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Abstract

What are the economic effects of the Ukraine war for Ukraine, Russia, and the rest
of Europe? In this study, the Vienna Institute for International Economic Studies
(wiiw) sheds light on the immediate consequences on the one hand, but also on the
medium-term structural changes caused by the largest armed conflict in Europe
since the Second World War. The Russian invasion of Ukraine has triggered a
humanitarian crisis. Pre-war, almost 19 m people lived in those regions that are
currently directly affected. Refugee inflows to the rest of Europe are likely to be at
least three times greater than in 2015/2016. As Black Sea ports come under Russian
assault, Ukraine has lost its ability to sell more than half of its exports, primarily
agricultural commodities and metals. Western financial support will become ever
more important as the war continues. Turning to Russia, sanctions will have a very
serious impact on that country’s economy and financial sector. Despite being partly
hamstrung by the fact that a large proportion of Russian reserve assets are frozen
in the EU and G7, the central bank managed to stabilise financial markets by a
combination of confidence-building and hard-steering measures: capital controls,
FX controls, regulatory easing for financial institutions, and a doubling of the key
policy rate. The medium-term and long-term outlook is negative. As a result of the
war and the sanctions, the rest of Europe faces a surge in already high inflation;
this will weigh on real incomes and will depress economic growth. Many European
countries rely heavily on Russia for oil and gas imports: import shares are over 75%
in Czechia, Latvia, Hungary, Slovakia, and Bulgaria with respect to natural gas;
Slovakia, Lithuania, Poland, and Finland with respect to oil and petroleum; and
Cyprus, Estonia, Latvia, Denmark, Lithuania, Greece, and Bulgaria with respect to
solid fuels. Aside from energy, the fallout via trade for the rest of Europe is likely
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to be small. Non-energy trade and investment links between Russia and many
European countries have declined in importance since 2013. There are four main
areas of structural change and lasting impact for the EU (and Europe more broadly)
as a result of Russia’s invasion of Ukraine. First, the EU will get more serious about
defence. Second, the green transition will gather pace. Third, broader Eurasian
economic integration will be unwound. And fourth, the EU accession prospects for
countries in Southeast Europe could (and should) improve.

Keywords Ukraine - Russia - EU - US - Sanctions - Energy - CEE - F51 - E31

JEL Classification F51 - E31

1 Introduction: the end of an illusion

Like 11 September 2001, 24 February 2022 may well be a day when the world
changed irrevocably. Although Russia (and before it the Soviet Union) has
launched many military incursions into its so-called near abroad, the invasion of
Ukraine marks a paradigm shift in European security, from which it seems likely
there will be no going back.

It is probably fair to say that much of the media and analytical coverage still
underestimates how long this crisis could last, and how much of a structural
change it will bring about — militarily, but also geopolitically, economically, and
financially. This is a potential watershed moment in European defence. Never
before has the EU given money to a country at war for it to use to buy weapons.
And Germany seems, after several generations, ready to again become a ‘normal’
country in military terms, having already announced plans to significantly ramp up
its defence spending.

Russia’s attack on Ukraine marked the start of warfare in Europe on a scale
not seen since the Balkan wars of the 1990s. Many people have already died,
and as Russia has launched apparently increasingly indiscriminate artillery and
missile attacks on major cities, the death toll is rising dramatically. What was
unimaginable a few weeks ago is now happening. TV pictures show an already
high level of human suffering in Ukraine. Although it is impossible to calculate the
odds properly, the risks of a major nuclear incident in Europe seem as high as they
have been for several decades.

In this paper, we do two main things. First, we attempt to quantify and analyse
the immediate macroeconomic and financial impact of the invasion, and the ensuing
sanctions, on Ukraine, Russia, and the rest of Europe. And second, we look ahead to
the medium term, and make an initial attempt to understand the structural changes that
the invasion will bring about.
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2 Short-term measurable impact and projections
2.1 Ukraine
2.1.1 Humanitarian impact

The decision by the Kremlin to launch a full-scale military campaign caused a mas-
sive deterioration in the humanitarian situation in Ukraine. Historically, the greatest
detrimental impact of wars has not been the direct destruction of capital goods, but
the collateral damage arising from them: disruption of public services, interruption
of production chains, and market disintegration amid uncertainty. And, in the event
of massive refugee flows, significant loss of human capital. In the modern era, this
damage can be significantly reduced if one manages to avoid armed warfare in urban
areas. Unfortunately, this is rarely the case.

After 3 months of fighting, the Russian armed forces had not managed to cut the
Ukraine armed forces off from the major Ukrainian cities, except Kherson and Mar-
iupol. With defending positions being set up inside the cities, the Russian armed
forces started to engage in urban warfare, which will cause massive collateral dam-
age to critical civilian infrastructure: water and heat supply systems, electricity
grids, and sewerage. With this damage to the infrastructure, the urban population
faces a high risk of starvation, the spread of disease, and a rapid deterioration in its
physical and mental health. Prior to the war, 70% of the Ukrainian population lived
in urban areas in the government-controlled zone.

Assuming that the Russian armed forces do not try to occupy the most westerly
regions of Ukraine,' we put the upper bound of persons at risk of hostilities at 29 m,
with 20 m located in the regions where the Russian armed forces have at some point
had partial or full territorial control (Fig. 1).

About 10% of the population belong to the high-risk group: young children and
the elderly are less mobile, which reduces the odds of their survival in a besieged
city. The evacuation of this social group to safe regions should be the top priority for
the authorities and non-governmental organisations (NGOs). The scale and severity
of the humanitarian crisis will depend largely on the duration of the urban combat
and the scope of application of heavy arms: artillery, multiple rocket launchers, and
air strikes.

Modern conflicts provide little quantitative guidance on this score, due to the
high level of variation. As Table 6 in the Annex shows, the duration of the most
recent large-scale urban battles has varied enormously — from 6 days during the
US takeover of Baghdad up to 1,425 days during the siege of Sarajevo. The dura-
tion does not correlate with easily observable characteristics of cities, such as size
or population density. Qualitative evidence suggests that a swift frontal assault

! We assume low likelihood of Russian armed forces incursion into the following regions: Vinnytsia,
Volyn, Zakarpattia, Ivano-Frankivsk, Lviv, Rivne, Ternopil, Khmelnytskyi, and Chernivtsi oblasts. We
assume high likelihood of armed assaults for the following regions where the Russian armed forces is
currently not present: Dnipropetrovsk, Kirovohrad, Odesa, Poltava, and Cherkasy oblasts.
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could be successful, if the defending forces are poorly prepared and if the attacker
manages to neutralise the leadership quickly, as happened in the Battle of Baghdad
(Fiore, 2019). Yet it is a risky strategy?; and except for around Kherson, the Russian
armed forces is currently facing stiff resistance in the major urban areas. Evidence
from the Balkan wars suggests that superiority in infantry and arms does not guaran-
tee a quick and decisive victory over a besieged city (see Box 1 in the Annex). The
organisation and existence of routes to supply the defenders appear to be of great
importance, yet this is hard to evaluate ex ante: it depends on developments on the
battlefield.

The battle around Mariupol provides a classic example of what happens when the
bulk of the population is trapped in a city, the defenders display stiff resistance, and
the attackers lack high-precision weapons to knock out the defenders’ strongholds.
For about 2 months, the 400,000 population of the city were trapped inside the city
with little-to-zero access to electricity, water, sewerage, and heating during a winter
season (UNOCHA, 2022b). This typically leads to a high probability of death from
starvation, frostbite, and disease. Due to collapse of public services and restricted
access to the city up to date, there are still no reliable estimates of civilian fatalities
during the siege of the city.

2.1.2 Economic impact

The indiscriminate bombardment of residential areas by the Russian armed forces
has led to the destruction of large parts of the infrastructure and buildings in those
regions of the Ukraine that have come under attack (see Fig. 2 and Fig. 3). Accord-
ing to estimates by the Kyiv School of Economics’ KSE Institute as of March 24th,
at least 411 educational institutions, 36 healthcare facilities, 1,600 residential build-
ings, 26 factories, and 6 thermal power plants/hydroelectric power plants were dam-
aged during the first 3 weeks of the war. In addition, there was damage to more
than 15,000 km of roads, 5,000 km of railways, 15 airports, and 350 bridges and
overpasses. The total value of damaged/destroyed objects is estimated to be about
USD 62.6bn.> However, the cost of repairs is likely to be much higher, as it will be
necessary to knock down the destroyed buildings/structures and rebuild a significant
number of them from scratch.

Assessments performed for individual settlements based on satellite imagery
show that the average rate of damaged building to total buildings stood at about
22%. What stands out is that proximity of a settlement to the ‘frontline’ does not
explain the variation. What seems to matter more is how long the area was contested
and the intensity of application of heavy arms. For instance, Irpin was directly at
the frontier of Russian territorial control during the RAF advancement to Kyiv and
experienced intense fights and artillery shelling for about a month. At the same time,
Kharkiv experienced less damage because Russian forces abandoned attempts to

2 As the First Battle of Grozny demonstrated, however, this approach carries high risks and is unlikely to
succeed against motivated defence forces (Thomas, 1999).
3 https://interfax.com.ua/news/general/814999.html
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Fig. 1 Exposed population
groups, million. Note: Potential
warfare regions are defined as

Total

regions that contain pa_rt of the Current and potential warfare regions
river Dnipro on their territory,
plus Odesa, but that so far have Current warfare regions

not witnessed a mass Russian
armed forces presence. See the
precise list in Table 8. Source:
Ukrstat, UNOCHA, own calcu-
lations

Current warfare regions: urban

Current warfare regions, urban: age under 15 / over 64

seize Kharkiv in the first weeks of fighting despite being at the edge of the Ukrain-
ian territorial control for about 2 months.

Economic activity has practically ceased in these regions, apart from the main-
tenance of public utilities, basic retail trade, and medical services, where possible.
Finance Minister Serhiy Marchenko estimates that by mid-March 2022, the Russian
invasion had forced 30% of the economy to stop working. According to a survey
conducted by the European Business Association in Ukraine on 14 March 2022,
42% of small and medium-sized enterprises (SMEs) had completely ceased opera-
tions and 31% had suspended their operations, but intended to resume them as soon
as possible.* Only 14% of those enterprises surveyed had enough financial resources
to survive for more than 3 months; and about half of the SMEs had already applied
for monthly state aid of UAH 6,500 (USD 222) per person/SME. According to the
Ministry of Economy, the losses from the war so far could amount to between a
third and a half of the country’s GDP.’ These estimates are similar to the contraction
of economic activity recorded in Donbas, Iraq, and Syria following the start of war-
fare (see Box 2 in the Annex).

Since the Black Sea ports in the south of the country have been brought to a vir-
tual standstill by the Russian assault, Ukraine has lost the ability to sell more than
half of its exports — primarily agricultural commodities and metals. Merchandise
exports accounted for more than a third of the country’s GDP in 2021.

Table 1 shows the importance for the economy of the country of those regions
that are on the front line. Almost 19 m people reside in these regions (about 46% of
the total population), which means that the displaced population (a significant share
of whom are likely to become refugees) could still increase dramatically.

Excluding Kyiv city from the total makes sense for some indicators, as the
capital is used as a place of registration for many companies that have their real
production facilities elsewhere. Another thing to keep in mind is that a large
share of services is produced and traded online; thus not all the services produc-
tion will be lost with the destruction of the cities. In 2020, digitally provided
services exports (IT and other business services) accounted for at least 5% of
GDP. Another important services export item is pipeline transport, export of

* https://eba.com.ua/en/finansovi-rezervy-chverti-predstavnykiv-malogo-biznesu-vzhe-vycherpani/
5 https://archive.ph/wip/OKkOT and https://archive.ph/wip/U0iS3
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which accounted for 1.6% of GDP. So long as the pipeline transport infrastructure
remains operational, these services will continue to be provided.

Together, the regions in the active war zones account for at least 29% of GDP
(53% if Kyiv city is included). About a third of industrial and agricultural produc-
tion, and about a quarter of exports originate in the regions (excluding Kyiv city).
If the war is more protracted, GDP could fall by up to 35 to 40% in 2022.
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Probably the most significant losses in the short run will be in human capital,
with the rising death toll, the deterioration in people’s health, and their displace-
ment. The mass displacement of the population has already started, but is unlikely
to have reached its peak. Displacement may take two forms: internal (when citizens
flee their homes, but stay in the country of origin) and external (when people leave
the country). At the time of writing, UNOCHA puts the total number of displaced
persons in Ukraine at about 10 m. Experience of previous conflicts suggests, how-
ever, that this assessment could be on the conservative side.

Assuming people will flee from both current and potential warfare regions and
assuming the displacement ratios observed in Donbas in 2014/2015, we can expect
11.6 mn displaced persons with 5.1 of them becoming refugees (Fig. 4). If one pos-
its, however, a displacement rate similar to that witnessed in Syria (61%), then the
number of displaced persons may reach almost 20 m. Such a scenario is plausible if
the Russian armed forces manage if the war becomes protracted, as in Syria.

The longer a conflict lasts, the greater are the chances that internally displaced
persons (IDPs) will flee to another country. In contrast to the Donbas crisis, this
time it is almost all large population centres that are affected by warfare. This means
that those regions that are unaffected by the fighting may simply lack the capacity to
host enough of the population from other cities. For example, the population of Lviv
— the largest city in western Ukraine — is only about a quarter of the size of Kyiv,
which is directly under siege. It is a logistical nightmare to find accommodation for
half of Kyiv’s population (or about 1.5 m people).® Regardless of the actual figures,
one conclusion is inescapable: Europe is facing an influx of refugees that is at least
three times greater than it witnessed in 2015/2016.

There were two major problems refugees faced during the conflict. The first
involved the logistics of travel and border control. The early days of the conflict
highlighted the lack of capacity at the Polish, Slovak, and Moldovan border check-
points with Ukraine.” This resulted in crossing times that exceeded 2 days in the
most extreme cases.® The second problem is the limited capacity of the neighbour-
ing countries to host such a vast number of refugees. For a relatively populous coun-
try like Poland, the ratio of refugees to resident population has already reached 5%
but the situation is more worrying in Moldova — a much less populous and poorer
country — where the ratio stands at 13.5%. Given that the refugee flow is going to
continue, Moldova is likely to have reached the limits of its hosting capacity. To
avoid further worsening the crisis, we recommend that policymakers should provide
financial support to the host countries — especially the Moldovan authorities — and
introduce a burden-sharing scheme across the EU, in order to avoid an excess con-
centration of refugees in a few of the closest countries.

6 This is the number of people leaving Kyiv, as reported by Kyiv’s mayor to the media. https:/www.aljaz
eera.com/news/2022/3/10/half-of-kyiv-population-has-fled-says-ukrainian-capitals-mayor

7 https://www.impact-initiatives.org/what-we-do/news/ukraine-crisis-supporting-humanitarian-response-
in-and-outside-ukraine-with-the-the-right-data-and-information-products/

8 https://www.euro.who.int/en/countries/ukraine/news/news/2022/3/who-in-the-republic-of-moldova-
delivers-much-needed-health-supplies-to-aid-refugees-from-ukraine

@ Springer


https://www.aljazeera.com/news/2022/3/10/half-of-kyiv-population-has-fled-says-ukrainian-capitals-mayor
https://www.aljazeera.com/news/2022/3/10/half-of-kyiv-population-has-fled-says-ukrainian-capitals-mayor
https://www.impact-initiatives.org/what-we-do/news/ukraine-crisis-supporting-humanitarian-response-in-and-outside-ukraine-with-the-the-right-data-and-information-products/
https://www.impact-initiatives.org/what-we-do/news/ukraine-crisis-supporting-humanitarian-response-in-and-outside-ukraine-with-the-the-right-data-and-information-products/
https://www.euro.who.int/en/countries/ukraine/news/news/2022/3/who-in-the-republic-of-moldova-delivers-much-needed-health-supplies-to-aid-refugees-from-ukraine
https://www.euro.who.int/en/countries/ukraine/news/news/2022/3/who-in-the-republic-of-moldova-delivers-much-needed-health-supplies-to-aid-refugees-from-ukraine

Russia’s invasion of Ukraine: assessment of the humanitarian,... 339

The longer a war lasts, the greater the cost of it. As Havlik et al. (2020) show,
the costs of the protracted Donbas conflict amounted to the equivalent of the total
2013 annual GDP of the region — and to at least 16% of total Ukrainian GDP as
of 2019. As the scale of the damage and the displacement of people arising from
the current Russian invasion both exceed many times over what was seen during
the Donbas conflict, it is reasonable to assume that the costs of economic recovery
will be dramatic. It is too early to provide any proper estimates, since the war is still
going on and the scale of the damage will mount up further; but it is obvious that
in order to rebuild its economy, Ukraine will have to receive substantial assistance
in the form of grants from the West — and possibly also reparations from Russia
(although that would require a rather dramatic domestic political change in Russia to
become realistic).

The Ukrainian economy is so far showing remarkable resilience when it comes to
macro-financial stability. The international reserves of the National Bank of Ukraine
(NBU) amounted to USD 27.5bn in the middle of March 2022, which allows the
government to meet its external debt repayment obligations quite easily: scheduled
general government debt repayment in 2022 is about USD 7bn. The government has
reassured foreign investors that it does not plan to default on its debt.

The banking system remains stable and liquid: retail deposits increased between
the start of the war and 15 March by 16%, as individuals received their salaries and
social payments, while spending and cash withdrawals by households declined sig-
nificantly. Corporate deposits decreased during the same period by 5%. Deposit out-
flows are constrained by the accessibility of cashless transactions and by the limited
operation of banks in some regions. Non-cash payments are the only practical means
of payment in those regions where cash delivery is impossible, due to safety con-
cerns. Nearly all banks have offered their customers credit repayment holidays. The
exchange rate of the national currency was fixed in accordance with martial law at
UAH 29.25 to the US dollar.

On 24 February, the NBU allowed banks to purchase foreign currency and make
transfers from Ukraine, so that residents can make transactions to buy critical
imports. The government has introduced price controls on key food categories for
the duration of the war. For people who lose their jobs because of the war, a monthly
allowance of UAH 6,500 (about USD 220) will be provided.

In future, however, the inflow of money into accounts is likely to decline, as many
companies stop functioning and unemployment increases. Further on, banks will
face substantial losses due to the damage to their physical assets and likely defaults
on many loans, which will erase a lot of the banks’ capital.

Other measures introduced by the government to support the economy include a
tax reform: VAT and income tax have been replaced during the war by a 2% turnover
tax, and SMEs are allowed to decide for themselves whether to pay taxes (a simpli-
fied flat tax). The self-employed, individual entrepreneurs, and farmers are exempt
from social contributions. Excise tax on fuel has been set at 0% until martial law is
lifted. Tax inspections for all businesses have been suspended for the duration.

As of 14 March 2022, the equivalent of more than UAH 12bn (USD 440 m) has
been transferred to a special account opened by the NBU to support the Ukraine
armed forces. Money has been flooding in from people and businesses in Ukraine
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Displacement: current and under Refugees' first point of arrival, mn

scenarios
Russia - 0.800

Hungary - 0.590
Donbas Scenario _
- 0.500

Romania
Moldova . 0.460
Slovakia . 0.420
- 5.0 10.0 15.0 20.0 Belarus | 0.03
m Internally Displaced = Refugees 0 1 2 3 4

Fig.4 Displacement scenarios and first-country destinations of Ukrainian refugees, as of 15 May 2022.
Note: Figures reported as ‘current’ (left panel) include survey-based estimates for IDPs, while the refu-
gee data are administrative. The Donbas scenario assumes the displaced-to-total ratio, the IDP-to-dis-
placed ratio, and the refugee-to-displaced ratio to be as during the Donbas conflict at the peak of the
crisis, in January 2015. The Syrian scenario assumes the same ratios as were reported for Syria as of 15
March 2022. The ratios are then multiplied by the estimated registered population of both current warfare
and potential warfare regions. See Table 7 and Table 8 in the Annex for the parameter ratios and defini-
tions of current and potential warfare regions. Source: UNOCHA, own calculations

and from the international community, with over UAH 2.9 m received from abroad
in foreign currencies. Additionally, Ukraine has successfully issued USD 691 m
worth of war bonds (around 0.5% of 2020 GDP) at three auctions since the invasion.
The war bonds have a 1-year maturity and offer interest of 11%.

In order to help Ukraine maintain macro-financial stability during the war, many
Western countries and international financial organisations were prompt to offer
financial aid packages. The biggest contribution was announced by the US: on 15
March 2022, President Biden signed a bill that includes USD 13.6bn in assistance
to Ukraine. The European Commission has approved a new EUR 1.2bn emergency
macro-financial assistance programme. On 10 March 2022, the IMF board approved
emergency financing of USD 1.4bn under the Rapid Financing Instrument — money
that was disbursed immediately to help with urgent spending needs. The IMF is also
working to set up a trust fund instrument, through which bilateral donors can chan-
nel resources to Ukraine. The World Bank has approved USD 923 m funding for
Ukraine; this is a part of an announced USD 3bn package of support to be provided
in the coming months. A summary on the financial support that Ukraine has been
receiving is shown in Table 2.

2.2 Russia
2.2.1 Sanctions’inventory

Russia has been hit by a barrage of sanctions since its invasion of Ukraine. There
has been a high degree of coordination between the US, the EU, and other Western
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countries, but many non-Western countries have also joined. Although the extent of
sanctions is not unprecedented, it is hard to think of such measures being imposed
against a country of Russia’s size and importance, at least since the Second World
War. The sanctions are notable for their scale, their breadth, and the speed with
which they were introduced. They include the following elements:

e Media: A ban on Russian state-owned media channels and agencies (RT, Sput-
nik)

e Individuals: President Putin, some Russian ministers, Lower house MPs, Upper
house MPs, oligarchs, and influential media figures

¢ Financial: Freezing of the Central Bank of Russia’s (CBR) assets held in West-
ern jurisdictions (roughly half of the total); a ban on transactions with the CBR,
the Ministry of Finance, and a number of state-owned enterprises; cutting off
seven Russian banks from the SWIFT payment system; withdrawal of access to
primary/secondary markets for government bonds; no assignment of ratings by
the three main rating agencies

e Export bans: Arms, dual-purpose goods, oil/gas exploration and extraction
machinery, parts and components for the aviation industry, luxury goods, and
selected goods called ‘advanced technology items’, largely composed of semi-
conductor products, telecom and IT security devices, sensors, laser equipment,
and jet and marine engines’

e Import restrictions and bans: Metals, luxury goods, and energy embargo in non-
EU countries; most-favoured-nation status revoked by a few Western countries

In contrast to the sanctions imposed prior to 2022, these will have a very seri-
ous impact on the Russian economy and will certainly lead to a recession this year.
There are two key mechanisms at play.

First, the sanctions affect macro-financial stability. The synchronised and rapid
adoption of sanctions within the regulatory frameworks of major economies ren-
dered virtually all Russian assets toxic on the balance sheets of foreign investors.
As a result, foreign investors started to sell Russian assets, leading to capital flight
and rouble depreciation, which in turn triggered excess deposit outflows on the retail
market. With the Russian government accounts in EU and G7 jurisdictions frozen,
the CBR resorted to administrative measures — capital and FX controls — to curtail
financial panic. There will be severe shortages of foreign currency, and the central
bank will be hamstrung in its attempts to stabilise the economy and financial sector,
as a large part of its reserve assets are frozen abroad. Since the assets of the National
Welfare Fund were on central bank accounts, part of this money (around a third of
the total, or 3% of GDP) is frozen as well, limiting fiscal space.

Second, sanctions affect the real economy. While the trade sanctions are so far
relatively narrow in scope, the sheer number of the new regulations and the speed
with which they have been rolled out have created great uncertainty regarding new

9 https://ec.europa.eu/info/sites/default/files/business_economy_euro/banking_and_finance/documents/
220316-fags-export-related-restrictions-russia_en.pdf
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Table 2 Major financial support

. ) National Bank of Ukraine war bond USD 691 m
to Ukraine since 24 February
2022 as of April 11th Us USD 13.6bn
International Monetary Fund USD 1.4bn
World Bank USD 923 m
European Union EUR 1.2bn
European Investment Bank EUR 668 m

Bloomberg, National Bank of Ukraine, European Commission,
World Bank.

restrictions. To avoid compliance issues, financial companies have stopped provid-
ing insurance to cargos delivered to Russia; traders across the world have put a stop
to deliveries from sensitive Russian businesses; and some major international brands
have begun withdrawing from Russian markets.!” All that has already resulted in
supply-chain disruptions, severe delivery delays, shortages of goods, and inflation.
As Fig. 5 shows, the number of Google Trends queries related to delays in Russia
has exceeded the peak reported during the COVID-19 crisis. The combined effect of
the shortage of goods and rouble depreciation has led to an exogenous-like inflation
shock for households. With household incomes deteriorating amid negative macro-
economic expectations, this supply-side shock result will result in higher unemploy-
ment and a decline in consumption.

While acknowledging the breadth and severity of the sanctions, it is also impor-
tant to keep in mind several important caveats. First, quantity is not quality. Most of
the sanctions related to individuals have a limited impact on the aggregate economy.
The EU has still not imposed an energy embargo, which would have the biggest
impact on the Russian fiscal position. Second, it is impossible to effectively impose
sanctions exclusively against elites, without harming the general population. Sector-
wide sanctions will cause hardship for ordinary Russians, but even individual-related
sanctions do not avoid collateral damage. There is rich evidence both from Russia
and international experience that the government is also likely to compensate the
elites for their losses, at the expense of taxpayers (Ahn and Ludema, 2020; Astrov
et al., 2022; Dreger et al., 2016; Lee, 2018). Finally, the sanctions can backfire in
terms of shaping public opinion and limiting the opportunities to support pacifist
movements inside Russia — as indeed happened with the sanctions imposed after
Russia’s annexation of Crimea and its support for the separatists in Donbas. There is
a high chance that campaigns to boycott all Russian public institutions, together with
the exodus of Western franchises from the Russian market, will affect mainly well-
educated Russians living in big cities — those very people who value individuality
over grand political achievements, who deliver and consume diverse media content,
and who are most critical of the Putin regime. With their income opportunities and
information flows constrained, they will become more dependent on state-provided

10" https://www.kommersant.ru/doc/5240137?from=spot
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Fig.5 Joint Google Trends searches of logistics-related keywords, normalised to the highest request
value. Note: Search engine queried as follows: ‘mocTaBKH + IpocpouKa + NepeKpefuToBaHKe + OTCPOUKa
+nedunut’ equivalent to ‘deliveries + delays + refinancing + extension + deficit’. Source: Google Trends

revenues. This, in turn, will increase the likelihood that they are co-opted and that
the anti-Western sentiment in Russia will harden.

It is important to note that — apart from the frozen government accounts and
the restrictions on exports — sanctions will have only limited power to constrain
the Kremlin’s ability to continue the war in the short term. Even with a significant
part of its assets frozen, the Russian government possesses enough fiscal reserves to
continue the war. The Ukrainian Ministry of Defence as of February 28th assessed
that the direct costs of the war for Russia — measured in terms of arms, vehicles,
and aircraft destroyed and personnel lost — were USD 7bn, equivalent to 0.4% of
its annual GDP, or 5.5% of its fiscal reserves.!! Assuming Russia spends about USD
1.5bn per day to replace the arms and personnel (assuming the country can do both
instantaneously), Russia would deplete its fiscal reserves within around 80 days. For
that, however, the Russian armed forces would need to proceed with the same inten-
sity and suffer the same losses. This is not what experts have observed over the past
2 weeks of the campaign (Kagan et al., 2022). Realistically, it is more likely that the
Russian armed forces will simply run out of men and materiel (rather than funds),
since neither qualified military nor heavy arms can be replaced overnight.

The importance of sanctions on the intensity of military operations will grow over
time. With the Russian offensive becoming effectively stalled, and with the conflict
developing into trench warfare, the effects will become increasingly important in the

! Estimations by Centre for Economic Recovery (2022). The share of fiscal reserves after excluding
30% of the assets of the National Welfare Fund. The size of the National Welfare Fund was estimated at
USD 180 m at the end of 2021. Around 30% of that was likely placed on accounts in G7 and EU coun-
tries, and consequently frozen.
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medium to long term, since the economic contraction will have a tangible effect on
fiscal revenues and on production chains for the manufacture of heavy arms.

2.2.2 Macro-financial stability

The Russian financial market was the first to experience the economic sanctions.
Although the fears of conflict as Russia massed its armed forces on Ukraine’s bor-
ders during the winter had already put the rouble and Russian bonds under pressure,
the full-scale invasion caused a market crash in Russia. The CBR had to address two
major problems: capital flight and strong demand for major foreign currencies in the
retail and corporate sectors.

The early response of the CBR was predictable: suspension of FX purchases
according to the budget rule'” and FX interventions on the market. Yet the agree-
ment of Western countries to freeze the CBR accounts in their jurisdictions forced
the CBR to establish hard steering of financial market operations. The key stabilisa-
tion actions of the CBR were as follows:

Interest rate increase: the key rate rose by 10.5 percentage points (pp) to 20%
Capital controls: setting limits on daily FX transfers outside Russia for entities
and individuals (USD 5,000 per month)

e Limits on cash withdrawal from FX accounts (USD 10,000 until 9 September)
unless converted into national currency

e Blocking asset sales by non-residents: the CBR prohibited brokers from accept-
ing orders from non-residents to sell securities on the market

e Foreign exchange controls: enforcement of the rule that 80% of the FX revenues
of exporting companies must be converted into the national currency
Trading suspended on the Moscow Exchange (MICEX)
Temporary suspension of capital and liquidity requirements for regulated finan-
cial institutions

e Permission for financial institutions to reflect the credit quality of assets as of 18
February'?

Unable to transfer assets from European and US accounts, the CBR based its
stabilisation policy largely on methods of administrative control. Considering that
the policy options were narrow — either setting limits on market operations or

12 The budget rule is a fiscal rule that prescribed the process of accumulating fiscal reserves in Rus-
sia generated from exports of energy commodities. To avoid appreciation of the FX rate caused by the
conversion of foreign currency revenues into roubles, the rule prescribed the Central Bank to accumulate
fiscal reserves in foreign currency to offset demand for the rouble. These amounts were subsequently
invested in low-risk assets.

13 Say a bond issued by Sberbank had credit quality BBB as of 24.2.2022. Assume that recent sanctions
led to a downgrading of the asset credit quality to CCC on 25.2.2022. Usually, a bank would need to cut
the value of the asset as reported to the central bank in its reporting, to reflect risks in the asset price.
Under the recent central bank provision, however, Russian banks may continue to reflect the asset price
of the Sberbank bond on its books as if there had been no ratings downgrade.
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uncontrolled financial panic with the potential to place the whole banking system
under stress — this was a sensible approach. The Russian financial market is anyway
likely to remain isolated from global investors for the foreseeable future, and there-
fore sacrificing investor confidence was the lesser of two evils (Fig. 6).

More controversial, however, was the decision by the CBR to increase the key
rate. Most likely this sought to achieve two goals: (a) prevent deposit outflows, and
(b) weaken demand for foreign currency. The approach seems to have helped reduce
deposit outflows: while the Russian banking sector began to report excess deposit
outflows in the last week of February, that trend was reversed once the central bank
introduced the full package of stabilisation measures (CBR, 2022). However, it is
debatable whether this measure had any sizeable impact on demand for foreign cur-
rency, in particular. For the majority of non-residents, the main reason for selling
rouble-denominated assets was concern over compliance, meaning that the level
of interest rates had little influence on their behaviour. And it was this fire sale of
rouble-denominated assets by non-residents that led in turn to panic in the domestic
retail banking market. In these circumstances, the interest rate level was anyway of
secondary importance for foreign currency purchasers.

This point is further supported by the fact that the rouble continued its freefall
after the hike in interest rates and the currency only stabilised once the CBR opted
for foreign exchange controls. The central bank potentially had the option to offset
emerging liquidity gaps in the banking sector exclusively via direct liquidity provi-
sion. This approach would probably have been more risky. In the absence of clear
signals, the stabilisation of deposit withdrawals would likely have been less rapid. It
could, however, have avoided the indiscriminate decline in profitability of the bank-
ing sector and increased credit costs for businesses.

The CBR started to gradually reopen trading on Russian securities and FX mar-
kets on March 20th, 2022, and decreased the key rate by 6 pp as of May 15th. The
key constraints — a ban on short-selling of the most liquid stocks by all market
players and a ban on short-selling of assets by foreign investors — remain in place.
Most likely, the constraints on foreign investors will become permanent. EU and G7
sanctions are likely to stay in place, together with all the related compliance issues
for foreign investors. Although keeping constraints on operations by foreign inves-
tors limits liquidity in the market, maintaining this policy is probably the only way
to avoid very heavy further selling of securities.

Compared to monetary policy, the scope for fiscal intervention was more limited.
In short, the government is largely using support mechanisms similar to those intro-
duced during the COVID-19 pandemic: regulatory easing, credit subsidies, financial
support for low-income families and pensioners, and credit lines to regional budgets
(see Table 3).'4

The officially claimed size of fiscal stimulus by Russian authorities stands at 6.1%
of GDP." This figure is, however, misleading as it includes the total volume of the
subsidised loans’ principals — where the state subsidises the interest rate — plus

14 https://www.interfax.ru/russia/826228
15 https://archive.ph/wip/GFffL
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Fig.6 Dynamics of the EUR/RUB FX rate and spreads to German bonds. Note: Red dashed line indi-
cates February 24th, 2022. Source: Investing.com

the temporary suspension of tax payments by 6 months — which is in fact a mere
liquidity support measure.

The real scope of fiscal support schemes announced is modest, even considering
both hard and soft measures together. The fiscal stimulus announced so far does not
exceed the stimulus during the COVID-19 crisis, which was already much smaller
than the European average.'® Considering that there is a sizeable risk of a double-
digit economic contraction by the end of the year, fiscal stimulus of a mere 3.4%
of GDP will be far from sufficient to offset falling incomes — even for the most
socially supported social strata, like low-income households. Most benefits are
indexed against the previous year’s inflation rate, which stood at about 8% at the
end of 2021. With inflation expected to be in double digits this year, real household
incomes will decline, leading to a contraction of consumption. This, in turn, will
deepen the economic contraction and reduce the prospects for economic growth in
2023.

2.2.3 Short-run economic impact

Although asset prices in Russia have shown a consistently negative trend since the outbreak
of war, they provide only a superficial account of the state of the real economy. Apart from
the decline in asset prices, the sanctions imposed have had two main effects. Export restric-
tions and the toxicity of Russian assets have generated a supply-side shock, which has spread
through disruptions to supply chains. The result is shortages of goods and adverse market
expectations on the part of businesses, leading to a reduction in working hours and investment
cuts. This is a short-term impact, and the key question is what the extent of the contraction
in investment and consumption will be. It may be possible to assess these effects with some

16 That is, 3.5% of GDP of hard measures and 4.5% of hard and soft measures combined (IMF, 2022).
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degree of confidence once the latest official statistics are released. But for the time being, we
provide a preliminary assessment, based on historical cases and modelling results.

The second major effect is of a long-term nature. On the assumption that the cur-
rent leadership of Russia remains in power, there is little or no chance that the sanc-
tions will be lifted. For Russia, which has been an importer of technology on the
global market, this presents a long-term challenge. Although there is a chance that
Russia may manage to find certain substitutes for goods for existing value chains,
it is most likely that the prices will be higher, the quality lower, and the suppliers’
contractual conditions worse. With capital provision limited largely to internal insti-
tutions and minor foreign players who are not active on international markets, this is
likely to limit long-term economic growth to substantially below the world average.

Although the direct impact of sanctions has affected the financial markets, the
measures have had major implications for the real economy. First, the rouble devalu-
ation essentially came as an external shock to the real purchasing power of consum-
ers, through the rising cost of imports. Second, the disruption to supply chains has
put many enterprises on hold, as they scramble to find alternative suppliers. Third,
the cost of finance has increased for local enterprises, due to the key rate hike. And
finally, the suspension of activities by major brands and franchises in Russia could
send out a powerful signal to consumers and producers to cut spending and suspend
investment activities.

Estimating those effects on the real economy presents a challenge, since some of
them are hard to quantify. For this paper, we estimated the potential impact of cur-
rency devaluation and interest rate changes on the Russian GDP and inflation. We
applied a stylised vector autoregression model with exogenous variables (VARX),
which features GDP and the consumer price index (CPI) as endogenous variables
and controls for exogenous factors: oil and gas prices, US GDP growth, Fed interest
rate, US inflation, time trend, and intercept dummies for the periods after 2008 and
after 2014 (see model description in the Annex for details).'”

Considering the lower-bound estimates, the pre-war expectations for Russian
GDP growth (2.4%) and inflation (5.4%),'® and the anticipated hard fiscal stimulus
(1.1%), the model would predict a 7.4% contraction of Russian GDP this year, with
inflation accelerating to 27% on an annual basis by the end of the year.

17" A VARX model is a system of simultaneous equations. The modeler defines variables determined
inside the system (endogenous variables) and the ones determined outside of it (exogenous). The number
of equations in a system depends on the number of endogenous variables and describes the evolution of
each endogenous variable over time subject to its own previous values and the previous values of other
endogenous and exogenous variables at once. The intertemporal nature of the model and ability to con-
nect variables to each other allows for the modelling of dynamic feedback loops (e.g. if inflation impacts
GDP, which in turn affects inflation). The major tool of analysis of VARX outcomes are the so-called
impulse response and multiplier functions. They show how an increase of a variable of interest in 1 unit
is affecting an endogenous variable over time. In this paper, we focus on cumulative dynamic multipliers,
which show the cumulative size shock by the end of a period (1 year in our core text, up to 3 years in the
Annex).

18 Central Bank of Russia (2022). Macroeconomic Survey of Bank of Russia: February 2022. Link:
http://www.cbr.ru/Collection/Collection/File/39743/full_022022.xIsx
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It is important to note, however, that the selected methodology — despite being
common in macroeconomic forecasting — is merely exploiting conditional correla-
tions present in the selected time series. Market players and the CBR take action
in response to expected market and policy developments. That is, applied method-
ology does not truly disentangle unanticipated shocks from anticipated ones, and
the estimations above reflect historical associations between time series, not causal
mechanisms. '

Nonetheless, these estimations are helpful. First, what is crucial at this point is
the ability to make projections, not to infer a causal effect. From this perspective, if
some variables appear to be good predictors of economic activity — whether the FX
or the interest rate — then there is a chance that they could provide reasonable guid-
ance. Second, the estimates also show extremes of the distributions, which allow us
to account for the uncertainty of the estimates and are more appropriate in providing
guidance for a stress scenario under extreme conditions.

It is worth bearing in mind that the above estimations largely include time-series
variation during ‘business as usual’, with crisis-time variation constituting only a
small fraction of the sample. From this point of view, it is also helpful to look at the
performance of the Russian economy specifically during times of crisis (Box 3 in
the Annex).

All in all, the recession in the Russian economy this year is likely to be between
7.5% (which is predicted by the model in Fig. 7, which does not include factors such
as trade sanctions or Western firms leaving Russia) and 15%. Past experience sug-
gests that GDP decline of more than 15% is unlikely. Back in 1992, the Russian
transition crisis featured — among other nasties — hyperinflation, state bankruptcy,
and the collapse of all public institutions. The present crisis is unlikely to reach
that point. Inflation will be in the double-digit zone this year; however, given the
relatively limited extent of rouble depreciation so far, we do not expect it to come
anywhere close to 100% per annum, as was the case during the sovereign default
crisis of 1998, when the rouble crashed four times in nominal terms. Fiscal space is
becoming more constrained, but it should be adequate to cover the immediate needs
— at least by the end of the year.?” Finally, public institutions will continue to oper-
ate, despite their usual sins of corruption and inefficiency.

2.3 Therest of Europe

For the rest of Europe,”! there are four main possible macro-financial channels of
impact from Russia’s invasion of Ukraine. First, the sanctions response and broader

19 For example, episodes of FX depreciation usually follow on from episodes of interest rate increases as
a response policy by the central bank. As a result, the estimated FX and interest rate shocks to GDP are
not isolated random events, but typically embed components of one another.

20 The selective default on the Russian state obligations so far, which took the form of, for example, for-
eign debt holders being repaid in roubles, is not classified as a full-fledged sovereign default.

2! Here we mean Europe in a geographic sense, rather than just the EU. We will cover the impact on
non-EU CESEE, plus — where relevant — other non-EU European countries, such as the UK and Swit-
zerland.
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impact on commodity markets will create a surge in already high inflation, which
will weigh on real incomes and could depress economic growth. Second, the trade
channel. Third, the labour market. Fourth, there is potential financial market conta-
gion and a negative impact on confidence, particularly in parts of CESEE close to
Ukraine, which has already caused a sharp sell-off in FX and bond markets (Astrov
et al., 2022).

2.3.1 Inflation and macroeconomic fallout

It seems quite clear that inflation across Europe will be considerably higher than
consensus projections pre-invasion — and therefore that growth could be lower. The
wave of sanctions imposed by the EU and G7 countries against Russia has so far
largely left the gas sector untouched, although the US and UK have announced bans
on imports of Russian oil. We already outlined in a previous policy note the EU’s
dependence on Russian energy (Astrov et al., 2022). This applies to oil and gas, but
oil is less important, because there are alternatives. Gas is much harder to replace,
due to pipeline infrastructure. Some 40% of gas consumed in the EU comes from
Russia. Moreover, 66% of German gas imports come from there.?> Consequently,
the EU focuses currently on complex negotiations to move towards an embargo on
Russian oil supplies to EU member countries.

Even with the limited sanctions imposed on the energy sector so far, energy and
other commodity prices have already moved sharply higher. Aside from energy, the
cost of food, fertilisers, methanol, nickel, and palladium has also risen — in part
as a direct result of the war, but also because of other obstacles to trade, such as
uncertainty surrounding insurance, the mechanics of payment, and logistics. Media
reports already indicate that some parts of European industry are shutting down as
energy prices reach unsustainable levels.”> Meanwhile, France and other countries
are drawing up plans to potentially ration the supply of energy to certain industries,
if Russia follows through on its threat to cut off the gas.?* Short-term sentiment indi-
cators already suggest that the hit to the economy is likely to be quite severe. Ger-
many’s ZEW Economic Sentiment Index in March recorded its sharpest monthly
decline since the series began in 1991 (Fig. 8).

wiiw has estimated the potential impact of the gas price increase on German
GDP and CPI, following the same methodology used to project Russian GDP.?
We applied a stylised VARX model, which features GDP and CPI as endogenous
variables and controls for a number of factors, which are treated as exogenous in
the specification: price of oil futures, price of gas futures, European Central Bank

22 https://www.bloomberg.com/news/articles/2022-03-09/germany-is-stalling-eu-efforts-to-broaden-rus-
sia-s-swift-ban

2 https://www.bloomberg.com/news/articles/2022-03-09/european-industry-starts-shutting-down-as-
energy-prices-soar?sref=tvUbUFbg

24 https://www.bloomberg.com/news/articles/2022-03-07/russia-threatens-to-cut-gas-flows-to-europe-
via-nord-stream- 1

25 We focus on Germany, as the largest European economy, which also acts as a hub for relocating Rus-
sian energy supplies in Europe.
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Estimations of Interest Rate and FX Estimations of FX Depreciation on Inflation
Depreciation shocks on Russian GDP in Russia
®IMPACT: IR SHOCK ON GDP
. o
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Fig. 7 Predicted impact of FX rate and key rate changes on the Russian economy by the year end. Notes:
Shock scenarios assume a 10.5% increase in the key rate and depreciation of the national currency to half
of its original value. Values show cumulative dynamic multipliers of doubling gas and oil prices, esti-
mated using a 2-lag VARX model. Estimated with quarterly data. See Annex for more details on model
specification and sensitivity of results to the model specification. Sources: IMF International Financial
Statistics (IFS), Yahoo Finance, own calculations

(ECB) interest rates, US GDP growth and CPI, time trend, distinct dummy inter-
cepts for 2008 and 2014, and interaction terms between the time trend and the inter-
cepts (see Annex for details).

The results of the estimation suggest that the spike in the cost of mineral fuels
may have an adverse impact on German GDP and contribute to rising prices.
The model suggests that the German economy is more sensitive to oil prices: for
instance, a doubling of the oil price is likely to increase inflation by 2.2 pp by year
end, which is four times greater than the impact expected from a doubling of the
gas price. In general, the adverse effect of gas price hikes on German GDP is much
more uncertain than the impact on inflation. Taking the impact of gas prices as a
benchmark — since the effects of oil price fluctuations are very uncertain — a dou-
bling of the price of those commodities will at worst lead to a 1.19 pp decline in
GDP and a 0.84 pp acceleration of inflation (Fig. 9).

However, it is important to note two things. First, our estimations do not take
into account physical restrictions on deliveries of oil and energy supplies, and do
not account for degree of substitution between different energy types. For Germany,
Bachmann et al. (2022) used a structural trade model with internal production link-
ages to evaluate welfare losses. Assuming a 30% cut in supplies and a low degree of
substitution between oil/gas and other sources (0.1), they put the long-term upper
bound of GDP losses at 2.2%. This would be equivalent to almost a fourfold increase
in the price of gas, according to our results. Considering the original growth fore-
casts for the German economy of 3.6% in 2022,% the available results generally sup-
port the view that cutting energy imports from Russia by 30% will not result in a
major recession in Germany.

26 https://archive.ph/wip/QvvQG
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Second, the model assumes that interest rates stay fixed and do not react endog-
enously to inflation shocks. That is, the estimations assume inaction by the monetary
policy authorities in the face of a rise in inflation. We do this for the sake of simplic-
ity, although it is unlikely to be the case in 2022, given the high inflation rates since
Q3 2021. Should the ECB respond to the price increases by tightening monetary
policy as we are currently witnessing, we are likely to observe an additional negative
effect on GDP growth (Fig. 10).

It is worth noting that any increase in inflation from the energy prices comes on
top of the surge of the global inflation. The original rhetoric of the major central
banks about the transitory nature of the inflation shock has lost credibility especially
in the US with the core inflation standing at 6.5% as of end of March 2022. This sig-
nals that high inflation expectations have become entrenched. The recent tightening
of monetary policy in major advanced economies aims to reverse the trend, but the
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Fig. 10 Inflation in EU-19 and the US. Sources: Eurostat, FRED

time horizon of this happening remains unclear. Part of the problem is that original
source of the supply shock did not fully disappear. With Chinese authorities con-
tinuing to enforce heavy mobility restrictions,”” supply chain bottlenecks remain in
place and contribute to upward price pressure.?

Beyond Germany, the short-term macroeconomic fallout will vary, depend-
ing on a country’s links to Russia. As we highlighted in Astrov et al. (2022), non-
energy trade and investment links between Russia and many European countries
have declined in importance since 2013, with a partial decoupling as a result of the
exchange of sanctions following the annexation of Crimea. The most significant links
are in CESEE; but even there (with a couple of exceptions), non-energy reliance on
Russia is very limited. Belarus, Kazakhstan, Moldova, and, to some extent, the Bal-
tic states are the only countries with trade links to Russia of any note (Fig. 11). On
the import side, for most countries, it is fair to assume that energy accounts for the
vast majority of imports. Meanwhile, trade and investment links with Ukraine are
also generally quite minor. Across most of CESEE, the main channel of economic
contagion from the crisis is likely to involve sharply higher prices for energy and
food, which will eat into real incomes and weigh on economic growth.

2.3.2 Potential impact via the trade channel

Table 4 provides information on the mutual trade structures between the EU, Rus-
sia, and Ukraine. As far as the EU is concerned, Russia accounted in 2019 for about
2% of total goods exports and 3% of imports, and thus ranks as the EU’s 6th and the
Sth most important trading partner, respectively; meanwhile Ukraine accounted for

27 https://archive.ph/tuZoq
28 Box in the Annex elaborates on the impact of Stagflation in 70-s and the policy response to it.
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Fig. 11 Exports to (left) and imports from (right) Russia and Ukraine, 2020, % of total. Source: National
sources, wiiw

Table 4 Mutual relations in

goods trade: EU27, Russia, and Exports Tmports

Ukraine Share in % Rank Share in % Rank
EU27 RU 1.8 6 2.9 5
EU27 UA 0.5 21 04 23
RU EU27 41.5 1 34.5 1
RU UA 1.6 11 2.0 9
UA EU27 40.3 1 39.9 1
UA RU 6.5 3 11.5 3

including intra-EU trade.
UN COMTRADE, own calculations.

about 0.5% for both exports and imports, with rankings of 21st for exports and 23rd
for imports.

Trade relations in the opposite direction are quite different. The EU accounts
for about 40% of Russian and Ukrainian exports, and around 35% of Russian and
almost 40% of Ukrainian imports. The EU is therefore by far the most important
trading partner for those countries. Furthermore, Ukraine accounts for 1.6% of Rus-
sian exports (ranking 11th) and 2% of Russian imports (ranking 9th), while Rus-
sia accounts for 6.5% of Ukrainian exports (ranking 3rd) and 11.5% of Ukrainian
imports (again ranking 3rd).

A similar picture is found if we use data that include trade in services. Table 5
shows the geographic trade patterns for the EU and Russia, based on the OECD
TiVA database (Release 2021).”

The EU is by far the most important trading partner for Russia, with almost
37.8% of services exports going to the EU and 38.3% of services imports coming

29 The last year available is 2018; Ukraine is not included in these data separately.
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Fig. 12 Value-added in exports to Russia, 2018 — (in % of country’s GDP). Source: OECD TiVA data-
base, Release 2021, own calculations

from it; the second most important partner is China, with 15% of exports and 16.6%
of imports. Similar to the picture for trade in goods, Russia accounts for 2% of EU
exports (ranking 5th) and 3.1% of EU imports (ranking 4th).
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Fig. 13 GDP effects (model results). Source: OECD TiVA database, Release 2021, own calculations

The effects of the war and the sanctions against Russia will likely lead to a sharp
decline in Russian GDP (see ‘Section 2.1.2°) depending — among other things —
on the mutual trade relations and interlinkages. Figure 12 shows the relative impor-
tance of Russia in terms of each country’s value-added embodied in exports to Rus-
sia (i.e. value added directly and indirectly involved in exports linked to Russian
final domestic and imported demand), as a percentage of GDP. Apart from Cyprus
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(with almost 6%) and the Baltic states, Kazakhstan and Bulgaria (all with slightly
above 2%), value-added exports to Russia account for less than 1.5% of GDP — and
for the majority of countries, for less than 1%.

Accordingly, the impact on trading partners of a decline in Russian GDP and
of the sanctions against Russia might be relatively small. In Fig. 13, we model the
implications of a decline in Russian demand of 10% (akin to the adverse prediction
of a GDP decline of 10% in ‘Section 2.1.2’), a decline in Russian imports of 30%
(also due to sanctions on exports), and a decline in Russian final goods exports of
13%. As a first scenario, we assume that the decline in Russian final goods exports
can be substituted by importing countries with domestic production or imports from
other countries® (however, there is no change in the sourcing structures for interme-
diary inputs). In this scenario, the impact on GDP is around —0.25% (or a bit larger)
in a few countries (Cyprus, the other countries of Central and Eastern Europe); but
otherwise the impact is between—0.1 and—0.15%, and is much smaller for non-
European countries. Kazakhstan would even experience a small positive effect, due
to the assumption concerning import-substitution effects (Fig. 13).

In a second scenario, we allow for changes in the sourcing structures by apply-
ing the ‘partial global extraction method’ (Reiter and Stehrer, 2021), and allow for a
decline in Russian intermediary exports of 13% and in intermediary imports of 30%.
In addition, we assume that the decline in Russian exports of intermediates can be
countered by the partner countries using substitutes from other countries (propor-
tionally according to current sourcing structures of intermediate inputs), and that
Russia is able to substitute its decline in intermediary imports domestically. Such
a scenario might be interpreted as implementing longer-term structural changes in
sourcing structures in the global economy?! response to this shock. For most coun-
tries, the impact on GDP of the war and the sanctions is reduced by their adjustment
to changes in sourcing structures (with a few exceptions, particularly Cyprus and
Israel). A few resource-rich countries would gain strongly from such a restructuring,
notably Bulgaria, Colombia, Brunei, Norway, Saudi Arabia, and Kazakhstan.

These scenarios indicate the magnitude of the direct effects of the war and the
sanctions against Russia via trade and production linkages. However, they do not
take into account potential adverse effects on growth and demand in other countries
(e.g. due to the rising cost of energy and raw materials, supply chain disruptions, or
dependence on critical inputs like gas or oil, or specific commodities like palladium,
nickel, or inputs like neon).*?

One particular aspect is Europe’s import of energy from Russia (in particular,
oil and gas), in terms of which some countries are badly exposed. Figure 14 shows
energy use by source in the EU member states. Some of them are heavily dependent

30 Technically, we assume a proportional change in sourcing structures of final goods as a first approxi-
mation without further detailed modelling.

31 We apply a proportionality assumption for the sake of simplicity and to outline some broad mag-
nitudes. Details of changes in sourcing structures also depend on technical issues and relative price or
exchange rate movements, which go beyond the scope of this exercise.

32 For EU member states’ exposure, see Redeker (2021).
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on oil and gas in general; and some of them also have a high level of imports of these
energy sources from Russia. For example, import shares are over 75% in Czechia,
Latvia, Hungary, Slovakia, and Bulgaria with respect to natural gas; Slovakia, Lithu-
ania, Poland, and Finland with respect to oil and petroleum; and Cyprus, Estonia,
Latvia, Denmark, Lithuania, Greece, and Bulgaria with respect to solid fuels.*® Con-
sequently, the scenarios implicitly assume that either energy imports are not stopped
or — at least in the medium and longer term — such imports are substituted from
other sources or supplying countries.**

If the EU bans imports of energy from Russia, the impact on trade will be much
more significant. At the time of writing, the EU is actively working on an embargo
on oil and oil products supplied by Russia and also a structural withdrawal from
dependency on Russian gas supplies. As the war progressed, more far-reaching
plans to limit or halt imports of Russian oil and gas by the EU have taken more con-
crete shape.

On 8 March, the European Commission set out a plan to cut Russian gas imports
by two-thirds this year,® and to stop importing Russian gas well before 2030. This
was part of the updated ‘REPowerEU: Joint European action for more affordable,
secure and sustainable energy’ initiative.>® The key points of the plan are to diver-
sify gas supplies, speed up the development of renewable gases, and replace gas in
heating and power generation. In the short term, the Commission is proposing meas-
ures such as exemptions from state aid rules to support firms struggling with the
sharp increase in energy prices. By the end of April, it plans to finalise its proposal
that all member states should have their gas storage facilities 90% full by October of
each year. It is also looking at temporary price limits on electricity prices.

The EU can significantly cut gas imports from Russia this year, according to the
International Energy Agency (IEA), which proposes a list of measures that could
be implemented now to reduce gas imports from Russia by a third.>” The Brussels-
based Bruegel think tank has found that Europe could survive even next winter
without Russian gas, albeit at a hefty price.*® In the short term, this involves doing
whatever it takes, including temporarily relegating the green transition to secondary
importance, by using coal as a partial substitute for Russian gas. There are some
other significant low-hanging fruits, like solar panels.** Here a lot could be done on
the bureaucratic front to make the development of solar energy easier and to speed
it up. The role of individual citizens is also important: EU officials have already

3 See Redeker (2021). Note also that for some countries (e. g. Austria), such assessments are difficult, as
official data do not provide information on sourcing countries.

3 For an assessment of import stops on the German economy, see Bachmann et al. (2022).

35 https://www.euractiv.com/section/energy/news/eu-rolls-out-plan-to-slash-russian-gas-imports-by-two-
thirds-before-year-end/

36 https://ec.europa.eu/commission/presscorner/detail/en/IP_22_1511

37 https://www.iea.org/reports/a- 10-point-plan-to-reduce-the-european-unions-reliance-on-russian-natur
al-gas

38 https://www.bruegel.org/2022/02/preparing-for-the-first-winter-without-russian-gas/

39 https://www.bloomberg.com/news/articles/2022-03-08/energy-crunch-spurs-insane-rush-for-indus
trial-rooftop-solar?sref=tvUbUFbg
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Fig. 14 Energy mix by source, 2016. Source: JRC World Input—Output Database Environmental
Accounts, own calculations

suggested that people turn their central heating down by 1°. It is not inconceivable
that other measures used during the oil shocks of the 1970s could also be resur-
rected. This will all require sacrifice on the part of EU citizens. However, against
the backdrop of bombed-out maternity hospitals, it hardly qualifies as a great effort.

2.3.3 Labour market impactin the EU

With over 5 m people fleeing the war in the first 3 weeks, the EU faces another
major refugee crisis (see Fig. 15). Uncertainty over the duration of the war and the
extent of the damage caused by the Russian invasion means that a well-calibrated
EU response to the looming refugee crisis is required; and a core aspect of this
response is proactive support for the labour market integration of refugees and help
to enable them to stand on their own two feet in the medium and long term.

The ‘temporary protection’ scheme*’ introduced by the European Commission is
an unambiguously positive step to foster Ukrainians’ integration, as full access to
labour markets lies at the core of the policy. With the refugees’ right to move across
EU member states, reduced bureaucratic procedures surrounding the hiring of refu-
gees and active job-search support from member states are two measures that are

40 https://www.consilium.europa.eu/en/press/press-releases/2022/03/04/ukraine-council-introduces-
temporary-protection-for-persons-fleeing-the-war/
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deemed to be of great benefit to refugees seeking to stay in the EU for the medium
or long term.*!

As the situation now stands, it is hard to predict how the EU labour market will
respond to the refugee crisis and how Ukrainians fleeing the war will meet the
demands of EU labour markets. Yet, a number of factors are crucial.

First, those fleeing the war are mostly women, children, and the elderly. As men
aged 18-60 are prohibited from leaving the country, Ukrainian refugees are very
different from previous refugee waves, with their preponderance of males.** Thus,
a large proportion of the Ukrainian refugees were inactive on the Ukrainian labour
market and may opt to stay so in the EU (e.g. retired), while some (e.g. mothers with
young children) may need access to childcare facilities in order to work. Further-
more, the employability of refugees will vary across sectors: e.g. the male-domi-
nated construction industry will have relatively little to offer the refugees, unlike the
care or the service sector.

Second, the ability of labour markets to absorb Ukrainian refugees differs across
EU countries, and the recent COVID-19 crisis, together with the uneven eco-
nomic recovery from it, could widen those gaps still further. At the end of 2021,

4 https://www.ft.com/content/4f0322a4-da99-41d1-9abd-491009155ecd
42 hitps:/iwww.ft.com/content/4f0322a4-da99-41d1-9abd-491009155ecd
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Fig. 16 Educational attainment in Ukrainian population and EU27 average, 2020. Source: National Sta-
tistical Office of Ukraine

unemployment varied from 14.1 in Spain to 2.2% in Czechia*}; Ukraine’s neighbour
Poland had unemployment of 3%. Low unemployment sends out a positive signal
about a country’s capacity to offer refugees work; yet the specific sectoral labour
demands are critical. Tourism, accommodation, and the food service sector used
to rely very heavily on immigrant workers (mainly women); but those sectors were
badly hit by the pandemic and are experiencing a very slow recovery, so employ-
ment opportunities may be limited.** Hence, local authorities will bear the brunt of
matching Ukrainian refugees to existing job vacancies and, if that is not possible, of
providing further training.

Third, although the average educational level of Ukrainians exceeds the EU27
average among both men and women (Fig. 16), there is a question mark over the
transferability of the refugees’ skills, knowledge, and work experience to EU labour
markets. While low-skilled workers may find it relatively easy to find a position
(since such jobs often require a minimum command of the host country’s language
and no extensive training), highly educated refugees could struggle to obtain a post
that matches their qualifications.* Hence, they may find themselves overqualified
for the jobs available, at least in the short to medium term, since it will probably take
some time for their formal and informal qualifications to be recognised and for them
to acquire a sufficient command of the language.

Fourth, language training and active labour market policies will be required to
ease access to jobs: the provision of additional education and retraining will foster
rapid labour market integration. While the temporary protection scheme assumes the
provision, among other things, of various integration and language courses, actual
implementation will depend largely on state funding, capacity, and the number of
refugees who arrive in any given country. For successful integration into society and
the labour market, Ukrainians need to be given access to language courses as soon

43 https://ec.europa.eu/eurostat/documents/2995521/14084165/3-10012022-AP-EN.pdf/53ac483e-71d9-
3093-5bd8-12f1ea89683a
4 https://www.consilium.europa.eu/media/48767/eg-note-sectoral-impact_fin.pdf

4 https://www.icmpd.org/blog/2022/integration-of-ukrainian-refugees-the-road-ahead
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as possible.*® Furthermore, to match the needs of local labour markets, people may
need additional training and re-education, in order to acquire a new qualification or
achieve recognition of their existing degree.

The inflow of refugees is not the sole factor changing the EU labour market land-
scape as a result of the conflict. As overall mobilisation was announced on 24 Feb-
ruary 2022, tens of thousands of Ukrainians working in the EU and beyond returned
to protect their homeland. As of 7 March, more than 140,000 Ukrainians, mostly
men, had returned home.*’ They had mainly been working in construction, transpor-
tation, agriculture, and repair services — the most common sectors for male immi-
grants from Ukraine.** An exodus of workers will inevitably spur labour shortages
in those sectors — indeed a crisis in Estonia’s construction sector is already emerg-
ing.*” Given the gender and age composition of the refugees, one cannot assume any
compensating effect in those sectors that have experienced an outflow of workers.
Whether these labour shortages prove persistent will depend on the progress of the
war, people’s willingness to return to the host countries after the war, and the identi-
fication of replacement workers among EU residents.

2.3.4 Financial contagion

Financial contagion is already visible in CESEE. Currencies have weakened in
countries near to Russia and Ukraine, due to higher risk aversion (Fig. 17), and
interest rates on government debt have increased in some cases. Investor sentiment
— both domestic and foreign — in the Baltic states is likely to suffer amid fears
that Russia has designs on more than Ukraine. Poland, Slovakia, Hungary, and oth-
ers are already seeing a massive influx of refugees. Meanwhile, the countries of the
region were already facing significant inflationary pressures, and these will no doubt
increase as a result of the further rise in energy costs caused by the invasion.

In this context, there are no good options open to the region’s central banks. With
inflation so far above target, they cannot stand back and do nothing; and yet they
know that monetary policy is not very useful against inflation driven by supply bot-
tlenecks, and that higher rates will weaken the recovery. This dilemma is reflected in
the current policy stance. Nominal rates are rising — quite rapidly in some cases —
but real rates adjusted for inflation are negative. In real terms, monetary policy is as
loose as it has been at any point since 2007 in most countries of the region. Current
real rates are particularly low in the Baltic states and Czechia: the latest Eurostat
data for February show annual inflation at 14% in Lithuania, 11.6% in Estonia, 10%
in Czechia, and 8.8% in Latvia.

While not wanting to play down the clear challenges faced by the region’s econ-
omies, it is worth noting that in general, the region has strong macroeconomic

46 https://www.icmpd.org/blog/2022/integration-of-ukrainian-refugees-the-road-ahead

47 https://www.kmu.gov.ua/en/news/vid-pochatku-napadu-rosiyi-na-ukrayinu-bilshe- 140-tisyach-ukray
inciv-povernulisya-dodomu

8 https://ec.europa.eu/info/sites/default/files/economy-finance/dp123_en.pdf

4 https:/inews.err.ee/1608532684/tallinn-deputy-mayor-majority-of-construction-projects-to-be-delayed
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https://news.err.ee/1608532684/tallinn-deputy-mayor-majority-of-construction-projects-to-be-delayed
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Fig. 17 Percentage change in the value of the national currency versus US dollar, end 2021 to 30 March
2022. Source: National sources, wiiw

fundamentals and that policymakers have plenty of options to manage volatil-
ity. Central bank foreign reserves cover a healthy level of imports in most places
(Fig. 18). The lowest levels of reserves relative to imports are in Belarus and
Kazakhstan, two of the countries that are most integrated with Russia and that there-
fore face contagion via various channels. Otherwise, Hungary and Turkey have
fairly limited reserves relative to imports.

There is a possibility of hefty financial contagion in the EU more broadly, as asset
managers and banks in Europe write down Russian assets (in some cases to zero),
with as yet unknowable impacts on the financial sector. History suggests that there
is unlikely to be no impact. As of 16 March, global investors and firms had revealed
around USD 131bn in exposure to Russia, while data from the Bank for Interna-
tional Settlements (BIS) show foreign banks with around USD 20bn of exposure.’”

3 Structural changes in the medium term

Projecting developments from here requires a level of military expertise that we do
not possess at wiiw. Taking our cue from those who know better, in the early days of
the invasion, we had envisaged five possible broad scenarios.

Scenario I: Russia takes all of Ukraine after heavy and indiscriminate bomb-
ing of cities. It appoints a puppet government in Kyiv and settles into occupation
mode. Sanctions remain in place for the long term, and Russia suffers heavy casu-
alties due to a continued Ukrainian insurgency.

Scenario 2: After taking Odesa and Kyiv, Russia halts its advance, leaving the
Western part of Ukraine unoccupied, with Lviv as the capital. Putin decides
that further advances would be too costly and negotiates on this basis. The out-

30 https://www.reuters.com/markets/europe/stranded-assets-how-many-billions-are-stuck-russia-2022-
03-03/
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Fig. 18 Months of import cover: gross central bank reserves, excluding gold, divided by average monthly
value of imports, end 2021. Source: National sources, wiiw

come would be a partitioning of Ukraine and agreements on demilitarisation
and neutrality. Again, stiff sanctions would remain in place.

Scenario 3: Due to mounting losses and lack of military progress the extent
of which still to be determined on the battlefield, Russia is forced to negoti-
ate, without having taken Kyiv. Russia’s negotiating position would be much
weaker than in scenarios 1 or 2, and it would end up controlling Crimea, Don-
bas, and (possibly) a ‘land bridge’ in between. There would be an attempt to
sell this to the Russian public as a victory, but it would be a long way short of
the Kremlin’s pre-invasion goals.

Scenario 4: A lack of ‘success’ and opposition to the war among the elites and/
or the general population in Russia leads to regime change.

Scenario 5: A Russia-NATO war.

At the time of writing, something like scenario 3 seems to be the most likely.
However, any projection about the future path of the war must be couched in
huge uncertainty. Any combination of the first three scenarios would lead us in
the direction of a new Cold War, and a fundamental break with the economic
integration of the last 30 years between Russia and the West. Countries ‘in
between’ would struggle to maintain full economic relations with both: Belarus
would move even more fully into Russia’s orbit, whereas the Western Balkans —
depending on EU’s offers with respect to intensifying and speeding up integration
efforts — would end up mostly in the Western camp. Unless China fundamentally
breaks with Russia, which seems very unlikely, this would also intensify the big-
ger geo-economic shift at the global level, with a harder economic and financial
conflict between US- and China-led blocs.

We find it very difficult to put a probability on scenario 4, but if it happens,
we would expect a gradual unwinding of sanctions and possibly even a return to
something like the pre-invasion economic and financial integration. A full return
to the pre-invasion status quo would only be very gradual, and we would possibly
never get back to that point. Everything would depend on what kind of regime
replaces that of President Putin. Scenario 5 would be a disaster scenario from all
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angles, including economic and financial. The costs would be so catastrophic that
it is impossible to project.

3.1 Ukraine

The war will have caused severe destruction: of basic infrastructure (transport, elec-
tricity, water, etc.) and civilian housing. Most importantly, there will have been
a major loss of population through the dramatic flow of refugees (estimated cur-
rently at anything between 5 and 10 m). The outcome of the military conflict will
determine the extent to which external support can contribute to the rebuilding
of this infrastructure, how massive the inflow of (Marshall Plan-type) aid will be,
and whether the current refugee population (or a significant proportion of it) sees
fit to return. The outcome of the military confrontation will also determine which
regions of Ukraine will continue to be occupied by Russian troops (where confron-
tation through resistance of various types will likely persist). These regions will be
deprived of any large-scale Western support, and will have to rely on support from
Russia — fairly meagre, if the experiences of the occupied Donbas region post-2014
are anything to go by.

Hence, in a scenario in which one part of Ukraine remains occupied and another
remains independent, we can expect very uneven economic development. One part
will receive very significant support; there will be some degree of demographic
stabilisation; and there will be very close economic cooperation with the European
Union, although most likely falling short of full membership (which would be the
best-case option as far as Ukraine is concerned). The other part, occupied by Rus-
sian forces, will have difficulty in rebuilding after the destruction caused by the
military conflict (which was specifically concentrated in those regions); will con-
tinue to suffer from outward migration, implying a very long-lasting demographic
shock; and will form part of a Russia-dominated world, which has become relatively
isolated from the global economy, except for its links with China (which for those
regions of Ukraine would be rather distant links).

Hence, the most urgent tasks for the Western side are to set up a plan for the
reconstruction of post-war Ukraine; to identify the most urgent areas (critical infra-
structure, transport, housing, administration, and public services) that require sup-
port; to determine the scale and time sequencing of this support; and to encourage
— through support measures — a significant return of those migrants currently
flooding out of the country. Technical assistance to the government will be crucial in
rebuilding the economy from its war mode and advancing with reforms. In addition
to the Marshall Plan-type Western support, it has been suggested that those assets
of Russian oligarchs and the Russian central bank that have been frozen by Western
countries could be used to help rebuild the country (although this would be legally
very complicated). Maintaining close contact with the growing Ukrainian diaspora
would also be an important support for Ukraine’s future development.

Although a significant part of the capital infrastructure will have been destroyed,
there could be a silver lining to this, as post-war investment could flow into a mod-
ernised infrastructure, new technologies, and support the development of more
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efficient and technologically advanced sectors. Ukraine already has a successful
and booming IT sector, and its relatively highly skilled labour force could allow for
the further, accelerated digitalisation of the economy and its integration into Euro-
pean and global production chains. The agricultural sector, where land reform was
recently implemented, has lots of potential for increased efficiency, which could
come through increased post-war investment in the sector. For cooperation/inte-
gration with the EU, we suggest the following: participation in all major EU pro-
grammes, just as if the country was an EU member — the cohesion funds, exchange
programmes, research and scientific cooperation, trans-European transport and other
infrastructure projects, common energy policy, and transition programmes linked to
the New Green Deal.

The reconstruction of Ukraine also poses a problem of assuring an efficient allo-
cation and spending of recovery funds. Ukraine is traditionally regarded as a country
with poor governance and high levels of corruption. This question deserves a study
on its own, we will therefore emphasise only a few key points.

First, the flow of supports will change over time as demands and requirements
differ during the different stages of reconstruction. In the practice of disaster financ-
ing, it is common to differentiate between relief, recovery, and reconstruction stages
with the first two focusing on humanitarian assistance and repowering the critical
infrastructure with a time horizon under 1 year (Ghesquiere and Mahul 2010). The
early stages are typically less finance intensive as they are spent to cover the imme-
diate needs to assure to address the immediate humanitarian needs. In these stages,
the problem of efficient procurement is not as pronounced as it is during the later
stages with multiyear financing and active involvement of companies.

The reconstruction stage is the stage during which weak institutional constraints
will matter most. There are two potential problems. First, the direct misuse of funds
— be it fraud or moral hazard problems — due to lack of efficient supervision and
contract enforcement. Second, launching the reconstruction projects will strengthen
the market power of a narrow circle of entrepreneurs. There is no silver bullet to
solve both problems, but certain measures may help to alleviate the impact. Becker
et al. (2022) suggest a sensible set of mechanisms. We highlight three of them.

First, reconstruction projects are more successful when citizens get a say in the
selection and execution of the projects. When citizens feel their needs are addressed,
it increases local involvement leading to more efficient supervision of spending,
and execution of projects (Autesserre 2021). We therefore advocate a strong role in
project formulation, spending, and project supervision at the level of municipalities
(hromadas).

Second, Becker et al. advocate the issuing of long-term reconstruction bonds with
repayments tied to the success of the local projects at the level of hromadas. The
purpose of these funds is not to raise finance as such, but to incentivise greater par-
ticipation of citizens in the supervision of spending on reconstruction spending by
the local companies. Companies should also provide a collateral — even if minor —
to act as a safeguard against moral hazard.

Finally, one should consider granting the competition authority a veto power on
funds allocation for large-scale projects especially in industries which are charac-
terised by a high degree of concentration (energy, mining, and metals). In these
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industries, there is the danger that reconstruction itself would further solidify market
power of a small set of incumbent companies. The policy goal must be to counteract
this and instead use a window of opportunity to promote greater market competition.
This, in turn, will hit the very foundation of the vested interests in Ukraine over the
longer term.

3.2 Russia

The deep recession facing the Russian economy this year (and potentially next) ana-
lysed above is only one consequence of the war in Ukraine and of the Western sanc-
tions. Most of the costs that Russia will have to bear are, arguably, of a longer-term
nature and will stem from (i) less-competitive markets due to reduced imports, (ii)
missed opportunities of technology transfer from abroad, and (iii) the exodus of sci-
entists,”! entrepreneurs, and professionals competitive on the global labour markets,
which will result in (further) losses of valuable human capital.>?

At present, the Russian invasion looks set to presage a fundamental unwinding
of 30 years of economic integration between Russia and the West. In addition to the
harsh financial sanctions imposed on the country, Western firms are leaving Russia
en masse, opening up the possibility that their assets will be nationalised.>® Thus,
it seems likely that, even if sanctions are eased at some point, February 2022 may
well prove to have been the high-water mark for European economic integration in
its broadest sense. The much-heralded ‘integration of integrations’ between the EU
and the Eurasian Economic Union (EAEU) always did seem to require a great deal
of creative thinking, given the political reality; today, it seems to be from another
world.

The current rupture in economic and financial links between Russia and the West
marks an intensification (rather a severe one) of a process that began with the annex-
ation of Crimea and the exchange of sanctions in 2014. The EU’s share of total Rus-
sian trade has been falling since the global financial crisis, but the decline generally
accelerated after 2014 (Fig. 19). This decline has been almost fully matched by an
increase in trade with China, which has become Russia’s biggest single trading part-
ner. The gap between the EU and China has particularly narrowed on the import
side: 32% versus 25%, respectively, as of 2021.

There is little doubt that these trends will be greatly amplified in the years to
come: unlike some other East Asian countries,”* China has not joined the Western

31 Scientists from the STEM fields note in interviews that the biggest impediment to research is the
looming perception that science in Russia will become isolated from the top-level research, collabora-
tion, and finance. https://archive.ph/obv]JZ

52 Here, the assumption is that Russian borders will remain largely open (in the Soviet Union, the ‘brain
drain’ hardly existed, because it was almost impossible to leave the country).

33 At the time of writing, the possibility of nationalisation is only on the government agenda for those
Western companies that have announced their withdrawal from Russia. However, it cannot be ruled out
that nationalisation may be extended to other foreign companies from ‘unfriendly jurisdictions’ as well.

% Japan and Singapore formally joined many of the Western sanctions, while leading companies from
South Korea (Samsung, LG) and Taiwan (TSMC) have halted their exports to Russia.
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Fig. 19 Russia’s merchandise trade with the EU and China, % of total. Source: Russian Federal State
Statistics Service

sanctions (and has not even officially condemned Russian aggression in Ukraine),
and it will be eager to take advantage of the openings left behind by the withdrawal
of Western companies. It is highly likely that, at least on the imports side, China will
very soon overtake the EU as Russia’s biggest trading partner.”> Cooperation with
other non-Western partners, such as India, Vietnam, Indonesia, and countries of the
Middle East and Latin America, will likely gain momentum as well.

The Russia-China relationship, already important, is now central from Russia’s
perspective. While this will clearly help Russia to cushion the blow from Western
sanctions and the continued decoupling from the West, there are also sound reasons
for believing that it will not be an especially comfortable relationship for the Rus-
sians. China’s GDP is already 3—4 times that of Russia, and the gap — given the
growth scenarios envisaged — will expand further, creating a serious power imbal-
ance in the relationship. Even now, China seems to use market power in this rela-
tionship to buy commodities from Russia at a discount. Russia’s role in the relation-
ship is likely to become ever more similar to that of many Latin American countries
with China (a cementation of a Heckscher-Ohlin type of trade specialisation: Russia
exporting mostly energy and raw materials in exchange for manufactured goods);
the economy will be even more vulnerable to commodity price fluctuations, and will
struggle even more with structural diversification. We can see from Fig. 19 that Rus-
sia shows a considerable and persistent trade deficit with China. As energy tran-
sition proceeds over the coming decade — after a transition period with high oil
and gas prices — Russia’s historical position with high trade surpluses is likely to
come to an end and external accounts constraints are likely to appear, adding to its

35 On the export side, reorientation of Russian trade from the EU towards China will probably be less
pronounced — and will, in any case, take longer. Russian energy exports to the EU have not been sanc-
tioned (unlike those to the US and the UK), at least so far, while a diversion of particularly gas exports
by Russia from Europe towards China would be complicated by the existing infrastructural links (the
bulk of Russian gas export pipelines run westwards).
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weak position in global relations. Moreover, while interaction with European econo-
mies left open at least the possibility of integration into international production/
value chains, with the potential for upgrading, this is very unlikely to be the case
with China — not least because the physical distance to Russia’s industrial heartland
(where most of its human capital is also located) is enormous.

The effective junior partnership with China and toxicity of economic relations
with Russia poses a challenge to the Central Asian countries. The Kremlin might try
to continue its integration efforts through the Eurasian Economic Union, yet there
are limited benefits for the Union members to do so. Kremlin’s strategists see the
Central Asian countries primarily as a source for a cheap labour force and secu-
rity buffer to Afghanistan.56 For Central Asian countries, Russia remains a valu-
able source of income flows through remittances and a guard to defend the polit-
ical regimes of elites in power — as happened in Kazakhstan in January 2022.5
From the current standpoint, Moscow might be interested in using the Central
Asian jurisdictions for proxy import of high-tech goods to bypass sanctions as hap-
pened with Belarus after sanctions were introduced in 2014. Yet it remains unclear
whether Moscow will be persuasive enough in this respect. So far, Central Asian
leaders either avoided definitive statements or claimed compliance with the sanc-
tions’ regime.’® Anecdotal evidence® and the recent summit of the Collective Secu-
rity Treaty Organization® showed that Central Asian leaders want to avoid any hard
commitments with Russia. Given the risks of economic cooperation with Russia,
deepening of the Eurasian Economic Union is likely to stop with no clear indication
of resurgence in sight.

There is little doubt that with Western sanctions likely to remain in place for years
to come, firms will find substitutes for consumer goods. However, the more limited
choice of suppliers and the increased market power of those that remain will result
in lower supply volumes and higher prices, which will lead to deadweight welfare
costs. Potentially even more importantly, Russia will be largely cut off from the
opportunity to import technology and high-tech goods from top producers and lead-
ers in the advanced industries: from oil refineries to MRI scanners, from gas turbines
to graphic cards, from jet engines to mobile telephony. This is not because there are
no technical means of circumventing sanctions — after all, North Korea has done
it for decades. Rather, it is because advanced industries are dominated by interna-
tional companies, which are deeply rooted in the global financial system — and that
imply compliance with the regulations of G7/EU economies. Therefore, there are
good reasons for believing that increased imports from China and other non-Western
countries will only partly offset reduced imports from the West, and the eastward
reorientation of Russian foreign trade will proceed against a background of overall
declining trade volumes.

36 https://archive.ph/wip/XeogN and https://archive.ph/wip/NxH6c

57 https://archive.ph/ImTCD

38 https://archive.ph/wip/T06Pq
3 https://archive.ph/wip/3M5pj
0 https://archive.ph/wip/Rg9gZ
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The potential effects of sanctions on investments in Russia may not be as obvious
as the effects of those on trade. One reason is that Russia consistently runs current
account surpluses and is thus a net lender to the rest of the world; as such, it does not
need to borrow from abroad to finance domestic investments. With the rouble depre-
ciation and Western sanctions likely to affect Russian imports more than exports, it
will probably maintain its external surplus in years to come.

The real issue here is, however, not so much the influx of foreign capital per se,
but of the advanced technologies that often come with it. Such technologies have the
potential to raise total factor productivity, and thus to lay the foundations for long-
term economic growth and for the country to catch up with the advanced econo-
mies. On a positive note, it has to be said that Western foreign direct investment
(FDI) has never played a particularly prominent role in Russia anyway, so that limits
the potential for divestment (all the recent announcements of Western companies
leaving Russia notwithstanding). Although the EU still accounts for 57% of Russian
FDI stocks, its share has been declining over time (Fig. 20). Besides, a large part of
it comes from Cyprus and other ‘offshore’ jurisdictions (such as the Netherlands),
essentially represents the reinvestment of Russian capital that had earlier fled the
country and brings hardly any of the benefits usually associated with FDI (such as
new technologies, integration into regional and global value chains, or access to for-
eign markets). With the geopolitical climate likely poisoned for years to come, it is
safe to assume that genuine Western FDI will continue to avoid Russia.

All in all, Russia is likely to remain stuck with the parameters that have con-
strained its economic growth over the past decade: low levels of investment,5!
together with low rates of return (given the near absence of foreign multinationals).
This time, however, this unfortunate constellation may be aggravated by the ero-
sion of human capital because of the brain drain. As has been the case over the past
decade, Russia’s economic growth is likely to continue at substantially below the
world average. This means increasing backwardness of the Russian economy, com-
pared to the rest of the world, and most likely the stagnation of real incomes. The
case of Iran shows that, although an economy can maintain a semblance of stability
under severe sanctions, these may lead to long-term decline in the level of economic
development (Box 6 in the Annex). Having said that, there are several important dif-
ferences between Russia and Iran, which might suggest that the Russian economy
could weather the sanctions relatively better in the longer term:

e Russia has arguably been better prepared than Iran for at least some Western
sanctions. For instance, Iran did not have its own payment system when its econ-
omy was cut off from SWIFT transactions by the West. By contrast, in Russia, a
domestic alternative to SWIFT (called SPFS) has been under development since
2014, when Western governments first started considering the imposition of

61 The share of gross fixed capital formation (GFCF) in Russian GDP in 2010-2020 averaged a mere
21.4%. This is too low to ensure sustainable catching-up. In successful catching-up countries, the share
of GFCF was generally much higher, exceeding 25% of GDP in Japan and 30% in South Korea. In China,
it was frequently above 40%.
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SWIFT sanctions. As of now, the system is reportedly operational — at least for
payments within Russia, as well as with the EAEU, China, and a few other coun-
tries. To an extent, this should offset the impact of Western financial sanctions,
unless the G7/EU explicitly prohibits foreign companies from joining SPFS. Yet
even then, tracking compliance among minor financial institutions outside the
G7/EU jurisdictions may not be feasible.

e The Russian economy is more diversified and has a larger share of sectors with
higher value added. While it is true that the structure of Russian exports is heav-
ily skewed towards raw materials, with oil and natural gas accounting for some
60% of the total, there is a wide range of manufacturing industries that produce
mostly for the domestic market. In the short run, this may be seen as a source
of vulnerability: many of these industries are crucially dependent on imported
parts and components.®” However, in the longer run, the existence of Russia’s
own production capacities may facilitate import substitution.%*

3.3 Therest of Europe

There are four main areas of structural change and lasting impact for the EU and
Europe more broadly following Russia’s invasion of Ukraine:

The EU will get more serious about defence,

The green transition will gather pace,

Broader Eurasian economic integration will be unwound,

The EU accession prospects of some countries could improve.

The key to how deep and how lasting these changes are will be Germany, where
a major change in thinking with regard to Russia is under way. Above all, naturally,
this is due to disgust at the unprovoked invasion and the devastation to human lives
it has brought. Yet the German reaction goes far beyond simply military matters,
and looks set to deliver sweeping changes to German and EU energy and defence
policies, in particular.

Many have been frustrated by Germany, which has allowed itself to be so strongly
dependent on Russian energy for so long.** The fact that Germany ended up in this
position seems to reflect the fact that the country has not had to think about hard
defence questions for several generations. For many in Germany — and perhaps
especially among the generation now coming into power — a mindset had formed

62 A case in point is the aviation industry, which will likely suffer from the ban on the exports of West-
ern parts and components to Russia.

93 This may be the case, for instance, in the automotive sector. After most Western car manufacturers
producing in Russia announced their withdrawal, negotiations reportedly got under way with Chinese
companies, which may take over.

% https://www.newstatesman.com/world/europe/ukraine/2022/03/profits-from-fossil-fuel-energy-power-
russias-war-machine-and-ukraine-suffers

@ Springer


https://www.newstatesman.com/world/europe/ukraine/2022/03/profits-from-fossil-fuel-energy-power-russias-war-machine-and-ukraine-suffers
https://www.newstatesman.com/world/europe/ukraine/2022/03/profits-from-fossil-fuel-energy-power-russias-war-machine-and-ukraine-suffers

374 V. Astrov et al.

that the hard realities of international relations did not apply to it.*> The fact that
Germany got into such an embrace with Russia over energy shows a serious lack of
strategy. Now that illusion is over.

Germany (or sections of its elites) is not uniquely guilty of mass collusion with
the Putin regime over the past two decades: one could make the same withering
assessments of other Western countries’ moral-free engagement with Russian
money — for example, the buying of political influence by oligarchs in London,
or the now very uncomfortable-looking financial embrace between Russia and large
parts of the Austrian elite. Much of this is now being unwound publicly, to the great
embarrassment of politicians and business leaders across Europe. Yet in terms of
lasting structural policy changes, the unwinding in Germany looks set to be of great-
est significance.

Defence EU countries will also now ramp up military spending, with Germany’s
announcement that it will massively increase funds for defence in the wake of the
Russian invasion being particularly notable. Although truly EU standalone mili-
tary capabilities are still hard to imagine anytime soon, the EU countries will play a
much more prominent role in NATO than has been the case until now. This is likely
to include a much bigger permanent presence of NATO troops in the Baltic states
and Poland. The applications of Finland and Sweden to become NATO members
further significantly strengthen the NATO position in Europe.

The Baltics are in for a more difficult future (they have already been termed the
‘new’ West Berlin). It is impossible to know whether or not Volodymyr Zelensky
will be right that Ukraine is not the limit of Russia’s territorial ambitions; but clearly,
an invasion of the Baltic states is less unthinkable than it was even a few weeks ago,
although the current military overstretch by Russia makes this an unlikely scenario
over the near and medium-term future. Those countries themselves have never been
under any illusions. Long regarded as hardliners over Russia, the views of the Baltic
states and Poland on their eastern neighbour are now part of the EU mainstream.

Energy The EU has more or less always been a leader on the response to climate
change. Yet the last few years have seen three crucial developments that have very
clearly speeded up the agenda and will collectively bring about a revolution in EU
energy politics. The Russian invasion of Ukraine, and its implications for energy
politics in the EU, will deliver a further big push in that direction.

First, over the past few years, there has been increasing evidence (in terms of both
scientific research and extreme weather events) that the world is facing a climate cri-
sis that will significantly harm current and future generations, unless decisive action
is taken now. The EU is, as a result, even more focused on tackling the climate crisis,
reflecting growing public pressure and the presence of Green parties in government,
most importantly in Germany. Green politics has become a ‘mainstream’ issue in

95 https://warontherocks.com/2021/05/a-millennial-considers-the-new-german-problem-after-30-years-
of-peace/
% https://www.ft.com/content/d711c884-653d-4336-a490-b9075e5ce82f
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most big EU member states, with policies that were previously the preserve of green
parties now forming part of the platforms of most non-far-right political groups.

Second, the pandemic itself was a reminder of man’s unbalanced relationship
with nature, and of the drastic consequences this can have. It also showed how many
resources can be mobilised quickly in time of crisis, with obvious implications for
the climate crisis as well. Especially in the EU, there has been a conscious linking of
the pandemic and the environment: a cornerstone of the EU’s ground-breaking Next
Generation EU pandemic recovery plan is the financing of green projects, although
the use of nuclear power is also more on the agenda than it was prior to the current
Russia-Ukraine crisis.

The third factor is Russia’s invasion of Ukraine, and the pressure to immediately
transition away from a reliance on Russian energy. As already outlined, in the short
term, this involves doing whatever it takes, including utilising dirty energies, such
as coal. But beyond fire-fighting measures, the clear direction of travel will be to
replace Russian energy with green sources of power.

Taking these three factors together provides an extremely powerful fillip for the
green transition in the EU. A key stumbling block to more rapid transition, even in
the EU, has always been the high cost. But the combination of factors outlined above
creates a possibly unique window of opportunity, where EU leaders will have the
political space they need to force through this expensive transition.

In response to the invasion, the European Commission has updated its REPow-
erEU plan, which now seeks to fully eliminate dependence on Russian gas before
2030. As well as diversifying gas imports with liquefied natural gas and pipeline
gas from other sources, the cornerstone of this accelerated plan is to increase further
the use of renewables, improve energy efficiency, introduce more electrification, and
address infrastructure bottlenecks.

Eurasian economic integration If the direction of travel in terms of Russia-EU eco-
nomic disintegration is clear (see above), the picture is potentially more complicated
for those countries in the ‘contested zone’ in between. This applies, in particular, to
countries of the Former Soviet Union, but also to Turkey and at least some parts of
the Western Balkans, which have sought until now to maintain economic and politi-
cal relationships with both Russia and the EU. It looks highly likely that maintaining
a neutral stance politically, and therefore finding a middle ground economically and
financially, is going to be increasingly difficult.

Data on economic integration as of 2020 show that, for most parts of this ‘con-
tested zone’, the relationship with the West is much more important than that with
Russia (and China). The West accounts for a much greater share of total inward FDI
in all countries than do Russia and China combined (Fig. 21). Only in Belarus and
Moldova is Russia a key investor, accounting for around a fifth or more of the total
FDI stock. Meanwhile, the West®’ is a key investor in all countries.

7 By ‘the West’, we mean primarily the EU, although other Western countries have a particular impor-
tance in one or more partner countries (e.g. Switzerland in Albania and Kosovo; the UK in North Mac-
edonia; the US in Kazakhstan).
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Fig.21 Share of inward FDI stock in selected countries, % of total, by origin. Source: National sources,
wiiw

The impression gained from external trade relations is broadly similar, with the
EU the most important trading partner of the countries considered.’® For the West-
ern Balkans, Turkey, Moldova, and Ukraine, the trade relationship with the EU is
much more important than with Russia and China (and even with Russia and China
combined in the case of the Western Balkans and Turkey). In Kazakhstan, the
importance of external trade with the EU, Russia, and China is more even. Only in
Belarus is Russia clearly more important than any other trading partner.

The general impression created by these data is that, as the Russia-West divide
continues to harden, and as the middle ground becomes more and more difficult to
sustain, the overwhelming logic in economic and financial terms is for the Western
Balkan countries, Turkey, and Moldova to side with the West, although some of the
countries might follow a different ‘political logic’. In the case of the Ukraine, the
economic and political logic clearly coincide. Kazakhstan faces a much more diffi-
cult reality, and may well try to follow China in maintaining economic relations with
all sides; but that will be increasingly difficult. For Belarus, further alienation from
the EU is likely.

This economic and financial logic in part matches the current political moves.
However, two major exceptions are Turkey and Serbia. For now, both seem deter-
mined to stick to the middle ground, and both have notably so far kept transport con-
nections with Russia open (or even increased them). Yet for both, this path does not
look sustainable. The clear economic and financial importance of the West for both
countries creates clear incentives to prioritise this relationship, but it also gives the
West leverage over them to join in the sanctions against Russia (Fig. 22).

EU enlargement in Southeast Europe Via initiatives such as its Deep and Com-
prehensive Free Trade Agreement (DCFTA) with the EU, and its participation in
NATO’s enhanced opportunities partnership interoperability programme, Ukraine

% Here we exclude the UK, US, and Switzerland, as they are not especially important trading partners
for any of the countries considered, owing to gravity effects.
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Fig.22 Merchandise trade (exports +imports), % of GDP, 2020. Source: National sources, wiiw

had embarked on a process of euro-Atlantic integration. However, one of the lessons
of the Russian invasion is that until such time as the Western integration is complete,
with full NATO and EU membership, that integration can be undone. The lesson of
this, particularly for the EU, should be that Western Balkan EU accession should be
speeded up. Given the experiences of political regression in a number of countries
which gained EU membership in 2004 and 2007, current EU members will be hesi-
tant to move fast in this direction. Hence keeping to strict conditionality regarding
institutional development will remain important. However, until the six countries of
Southeast Europe are fully integrated into euro-Atlantic institutional structures, they
remain vulnerable to Russian interference. Russia’s invasion of Ukraine shows also
more generally that the EU strategy towards further ‘widening’ must be rethought.
Realistically, full membership will continue to be a drawn-out process, but a quick
integration into the full range of EU programs (with financial commitments and
technical support close to the levels given to full members) should be provided even
before proper EU membership status is reached. The current crisis should act as a
catalyst for much more concrete integration steps on the way to EU accession in the
coming years. Now, more than ever, more of the same in the EU approach to the
Western Balkans should not be an optionand a much more constructive position will
have to be taken especially with respect to Ukraine, Georgia, and Moldova (Weiss,
2020).

4 Conclusion

Russia’s invasion of Ukraine has sparked the worst conflict in Europe since the Bal-
kan wars of the 1990s. It will cause untold human suffering, destruction of infra-
structure, and economic and financial damage. Many people will die, and the lives
of millions more will be changed forever.

As we show in this article, there are various things that the current situation
can be compared to, as a guide to how bad the fallout will be. In military terms,
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the Balkan wars provide some baseline. In terms of sanctions, Iran can serve as
a guide. Yet the current crisis is fundamentally worse than either of those exam-
ples. In military terms, the fact that Russia is a nuclear power raises the stakes
and renders the worst-case scenario categorically worse than anything since at
least 1989. Meanwhile, the severity of the sanctions on an economy as big and
important as Russia’s means that the impact on European and global economies
will be much greater than in the case of Iran.

There is so much uncertainty and so many contingencies that forecasting is
extremely difficult. But the fact that Russian President Vladimir Putin has com-
mitted himself to this war of aggression, and seems unable to back down, indi-
cates that in practice, there are only really two ways this can go: either something
like a New Cold War or regime change in Russia. Today, the first seems more
likely than the second.

In this report, we have shown that the economic and financial consequences for
Europe will be profound. The economies of Russia and Ukraine will suffer by far
the most. Ukraine’s economy will shrink badly, a large part of its infrastructure
will be destroyed, and millions of people are leaving the country. Russia will suf-
fer a major recession and a sharp increase in inflation, and there will be a severe
drop in living standards.

The rest of Europe, and especially the countries of CESEE, experience sig-
nificantly higher inflation and some financial contagion. The inflationary impact
across the EU will furthermore depend on the willingness (or otherwise) to cut
off oil and gas imports from Russia. If that happens, EU growth would suffer
significantly.

The medium- and long-term outlook for Ukraine, Russia, and the rest of Europe
has been changed radically by the events of the past months. For Ukraine, in a sce-
nario where part of the country remains occupied and the other part is independ-
ent, the economic outcomes will be very divergent. An independent part of Ukraine
would see many refugees return, would receive massive Western financial support,
and could look forward to greater integration with the EU. By contrast, a Russian-
occupied part of East/South Ukraine would be rebuilt much more slowly, would
continue to suffer from outward migration, and would form part of a Russia-domi-
nated world that has become relatively isolated from the global economy (except for
its links with China — links that are unlikely to be very important for these regions
of Ukraine).

For Russia, the medium-term outlook is mostly negative. Due to the sanctions,
the Russian economy will lose its access to a large part of foreign capital and West-
ern technological transfer, increasing its economic backwardness relative to the rest
of the world. This will be partly — but by no means fully — offset by rising integra-
tion with the major Asian economies, especially China. Real incomes are likely to
stagnate. The Russian invasion also looks set to presage a fundamental unwinding of
30 years of economic integration between Russia and the West. On top of the harsh
financial sanctions imposed on Russia, Western firms are leaving Russia en masse.
Thus, it seems likely that, even if sanctions are eased at some point, February 2022
may well prove to have been the high-water mark for European economic integra-
tion in its broadest sense.
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There are four main areas of structural change and lasting impact for the EU
and Europe more broadly following Russia’s invasion of Ukraine. First, the EU
will get more serious about defence. Second, the green transition will gather pace.
Third, broader Eurasian economic integration will be unwound; with any integra-
tion processes between the EU and the EAEU being put on ice. Fourth, the EU
accession prospects of some countries could improve and steps will be taken to
significantly strengthen the involvement of candidate countries (and some neigh-
bouring countries) to participate more fully in EU programs, and gaining addi-
tional access to financial and technical support also prior to (and in some cases
instead of) full membership of the EU.

Western policymakers have a lengthy to-do list in the near term. The imme-
diate priority must be to address the humanitarian crisis, including supporting
and integrating refugees, providing assistance where possible for internally dis-
placed people within Ukraine, and helping those countries where most refugees
are arriving (such as Poland and Moldova). The next step is to address integration,
including language training and active labour market policies to ease job access.
Once the war ends, the US and EU should be ready with a plan for reconstruc-
tion, including identifying the most urgent areas where support will be needed
(transport, housing, administration, etc.). They should also determine the scale and
sequencing of this support, and encourage a significant return flow of refugees,
once this becomes feasible. Technical assistance to the government will be crucial
in rebuilding the economy from its war mode and advancing with reforms. The EU
should make specific efforts to integrate post-war Ukraine much more strongly.
This should include participation in all major EU programmes, just as if the coun-
try was an EU member — the cohesion funds, exchange programmes, research and
scientific cooperation, trans-European transport and other infrastructure projects,
common energy policy, and programmes linked to the New Green Deal.

Supplementary Information The online version contains supplementary material available at https://doi.
org/10.1007/s10368-022-00546-5.
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