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Ukraine-Russia: tensions will continue in 2016

Yigit Engin, Alvaro Ortiz and Tomasa Rodrigo. BBVA Cross Emerging Markets Unit and Garanti Economics

As 2015 was coming to a close, the relationship between Russia and Ukraine worsened after a convulse year
with continuous ups and downs. The ongoing economic and geopolitical tensions between them have
intensified during the last month owing to the suspension of Ukrainian electricity supplies to Crimea, the
Ukraine-EU free trade agreement, the Russian restrictions on agricultural imports from Ukraine, the growing
disputes over natural gas pricing as well as the possible Russian implication on the cyber-attack in Western
Ukraine, which caused a blackout in the area. Since last month, there has also been a revival of the conflict
in Eastern Ukraine with further risk of escalation, leading the Minsk Il agreement to be extended into 2016.

Conflict in Eastern Ukraine resumed in the last weeks with growing risks of escalating ...
BBVA Research Ukraine-Russia Conflict Intensity Index 2013-16
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Source: www.gdelt.org and BBVA Research have been marked by the intensification of the
conflict in Eastern Ukraine after two months of
relative calm given the Russian shift strategy to the
Middle East and a worsening in the geopolitical
and economic relationships between Russia and
Eruption of Ukraine.
protests and Fighting has recently escalated along the
frontline in eastern Ukraine and it is likely to
intensify. Russian-backed separatists strengthened
attacks using heavy weapons on major flashpoints
in Donetsk showing Moscow's intent to continue
L destabilizing Ukraine after a two months
Low N operational pause. The Ukrainian armed forces
have also increased their offensive and the
concentration of equipment and manpower in the
§S  grea, signaling a potential escalation in the short
ﬁﬁﬁﬁﬁﬁﬁﬁﬁﬁﬁﬁﬁﬁﬁﬁﬁﬁﬁﬁﬁﬁﬁﬁﬁﬁﬁﬁﬁ 52 term.
The recent events highlight once again the failure
to advance the political requisites of the Minsk Il agreement and the difficulty to move toward a lasting resolution
of the conflict. Thus, the leaders of Ukraine, Russia, France, and Germany agreed to prolong the
unimplemented February 2015 Minsk Il agreement into 2016. Moscow's failure to implement the Minsk I
peace process also led the EU at the end of December to prolong economic sanctions against Russia until the
end of July 2016.
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... together with increasing economic tensions between Russia and Ukraine...

The economic integration between Ukraine and Russia continues deteriorating with major risks to further
weaken in the coming months. Some critical developments during the last weeks support it:

- The revival of tensions between both countries resumed at the end of November with the disruption of
electricity supplies from the Ukrainian mainland to Crimea after Ukrainian radicals demolished the power lines
serving the peninsula. With around 70% of the region's electricity coming from Ukraine, Moscow will be forced to
speed up the construction of its energy bridge, which will bring electricity from Russia to Crimea.

- Ukraine blamed Russia of launching an unprecedented cyber-attack on a power grid in Western Ukraine
causing a severe blackout in the area as retaliation for the disruption of power supplies to Crimea. If confirmed,
it would mark a new era in the conflict which reinforces Russia's threats through unconventional modes of war.

- Economic disputes escalated between both countries over natural gas pricing. Ukraine has slashed its imports
of Russian natural gas and announced an end to all imports of natural gas from Russia, arguing it could find
cheaper supply from Europe.

- Ukraine imposed moratorium on debt payments of $3 bn Eurobond to Russia. The default exacerbated
tensions with Russia which took legal actions against Ukraine to recover the funds.

- The EU and Ukraine have started a Free Trade Agreement. The Ukraine's rapprochement to the West led
Russia to cancel free-trade zone with Ukraine and restrict all Ukrainian agricultural exports to Russia as
retaliation, seriously downgrading bilateral trade relations between both, which has fallen steeply since 2011
(from $50.6 bn to $12.5 bn in the first ten months of 2015).

... complicating the panorama for 2016

The ongoing economic and geopolitical tensions during the last month between both countries put into
question the traditional high level of economic integration between them and signal a deadlock in their
relationship with the potential to weaken over time. It introduces new challenges in both economies and
makes even harder to find a solution to the conflict, which seems likely to drag on over 2016.
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DISCLAIMER

This document has been prepared by BBVA Research Department, it is provided for information purposes only and expresses
data, opinions or estimations regarding the date of issue of the report, prepared by BBVA or obtained from or based on
sources we consider to be reliable, and have not been independently verified by BBVA. Therefore, BBVA offers no warranty,
either express or implicit, regarding its accuracy, integrity or correctness.

Estimations this document may contain have been undertaken according to generally accepted methodologies and should be
considered as forecasts or projections. Results obtained in the past, either positive or negative, are no guarantee of future
performance.

This document and its contents are subject to changes without prior notice depending on variables such as the economic
context or market fluctuations. BBVA is not responsible for updating these contents or for giving notice of such changes.
BBVA accepts no liability for any loss, direct or indirect, that may result from the use of this document or its contents.

This document and its contents do not constitute an offer, invitation or solicitation to purchase, divest or enter into any
interest in financial assets or instruments. Neither shall this document nor its contents form the basis of any contract,
commitment or decision of any kind.

In regard to investment in financial assets related to economic variables this document may cover, readers should be aware
that under no circumstances should they base their investment decisions in the information contained in this document.
Those persons or entities offering investment products to these potential investors are legally required to provide the
information needed for them to take an appropriate investment decision.

The content of this document is protected by intellectual property laws. It is forbidden its reproduction, transformation,
distribution, public communication, making available, extraction, reuse, forwarding or use of any nature by any means or
process, except in cases where it is legally permitted or expressly authorized by BBVA.



