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Introduction

Much has been written on the economic impacts of
Russia’s invasion of Ukraine. For the European Un-
ion, the already visible impacts of rising energy and
food prices presage more fundamental economic
challenges in the longer term. Coupled with the lin-
gering side effects of the COVID-19 pandemic the
global economy is facing unprecedented turmoil.

Unfortunately, the ongoing humanitarian crisis in
Ukraine is also being followed by economic conse-
quences which are already impacting both European
and global economies. The uncertainty of this war is
eroding confidence and will pose a threat to eco-nomic
stability should it continue in the long term. As European
Commissioner for the Economy, Paolo Gentiloni noted,
‘the duration of the war will deter-mine its cost, both
humanitarian and economic’.

This In Brief provides a broad overview of the princi-
pal macroeconomic impacts of the Ukraine war on the
EU. It also provides a set of recommendations
designed to guide the EU’s policy actions in the future.
Further publications in this series will deal with spe-
cific issues related to the impacts on agriculture, en-
ergy prices, European security/defence policy and the
longer-term effects on the wider European inte-
gration process.
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Principal Macroeconomic Impacts:

Slowing Growth, Increasing Anxieties

On a macroeconomic level, the war in Ukraine is re-
ducing global growth and is disproportionally impact-ing
the EU given its direct exposure to both the Ukrainian
and Russian economies, particularly relat-ing to energy
and food production. Latest projections from the
International Monetary Fund (IMF) estimate global
growth slowing to 3.2% in 2022 (down from 6.1% in
2021). For the Eurozone, economic growth is expected
to decline to 2.9% in 2022 and just 1.2% in 2023. For
2023 this represents a downgrade of over 1 percentage
point from their April 2022 projections. Further
downgrades are likely given the potential for a further
deterioration in the coming months.

In 2022, the Eurozone is following a global pattern of
reducing global economic activity. Economies includ-ing
China (3.3%), Canada (3.4%), Britain (3.2%) and the
US (2.3%) are all currently experiencing a signif-icant
moderation in growth. The latest projections from both
the European Commission and the Euro-pean Central
Bank support the IMF’s downgrades of economic
activity with only a “partial rebound ex-pected in the
medium term”. Economists now view a recession in
Europe (and the US) as “increasingly likely” in the
coming months.

Slowing economic growth is also weakening eco-nomic
confidence across Europe. Coupled with wider global
uncertainties — the possible future trajectory of COVID-
19 and the response to it from key global
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economies such as China — it is clear that the war is
significantly corroding economic confidence. Con-
sumer surveys in Germany show confidence at all-
time lows (levels are now lower than at any time since
such surveys began in 1991).

Surveys of EU businesses are clear in highlighting
concerns over rising energy prices, supply chain dis-
ruptions and sourcing raw materials. Manufacturing is
showing a particular fragility with new orders con-
tracting sharply. European businesses are “sinking into
an increasingly steep downturn, adding to the re-gion’s
recession risks. New orders are already falling at a pace
which, excluding pandemic lockdown months, is the
sharpest since the debt crisis in 2012, with worse likely
to come”.

Rising Inflation is Eroding Price Stability

Eurozone inflation is estimated at 9.1% in August
2022. Prices in the Baltic states are now rising at over
20% on a rolling 12-month basis. In member states
as diverse as Slovakia, Poland, Romania and the
Netherlands, inflation is over five times the ECB’s
benchmark for price stability (2%).

The ECB is projecting that Eurozone inflation will
moderate to 3.5% in 2023 and 2.1% in 2024. How-
ever, these projections are based on the normalisa-
tion of energy and food prices over the next six to
nine months. The “assumed decline” of these prices
is unlikely given the worsening economic outlook.

Global policymakers now agree that central banks face
their greatest challenge in decades and that combatting
high inflation will be much harder than previously
anticipated. The ECB’s reluctance to raise interest rates
(when compared to other global central banks) has
ensured that inflationary pressures are now embedded
across Eurozone economies. De-mands for higher
salaries, to compensate for rising prices, are resulting in
industrial unrest across Eu-rope. Thus further
increasing the potential of a broadly based wage-price
spiral in the medium term.

And while it is correct to say that Russia’s aggression
has supercharged price increases in several eco-
nomic sectors (energy and food being the most nota-
ble), the ECB’s current approach ignores two
important points.
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First, inflation had firmly taken hold across much of the
Eurozone prior to Russia’s invasion of Ukraine (it was
already 5.1% and rising in January 2022). Thus, even
the normalisation of energy and food prices will not
resolve underlying inflationary pressures.

Second, the ECB’s inflation estimates, quite remark-
ably, continue to ignore housing as a driver of rising
living costs. This, in a Eurozone economy where
housing costs remain a critical component of real ex-
penditure patterns and where property prices have
risen dramatically in many member states. Even the
ECB itself has acknowledged that Eurozone property
markets are now at risk of significant price correc-
tions as interest rates rise.

Ultimately, the Ukraine war has exacerbated existing
inflationary pressures across the Eurozone. With cur-
rent inflation now higher than anticipated, the ECB will
likely have to raise interest rates quicker (and higher)
than is currently expected. This will likely worsen the
economic turbulence in the months ahead and make
recession in Europe unavoidable.

Eurozone Instability is back on the Menu

The combination of low growth, high inflation and in-
creasing interest rates pose real challenges for the
future of the Eurozone. The vulnerability of the single
currency area should not be underestimated. Even
before accounting for the additional fiscal costs aris-ing
from the Russian invasion (e.g. increased spend-ing on
security and defence, higher energy/food costs) the
overall debt to GDP ratio for the Eurozone stood at 95%.
Seven countries in the Eurozone (in-cluding France and
Italy) now have public debt levels in excess of 100% of
GDP.

The Ukraine war — in magnifying the uncertainty
around the European economy — is fuelling renewed
market doubts about the current structure of the Eu-
rozone. ltaly, owing to its elevated public debt levels
and recent history of low growth, is the primary focus
of concern. Already, the ECB has been forced to an-
nounce a new “anti-fragmentation tool” to “contain di-
vergence in borrowing costs” between more
vulnerable Eurozone members and Germany. How-
ever, this approach does nothing to address the
longstanding structural flaws within the single cur-
rency area.
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As was evidenced in the Great Recession beginning
in 2007, the Eurozone remains vulnerable to the con-
sequences of unforeseen external shocks. Although
launched in 2014, the Eurozone’s Banking Union re-
mains unfinished with no clear timeline for completing
its final pillar (a common deposit insurance scheme).
As was the case a decade ago, the Eurozone re-
mains_susceptible to financial market speculation
against individual members and has not closed the
“‘doom loop” between national debt and domestic
banks. Its longer-term growth potential remains
anaemic.

Ultimately, the impact of the Ukraine war on the sta-bility
of the Eurozone is dependent on the length and severity
of the conflict. In the short term, its most ob-vious
economic impact on Europe — rising prices - will actually
reduce debt to GDP levels for most member states.
Thus, offsetting expected increases in interest rates and
reductions in economic growth.

However, in the longer term and as already noted,
increased economic turbulence arising from an ex-
tended military conflict in Ukraine will lead to a more
prolonged bout of inflation. This in turn will require a
more robust monetary policy response resulting in
higher interest rates. In this scenario, the Eurozone
will be subject to increasing structural instabilities
arising from depressed growth and investment.

Fuelling the Political Extremes

The economic impacts of the war in Ukraine are also
influencing political debates across the EU. In France,
the public backlash against rising prices — le pouvoir
d'achat (purchasing power) — has strengthened feel-
ings of discontent and economic malaise. The recent
Presidential and Parliamentary elections witnessed
an increasing drift to the political extremes. Le Ras-
semblement National, headed by Marine Le Pen,
gained over 40% of votes in the Presidential election
by focusing, almost exclusively, on the cost of living
crisis facing French families.

This is a narrative that will become more pronounced in
the months ahead. The likelihood of escalating en-ergy
prices, prolonged inflation, lower growth and in-creased
economic uncertainty will further challenge Europe’s
political landscape. Energy and food prices (discussed
in two forthcoming In Briefs) are set to re-main elevated
in the medium term. This, in turn, will
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feed into narratives demanding more and more public
action to protect the spending power of ordinary
workers.

The European Commission has already signalled a
much more interventionist approach is being devel-
oped to curb energy price rises for consumers. This
is necessary, but will likely further increase public
spending and feed into broader debates concerning
the stability of debt levels and the Eurozone. A situa-
tion likely to become most acute in the Baltic states
(owing to the direct impacts of the Ukraine conflict)
and economies such as lItaly (due to hold national
elections in the coming weeks).

Politically, as was evidenced in the French elections, the
economic spill-overs of the Ukraine war could po-
tentially fuel a concerted move to the political ex-tremes.
A risk that will increase the longer the conflict continues
and prices remain elevated. Such an effect would also
weaken the ability of Brussels to respond coherently at
a European level. The election of more populist-led
governments in 2023 would weaken the ability of the EU
to develop the pan-European eco-nomic policy
responses that may be required to help stabilise
European economies in the future.

Recommendations:

The current geopolitical landscape — although domi-
nated by the issue of energy prices — exhibits a wide
range of economic impacts that will shape the EU’s
future direction for decades to come. From a macro-
economic perspective, the coming months and years
will pose a significant challenge to the stability of the
EU which should not be underestimated.

As previously noted, specific recommendations con-
cerning energy or agricultural policy will be contained
in future In Briefs in this series. However, in a wider
political economy context, we argue that:

1. Price Stability is Key

Price stability is the key to ensuring the future sus-
tainable development of the European Union. With-out
stable prices, the EU’s core ambitions in areas such as
combatting climate change and increasing digitalisation
will not be achieved. Economic history has shown that
periods of high inflation also erode public support for the
political process and reduce the
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standard of living of working and middle-class fami-
lies. The ECB should stick clearly to its mandate of
ensuring price stability in an independent and trans-
parent manner notwithstanding the short-term eco-
nomic environment.

2. Banking and Financial Leadership

The external shocks of the pandemic and war in
Ukraine have significantly reduced Europe’s me-
dium-term growth prospects. The EU should take ad-
vantage of this uncertainty to further strengthen the
EU’s capacity to lead the global economic recovery.
Europe’s financial resilience should be improved by
completing Banking Union.

In areas like digital finance, the digital Euro and arti-
ficial intelligence the EU should continue to set global
benchmarks. Proposals for introducing a digital Euro
should be expeditated. Finalising and implementing
the Markets in Crypto Assets (MiCA), Digital Opera-
tional Resilience Act (Dora) and Artificial Intelligence
Act should be prioritised.

3. Growth as the Driver of Debt Reduction

Europe’s societies are fragile following the last two
decades of crises. As a result, economic growth
should become the principal mechanism for reducing
debt burdens in the longer term. A growth-induced
debt reduction programme, underpinned by a com-
mitment to a credible (and simplified) EU fiscal frame-
work, could significantly cut debt relative GDP
without placing any additional burden on working and
middle-class families.

The experience of Belgium in the 1990s provides a
template for future policy. Then, a clear political com-
mitment to the Euro (and its fiscal rules) was comple-
mented by a gradual process of debt reduction which
shielded Belgium from the worst impacts of the Euro-
zone debt crisis notwithstanding still elevated debt
levels.

4. A Simplified, Incremental and
Responsive Eurozone

Associated with Recommendation 3 is the under-
standing that if the Eurozone is to thrive in the future, its
governance rules must be updated to reflect pre-sent-
day realities. The Eurozone’s future rules should
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be based on four key principles — Simple, Incremen-
tal, Investment led and Responsive.

In effect, this involves developing a governance
framework which facilitates — when needed - a mix of
(a) gradual debt reduction; (b) fiscal policies driving
sustainable growth; (c) public and private investment;
(d) simplified and consistent enforcement of rules
which reflect the prevailing economic realities facing
each member state.

As part of this process, the criteria allowing use of the
“general escape clause” should be formalised allow-
ing for greater transparency in future times of crisis.
The aim being to create a more flexible, yet credible,
Eurozone framework.

5.A Normalising Fiscal Framework

The pandemic and the ongoing war in Ukraine under-
state the importance of creating fiscal buffers during
periods of economic growth to facilitate additional
spending in times of crisis. It must become the vital
underpinning of a future, normalised fiscal framework, as
it allows greater fiscal space to counter unfore-seen
shocks without causing immediate debt pres-sures from
the financial markets. This is vitally important as the
Eurozone moves away from a neg-ative interest rate
environment.

Dr. Eoin Drea is Senior Researcher at the Wilfried
Martens Centre for European Studies.

Dr. Peter Hefele is Policy Director at the Wilfried
Martens Centre for European Studies.

The Wilfried Martens Centre for European Studies is the
political foundation and think tank of the European People’s
Party (EPP), dedicated to the promotion of Christian Dem-
ocrat, conservative and likeminded political values.

This publication receives funding from the European Par-
liament.

© 2022 Wilfried Martens Centre for European Studies The
European Parliament and the Wilfried Martens Centre for
European Studies assume no responsibility for facts or
opinions expressed in this publication or their subsequent
use.

Sole responsibility lies with the authors of this publication.

A Centre Right Response to the Economic Fallout of War in Ukraine



https://www.bruegel.org/sites/default/files/wp-content/uploads/2018/09/PC-15_20183.pdf

