008 and this
is now servicing the Russian market as well as Belarus, Ukraine and Kazakhstan.
Voronezh Oblast has also been successful in attracting investment, primarily into
agriculture and industrial production. The three largest investment projects there
involve Eurocement Holding’s 379-million-dollar investment into cement production
(Switzerland), Tonies Fleisch’s 246 million dollar investment into livestock (Germany)
and Decathlon’s 131 million dollar trade-related investment (France). Incoming European
investors include IKEA with a planned 164 million dollar investment and Germany’s
Bionorica with a pharmaceuticals plant worth 42 million dollars.
The size of Russia’s consumer market will continue to be a major prize for European
firms
Russia’s consumer market of 147 million people is a potentially lucrative target, and
certainly more accessible than the many strategic sectors of the economy which remain
closed to foreign investment. Urban areas show particularly strong interest in European
goods and services, as the perception that most successful products originate abroad
plays to the advantage of European companies. Sales of such products should increase
substantially once the economy enters a stable growth trajectory and consumers start
making purchases that were postponed during the crisis years. However, given the
current economic climate, any quick surge in consumer demand is unlikely in the short
term.
European investment will come from countries with existing close ties to Russia
At the end of 2016, German investment in Russia totalled more than 16 billion dollars in
equity, debt and reinvested earnings. The corresponding Italian investment amounted
to approximately 1.2 billion dollars.
The Ministry of Economic Development estimates that around 6,000 companies with
German capital operate in Russia, employing 70,000 Russians. Most German investment
is in manufacturing, but investors have also expressed interest in infrastructure projects,
such as the Moscow-Kazan high speed railway.
In 2017-18, the Special Investment Contract (SIC) legal framework, which gives foreign
investors the same rights as domestic firms so long as they can show a sufficient degree
of local production, may give a further boost to German investment into Russia. Two
German companies, CLAAS and DMG-Mori, which provide harvesting equipment and
machine tools, have already signed such contracts and seven more are preparing to
do so.
Increased competition within Russia makes the market more challenging
The economic difficulties of the past few years have forced the Russian government to
withdraw traditional levels of support from firms that perform poorly. This has encouraged market consolidation among a smaller number of stronger and more advanced
companies. Until levels of consumer demand begin to rise on the back of an economic
recovery, these relatively streamlined enterprises will provide tough competition for
European firms entering the Russian market.
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INVESTMENT BAROMETER
The expert panel agrees that the growing familiarity with the sanctions regime and
better-than-expected economic recovery will lead to a modest uptick in business and
investment activity. The purchasing power and overall consumer and investor confidence will improve, although any change will be incremental. The Russian consumer
market will continue to attract investors despite its volatility, but any significant surge
in demand will take time.
Business and finance specialists are largely optimistic about the prospects for
improved investment levels, with almost half expecting a noticeable or significant
change if there is no major political and economic disruption. However, the modest
pace of investment growth in Russia will mean that GDP will grow slower than in
previous economic recoveries.
Chinese or other investors will not supplant Europeans in Russia in the near term, but
there may be a more noticeable shift in the long term. Russia-China trade will increase
over time largely due to energy exports, but Europe will remain one of Russia’s key
trading partners for the foreseeable future. In most sectors Chinese and European
investors are not mutually exclusive as they offer a different mix of technology and
skill sets.

“Will investment levels increase between Russia and Europe?”

No increase
%

Little increase

Noticeable increase

46.7

33.3

6.7

No increase

Little increase

Noticeable increase

Significant increase
13.3

Significant increase

Serious increase

“Will Chinese or other investors supplant Europeans in Russia?”

Little shift

Modest shift

60.0

40.0

%

No shift

Little shift

Modest shift

Marked shift

Major shift
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FINANCE AND BANKING

SECTION 5

Living standards in Russia will recover gradually as inflation falls and real disposable
incomes halt their decline. Low inflation will allow the CBR to continue lowering its key
interest rate from the current 9%, which will, in turn, cause a modest weakening of the
ruble and moderate the rising import levels. Net private capital outflow is projected to
stay small, at 18 billion dollars, partly because the earnings to feed the flow are limited.
The result will be a modest gain in gold and foreign exchange reserves. European
investors will most likely seek financing from their home countries rather than from
Russian banks.

Sustaining public finances will require prudent policies
The federal budget deficit is expected to narrow from 4% to 3% this year, dropping to
2% in 2018 and 1% in 2019. This will be achieved partly through a moderate increase in
revenues, but mostly through cuts in expenditure, which is projected to fall to 16.2% of
GDP in 2019 from 19.8% in 2016. Russia’s federal budget deficit is fairly high in an international context; European Commission rules prohibit EU member states from running
deficits over 3%, although several have over the last two years, including Spain and
Portugal.
The progressive budget consolidation planned over the next three years is intended to
facilitate a smooth economic adjustment, containing inflation and offering businesses
greater predictability as well as possibly lower long-term interest rates.

Russian federal budget, 2015-19
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Stock market activity improves
Foreign participants accounted for 45% of all equity transactions by volume on the
Moscow Stock Exchange (MOEX) in 2016, compared with 40% in 2013, although some
of the trading involves offshore companies belonging to Russian beneficiaries. MOEX
ranks 25th among the world’s stock exchanges by equity trade volume. It has around
245 securities, compared with 3,541 offered on the Japan Exchange. In 2016, its trading
volume accounted for 129 billion dollars compared with the 17,318 billion dollars achieved
by New York’s ICE & NYSE.
The Russian Direct Investment Fund has been attracting foreign companies as well as
sovereign and investment funds into the Russian stock market for the last five years. Most
recently, it facilitated retail chain Detsky Mir’s initial public offering (IPO), which attracted
bidders from the US and Europe. However, the two large privatisations, involving
Bashneft and then Rosneft in 2017, were conducted away from the stock market as the
large size of the equity offer and the need to bring in strategic investors precluded a
public offering of shares.
Under more benign market conditions, more initial and secondary public offerings are
possible, including the long-awaited privatisations of Sovcomflot and VTB bank, although
the latter would require sanctions affecting the financial sector to be lifted. Russian gold
miner Polyus, Moscow Credit Bank, Group En+ and Sberbank Pension Fund are all
reportedly preparing for share offerings before the end of 2017.
Rising domestic debt
Government borrowing is projected to increase from an estimated 582 billion rubles
in 2016 to 1.02 trillion in 2017, 975 billion in 2018 and 1.02 trillion in 2019. The volume
of external government debt will remain at the 2016 level of 3.6 trillion rubles, while
domestic government debt will grow by an estimated 24% to reach 16.7 trillion rubles
in 2019.
In the short run, additional government borrowing is expected to add liquidity to domestic
financial markets and establish useful benchmarks for corporate borrowing. But over
time, the increased cost of servicing the debt will weigh on the budget.
With concern about Russia’s regional debt increasing, longer-term stability will
require prudent management
Total aggregate debt held by the regions increased by 35% to 2.4 trillion rubles between
January 2013 and January 2017, driven largely by a dependence on high-interest bank
loans used to finance budget deficits. The growing risk of insolvency among the regions
threatens national stability and will require action from the central government.
Moscow will counter this risk with further federal subsidies to the regions, measures to
reduce the costs of bank borrowing and, for the most financially stable regions, assistance with bond issuance. Debt management will be reinforced with new measures to
monitor indebtedness.
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Russia: Fixed investment and household consumption 2016-19
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The federal government has historically managed the wide variation in income levels
by transfers from better performers to poorer regions. Net donors to the federal budget
include Moscow, Tatarstan, Sakhalin, Yamalo-Nenetsk and other resource-rich regions.
However, donor regions may become increasingly vocal in complaining about having
to bail out the rest.
Banks are likely to expand their regional loan portfolios, which provide them with high
returns while the credit risk is mitigated by the sub-sovereign status of the borrowing
entities. However, only the more financially viable regions will be able to borrow from
banks, and maturity on extended loans is likely to be short at three years or less.
Recent public sector pay rises may further hurt local budgets. Regional administrations
will demand more transfers from the central government to cover costs, and the austerityminded finance and economy ministries are likely to resist. Public servants included in
President Putin’s 2012 ‘May decrees’ will be less impressed as their salary rises have
already been partly overtaken by inflation.
Drawdown on reserves have moderated
Foreign exchange reserves have increased in the first half of the year, rising above
400 billion dollars for the first time since 2014. These reserves will rise slowly from their
current level if oil prices remain above 50 dollars per barrel.
The Reserve Fund, currently standing at around 16 billion dollars, was not drawn on by
the government in January-May 2017. If oil prices remain at present levels and additional
privatisations take place, the fund may remain untouched in 2017. The uncommitted
portion of the National Welfare Fund is now equivalent to about 4.0% of GDP, and, if
necessary, could be drawn down to about 2.8% of GDP. The fund has about 72 billion
dollars in assets. In comparison, Norway’s sovereign wealth fund is estimated at 940
billion dollars.
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FINANCE AND BANKING BAROMETER
The strong state presence in the Russian banking sector will continue to protect it
against insolvency, and any significant non-payment of Russian corporate debt to
European institutions is unlikely. The experts agree that a significant change in the
price of oil, in either direction, would alter these projections.
A key concern remains the rising debt of Russia’s regions, which means that redistribution of income from donor regions to poor performers will likely cause tensions.
In the longer term, the Kremlin will need to make difficult but necessary structural
changes to ensure regions can find ways to meet debt payments.

“Will the Russian government face a cash crunch that impacts Russia’s
banking sector and consumer spending?”

%

No

Unlikely

Modest chance

6.7

73.3

20.0

No

Unlikely

Modest chance

Likely

Highly likely

“Will European creditors to Russian corporates face difficulties with
re-payments resulting in a further increase of non-performing loans?”

%

No

Unlikely

13.3

86.7

No

Unlikely

Modest chance

Likely

Highly likely
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ENERGY

SECTION 6

Energy relations between Europe and Russia will remain broadly static in 2017-18, but
there is scope for improvement. Overall, the rebalancing of the oil market may not
take place until early 2018. Gas will continue to be a buyers’ market. Gazprom will
accept some price reductions to maintain market share, and will remain committed to
building the Nord Stream 2 pipeline between Russia and Germany through the Baltic
Sea. The project aims to double the capacity of the existing Nord Stream pipeline and
increase Russia’s influence on the European energy market. The European Commission
is unlikely to halt the project on legal grounds, even though several EU member states
strongly oppose the project. The final decision will be made in Berlin, where Chancellor
Merkel is facing domestic opposition on the issue from her political rivals.

European demand for natural gas should remain firm
European demand for natural gas has grown over the last two years following slightly
colder winters. The emphasis on reducing coal usage to meet carbon reduction targets,
as well as higher coal prices and nuclear outages in France, have also increased the
demand for natural gas as an alternative source of fuel in power generation.
Meanwhile, European natural gas production is set to remain constant or decrease,
making diversification away from relatively low-cost Russian gas supplies less likely at
least in the next five years. The United Kingdom, the Netherlands and Norway are the
main sources of natural gas within Europe.
Developments over the next year could indicate how energy relations may play out
over the longer-term. These possible indicators include whether Norway will be able
to continue increasing production of natural gas despite declining production in many
older fields, and whether Dutch supplies of natural gas become limited by a government-imposed export cap. The UK supply from the North Sea is likely to remain static
to 2020 and then decline.
Unless there is a major political disruption, significant European diversification away
from Russian energy supplies is not likely
Russia’s energy supply chains to Europe are well established and statements from
European politicians regarding diversification objectives are unlikely to become a reality
in the medium term. This is due to the size of European demand and then the fact that
it is European energy companies, rather than governments, that are actually purchasing
Russian gas. Subsidies would be necessary to make up for the cost difference between
relatively inexpensive Russian supplies and more expensive substitutes.
For Europe, the question is simple: if natural gas does not come from Gazprom, where
will it come from and at what cost? In terms of pipeline supplies, Algeria is unlikely to be
able to increase production despite increasing domestic demand. Additional supplies
could come from Azerbaijan in 2020 via the new Trans Adriatic pipeline (TAP) now under
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construction but the maximum volume it will carry is not significant in a pan-European
context. Elsewhere, the Kurdish region of northern Iraq, Iran, and Turkmenistan do not
have the infrastructure in place to sell more natural gas to Europe.
Gazprom is well placed to provide natural gas through its huge infrastructure and spare
upstream capacity. It has more than 160bcm per year in spare capacity that could go
to the European market. This is almost double the existing supply, an illustration of the
current extent of Russian capacity.
Liquified Natural Gas (LNG) is one source able to increase Europe’s diversity of supply,
but in the long term global market dynamics may ultimately favour Russia
There is spare capacity in many LNG import terminals around the coast of Europe. Global
LNG production is set to increase rapidly during the next two years with a number of
new projects in the USA and Australia coming on stream. Much of this new production
should be absorbed by growing demand in Asian and South American markets but any
surplus supplies will head for Europe. This means that the amount of extra LNG available
to go to Europe is largely dependent on the rate of growth of Asian demand. If growth
in Asia is slow, there could be a considerable glut of LNG arriving in Europe over the
2018-2021 period, reducing Russia’s market share and/or price. However, even in this
case, the oversupply is expected to be relatively short lived and Russian pricing power
should re-exert itself in the early 2020s.
In 2016, China imported more Russian than Saudi oil for the first time. Russian exports
totalled an average of 1.05 million barrels per day (bpd), a 24% year-on-year increase,
whereas Saudi crude sales to China increased by under 1% to 1.02 million bpd.
The Russian success is due in large part to Beijing’s 2015 decision to allow smaller
independently owned refineries to import their own crude, spurring strong growth in
Chinese imports in 2016. The proximity of Siberian oil fields and pipelines to China gives
Russia logistical advantages over Saudi Arabia which it will exploit to meet any additional
Chinese demand, including from independent refineries. Plans to expand flows through
the East Siberia-Pacific Ocean pipeline in 2017 remain on target. However, given China’s
efforts to diversify its energy imports, Russian supplies will only take a relatively small
share of the Chinese market.
In the Arctic, Russia has moved more quickly than the West to assert its claims, due to
concerns over energy resources and security. The Arctic will likely be on the agenda of
the forthcoming Putin-Trump meeting on the fringes of the G20 Summit in Hamburg. Both
sides will attempt to make more effort to calm tensions and showcase some cooperation.
The outcome of the EU anti-trust case against Gazprom will provide an important
indicator of how energy relations will develop
The anti-trust case is related to alleged uncompetitive practices by Gazprom in up to
eight Central and Eastern European EU countries. A settlement that covered pricing
arrangements and the removal of destination clauses in contracts, as well as access to
pipelines, could see gas contracts become more flexible and Russian gas flow more
easily between EU states. More competitive pricing should reduce costs for at least some
European states and could increase the competitiveness of gas versus coal.
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Poland and other East European countries may challenge such a settlement as too
favourable to Russia, and argue that some financial penalty should be imposed. If these
objections cannot be resolved, the case could be referred to the European Court of
Justice and would continue to be a sticking point in political relations between Russia
and Europe for a prolonged period.
German elections will provide an important indicator for the future of Nord Stream 2
Constituencies within Germany are split: some want to lessen dependence on both
natural gas and Russia. Others see natural gas as essential and believe Russia is an
important partner going forward.
There is broader opposition to Nord Stream 2 from Poland and some other Eastern
European states. This is because the pipeline would lessen the importance of Ukraine to
Europe. Various European countries are interested in ensuring that at least some Russian
gas continues to flow through Ukraine after the expiration of the current contracts in 2019.
Russia’s long-term energy policy goals involves building pipelines to bypass Ukraine.
Ultimately, Nord Stream 2 is likely to move forward, but completion remains unlikely
before the end of 2020.
European investors will find it difficult to enter the Russian energy market but a right
mix of technology and skill sets may provide some opportunities
LNG terminals and LNG bunkering (providing LNG fuel for shipping), particularly around
the Baltic Sea, could be a possibility for investors. Such ventures are at an early stage
but opportunities do exist.
Russian investors in European energy are most likely to favour upstream oil and gas,
petroleum retail and potentially conventional thermal power stations. All of these sectors
are seen to be in decline but could represent value opportunities as majors seek to
rationalise their portfolios. Any decision to invest could face significant political hurdles,
however.
Russia makes foreign investment in the strategic sector of upstream energy production
extremely difficult unless an investor can offer technology transfers and other capabilities. One example is the Yamal LNG project between Novatek and French and Chinese
investors. Yamal, in the Siberian Arctic, is enhancing an already strong position as a
global gas exporter with the establishment of LNG production, an area in which Russia
previously had limited expertise. Yamal LNG looks set to start producing and exporting
on schedule in late 2017, and Novatek will turn to its next project, Arctic LNG-2, on the
adjacent Gyda peninsula. The Yamal LNG project weakens Gazprom’s monopoly on
gas exports and shows the Kremlin’s willingness to accommodate private companies
such as Novatek that can demonstrate success. Novatek’s current failure to acquire four
Gazprom fields on the Yamal peninsula will not deter it. Gazprom’s Yamal production,
with gas transported by pipeline, is intended to replace ageing western Siberian fields.
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Current market conditions do not easily support the development of other LNG projects,
although this could change in the next two years. Yamal LNG’s successful start suggests
that Novatek bids to develop other LNG sites will receive a favourable hearing. As a
result, if the LNG sector expands in Russia, foreign investors are likely to see opportunities, probably on a minority stake-holder basis, if they can bring financing, project
management, and other technical skills.
A move away from nuclear and coal power generation within Europe is a concern for
Russia, though significant policy changes are not expected in the next year
Nuclear energy is being downgraded within Europe. In May, Switzerland voted to ban
the construction of new nuclear power plants. Nuclear had accounted for up to 35% of
Switzerland’s energy output, but the Swiss now plan to boost solar, wind, biomass, and
geothermal energy production to 11,400 gigawatt hours by 2035 through increased
subsidies for providers.
Germany also aims to phase out nuclear power by 2022, while nuclear power projects
are expected to face greater opposition in France following the appointment of Nicholas
Hulot as energy minister in May, who is a critic of nuclear energy. The United Kingdom’s
Hinkley Point project will move forward, as will the Russia designed nuclear power plant
in northern Finland.
This move away from nuclear power and greater focus on renewables is a concern for
Russia, which is strong in the construction of nuclear plants. The amount of renewable
energy coming online is increasing, pushing down prices for traditional fossil fuels.
However, radical policy changes are not expected in the next year.
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ENERGY BAROMETER
The June agreement between BP and Rosneft to bring more gas from Russia into
Europe, Novatek’s partnership with French and Chinese investors on the Yamal
LNG project, and the likely conclusion of the EU competition inquiry that hampered
relations point to a more optimistic outlook for Russia–Europe energy ties. European
investors wanting to enter the Russian energy market will find it difficult unless they
offer the right mix of technology and skill sets.
Despite some progress in diversifying away from Russian energy supplies, the energy
and business experts interviewed expect European demand for natural gas to remain
firm. Unless there is a major disruption, this will largely benefit Russia as indigenous
supplies decline in Europe. Politics and security experts see some scope for noticeable (or significant) change in Europe’s diversification efforts, but any change will be
slow and incremental. However, the pace at which demand grows, any changes to
the level of shale production, and the extent to which Russia maintains its market
share in Europe (and extends it in Asia) may alter these projections and impact the
longer-term energy landscape.

“In the next five years, will Europe succeed in reducing dependence
on Russia for natural gas imports?”
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“Will European investment in Russia’s oil and gas sector increase
(under the current sanctions regime)?”
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