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Summary
 Although many businesses in Europe may still be working themselves through their postpandemic sugar high, the war between Russia and Ukraine has amplified a ‘supply’ shock that
was already underway
 With its large exposure to key Russian/Ukrainian import goods, Europe is more vulnerable
than the other big economies in the world
 We look at some of the key channels through which an economic slowdown may take shape
and what factors may attenuate or mitigate its impact
 Significantly higher inflation this year is all but a given, but a steeper economic slowdown is
also the most logical consequence in the light of recent developments - although the extent
of this impact also hinges on the further sanctions the West may impose
 Forecasting a recession --with all its side-effects-- is always fraught with risks, but we feel
that we have just gotten a lot closer to that scenario
 We also look, in brief, at the monetary and fiscal policy implications as well as the broader
and longer-term geostrategic implications of the ‘war in Europe’

A ‘sugar high’
War has landed on the European continent. Apart from the break-up of the former Yugoslavia in
the 1990s, military conflict has not come this close to the heart of Europe since the end of WW2.
Our hearts and minds are with the Ukrainian people, who face the prospect of an increasingly
horrifying war that is already a humanitarian disaster. It’s also a big shock to those who took
peace and security in Europe for granted: this crisis will have profound implications for both.
The risks to the near-term EU economic outlook are mounting too. In this special we will argue
that war in Ukraine has amplified a ‘supply’ shock that was already underway and has been
building strength in ways markets have not yet recognised. The impact of this shock on economic
growth has so far been largely masked by asynchronous demand and supply effects as the
economy climbed out of the pandemic. This may soon be over. The problems may just be starting.
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Figure 1: Strong manufacturing PMI, rebounding

Figure 2: Significant cumulative savings

services PMI

alongside massive government support
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At the current juncture, many businesses in Europe are still working themselves through
significant backlogs. This creates a post-pandemic ‘sugar high’, as reflected in elevated purchasing
managers’ surveys for the manufacturing sector. The latest surveys indicate a gradual fading of
supply bottlenecks, which hampered output throughout 2021. That allows companies to raise
production in the face of (cooling?) demand for goods. Meanwhile, in the services sector, activity
is picking up too as Covid-19 restrictions have been relaxed and demand returns. Strong
government support through the pandemic --which is just as well reflected in the build-up of
excess savings (figure 2)-- and these ‘reopening’ effects all go some way in explaining the
relatively strong performance of the Eurozone economy.
We would argue that these positive data are, to some extent, deceiving. We increasingly
believe that households, businesses, and governments should prepare themselves for a
significant economic slowdown, with even higher inflation. In the next paragraphs we take a
closer look at how the war’s supply shock could play out and at some factors which may either
attenuate or mitigate its effects.

The impact of war and sanctions
Just before war broke out, our RaboResearch colleagues calculated the potential effects of war in
Ukraine with our NiGEM model. This included two quantifiable scenarios:
 Scenario A (‘war’) assumes a short and disruptive war, leading to disruptions in global trade for
a maximum of six months with significant drops in EU-Russia trade in particular. Investment
(risk) premiums rise moderately. Energy prices, including gas, rise sharply (oil to $125/bbl), but
fall back after four months. Food prices also rise sharply, with wheat up 30% and corn 20%, and
so do fertilizer prices (20%).
 Scenario B (‘war and effective sanctions’), starts as scenario A, but also assumes that effective
sanctions are imposed on Russia, occupied Ukraine, and Belarus by the US, EU, Australia, New
Zealand, Japan, and Korea, altering global trade patterns. As a consequence, energy prices rise
more sharply and stay higher for much longer. Food and related fertilizer and vegetable oil
prices also rise more sharply in this scenario. Risk premiums rise to match the increase seen
during the second Gulf War in 2003.
In the two charts below, we show the results for selected Eurozone countries and the UK for 20222024. The impact of ‘Scenario A’ is considerably smaller than the impact of ‘Scenario B’, but is
certainly not insignificant. Due to the bigger and prolonged impact of the commodity price shock,
Scenario B clearly has a big impact next year too. Please see here for our report on the potential
effects of the war in Ukraine.
Figure 3: Eurozone GDP impact (deviation from
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Scenario B

Sanctions: where do we stand now?
Since last week, European and global sanctions have been ramped up considerably. Although the
situation remains very fluid the tally of measures includes:
 Assets held by President Putin and Minister of Foreign Affairs Sergey Lavrov have been frozen
along with restrictive measures on the National Security Council of the Russian Federation and
the members of the Russian State Duma who supported Russia’s recognition of the selfproclaimed Donetsk and Luhansk ”republics”, and asset seizures against Russian oligarchs.
 Targeted sanctions aimed at 70% of the Russian banking market and key SOEs (cutting access
to capital markets and limits on new deposits by Russian residents), energy, transport,
technology, and visa policy.
 A ‘targeted and functional’ cut-off from SWIFT with exclusions for energy and agriculture.
 Freezing Russia’s FX reserves held in Western currencies and preventing the exportation of Euro
and US dollar(?) banknotes to Russia.
 The EU, UK, Canada, and US have closed their airspace to Russian aviation, and vice versa.
Neither Airbus nor Boeing will service the Russian air fleet, suggesting it will be grounded within
weeks. The railway linking Russia to Europe via the Ukraine has been blown up, and trucks are
unlikely to reach Russia for security reasons. Russian vessels are no longer welcome at Western
ports. Russian exports are also being boycotted by trading houses and global ocean carriers.
 Strong moral condemnation by international businesses and the risk of potentially facilitating
sanction-breaking activities is leading to self-sanctioning. A slew of Western firms have also
walked away from their Russian businesses, including BP, Shell, Exxon in energy, and Apple and
Microsoft in technology.
The combination of these sanctions with the logistical nightmare of war will see an almost
complete collapse in EU trade with Russia even if gas is flowing - for now. On that note, we have
already seen surges in European coal and gas prices on fears of supply disruption, while oil is
moving up towards $120/barrel. Deliveries of key Russian export commodities such as wheat,
corn, fertilizer, and aluminium, palladium, and nickel are likely to be upended. Further out, sowing
and harvesting of key agri exports will be further hit by fighting, absence of diesel appropriated
by the army, and if farm workers are drafted into the army.
Total EU exports to Russia stood at 0.6% of GDP in 2019, and imports at 1%, which is a relatively
modest share. For some countries, however, trade exposure is very significant. Figure 5 shows the
exposure for selected member states.
Figure 5: Some are more vulnerable than others

Figure 6: Investment position EU28 - Russia
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Whether the sanctions change the short-term dynamics on the battlefield remains to be seen. But
the unified response by Western governments does indicate that any retaliatory action by Russia
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will be met with further step-up of sanctions by the West. Some observers argue that Russia may
also expropriate assets of EU companies in Russia. As figure 6 shows, total direct investment
abroad (DIA) stood at EUR 288bn in 2017 (1.8% GDP).
Due to self-sanctioning, and the US threat that energy could still be covered by such measures,
we are arguably in scenario ‘B’ not ‘A’. The direction of travel is worrying too. This means that
the economic pain could be severe: there will be even more inflation and GDP growth will be
depressed for longer. The impact will be felt by those imposing sanctions as well as Russia.
Moreover, the risks now are of a further shift to even greater shocks via stumbling towards
scenario ‘C’ – secondary sanctions on evading countries trying to help Russia. The impact of
this globally bifurcating development are so severe that they are not even quantifiable.

Largest supply shock since 1979
The key channels through which this war hits European economies are:
1)
2)

Worsening of the ‘terms of trade’, which indicates that European economies have to
export more to pay for a certain volume of imports; and
The unavailability of key commodities and inputs in pan-European supply chains.

The latter is called a ‘supply shock’: the supply curve shifts up (higher prices), and to the left (lower
supply). The war in Ukraine is stacking on what was already a significant commodity price shock.
Figures 7 and 8 give an idea of its massive extent. We compare this with several previous crises
associated with supply shocks, and ‘handpicked’ the starting points to ensure we get the peak-totrough increase in the commodity price index; sometimes markets anticipate problems well before
a crisis begins in earnest (such as Gulf War I).
The current shock is blurred by the fact that commodity prices dropped strongly in the early
phase of the pandemic. However, even compared to pre-pandemic (2019) levels, commodity
prices have risen considerably more than they did during some major historical supply shocks.
Since end-2019 the HWWI index (in US dollars) has more than doubled (+270% since the June
2020 trough). The two major shocks that come anywhere near are the 90% rise in commodity
prices --led by oil-- following the Yom Kippur war in October 1973 and the second oil crisis in
1979 following the Iranian Revolution. Both were followed by deep recessions. Another relevant
comparison is the ‘Arab Spring’ of 2010/11: in the summer of 2010 a third of Russia’s wheat
harvest was destroyed due to a heat wave and wildfires. The Arab Spring that followed six months
later has been strongly associated with food shortages in the Middle East and North Africa.
NB: these charts do not fully reflect the most recent price developments. It certainly cannot be
excluded that commodity prices continue their ascent as the war in Ukraine escalates.

% increase trough - peak

Figure 7: The commodity shock compared

Figure 8: An unprecedented surge
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It goes without saying that this huge commodity shock will be felt in many European boardrooms
and living rooms. After all, the EU relies on imports for 60% of its energy.
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In other words, this is a massive terms of trade shock for Europe (figure 9), which needs to be
distributed among households (lower real wages), businesses (lower profits), and governments
(higher budget shortfalls). This process is still taking place and has a long way to run yet. Since
early 2021, the gap between producer and (non-energy) consumer prices has widened by more
than 20% (figure 10). This is just astounding. In fact, we haven’t been able to find any episode
since the 1960s during which this gap increased by more than 10% (as it did after Yom Kippur).
This unprecedented increase in input costs may not only indicate that businesses have been
surprised by the extent and persistence of input cost price pressures, but also suggests that: i)
they will need to hike their prices for end-users much more significantly in the year to come; or ii)
they will see their profit margins slashed1, which directly impacts investment.
Figure 9: A massive terms of trade shock

Figure 10: Corporate margins to be hit hard?
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But demand could follow suit…
However, if these input cost pressures end up on the plate of households --and there is increasing
evidence this is now happening too-- then consumer demand is likely to slow down considerably.
Aside from this ‘supply effect’, we would also expect to see increasing uncertainty among
households, as the availability of essentials as food and energy comes into question. The war is
currently moving into an even more brutal phase, which may see a ratcheting up of both
sanctions as well as political rhetoric, and even fears of Russian nuclear blackmail. Security
concerns in Europe could become a serious factor in the household equation when it comes to
their decisions to save or spend.
Inflation is feeding into this equation in uneven ways. In general, inflation rates across income
distributions are fairly similar: there are usually only slight differences between the cost increases
seen for goods and services that poorer households purchase compared to those bought by
richer households. This is not to say that their experience of inflation is similar: clearly, poorer
households will find it hardest to make ends meet as their real incomes are eroded and an
increasing part of their spending ends up in higher prices rather than in volumes.
We have used Eurostat’s Household Budget Survey to match consumption expenditures by income
quintiles with the weights in the HICP inflation index. Figure 11 shows that inflation as
experienced by the lowest income quintile (1) was 5.5% y/y in January this year, whereas it was
4.8% y/y in the highest quintile (5). In particular food and housing costs exerted particularly strong
upward pressure on inflation for lower income groups, whereas high transport prices (cars, fuel,
passenger transport) have a more pronounced effect on higher income groups.

1
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To be fair, gross operating surplus really is a very rough measure of ‘profit’ as it basically reflects the non-wage
share in gross domestic income. So how wages will respond does matter! Just for historical comparison,
Netherland’s gross operating surplus declined by nearly 8%-points between 1973-1975, nearly 4%-points between
1991 and 1993; but it actually rose 2%-points between 1979 and 1982.
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As in 2008 and 2011, the current inflationary episode is driven by a select number of product
groups: food, energy and transport. This is largely non-discretionary spending, which takes up
a bigger share of the budget for poorer households. This means they will find it impossible to
absorb the extra costs without an offsetting impact on their discretionary spending.
Unsurprisingly, there was a Eurozone recession in 2009 and in 2012.
Figure 11: Poorer households feel the pinch of

Figure 12: What’s left of consumer confidence?
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Consumer surveys, however, do not show big differences in confidence across income quartiles
yet. That said, aggregate consumer confidence has already taken a 5.5-point hit since June 2021.
Consumers are still positive on the economic situation over the past 12 months, which is just
another reflection of the unexpectedly sharp recovery of 2021, even as there is broad recognition
that now is not a good time to make large purchases due to the combination of elevated prices
and reduced choice. Some key forward-looking components have deteriorated too: the
consumer’s view on the macroeconomic outlook has weakened markedly, along with the outlook
for personal finances. Tellingly, as the unemployment outlook did improve, it shows that inflation
is a key concern of consumers. These figures don’t yet take into account the war in Ukraine.

More ‘rotten’ indications of oncoming recession?
Unfortunately, our pessimism doesn’t stop here. The monetary backdrop is weakening too. The
current slowdown in real M1 growth in particular adds to concerns about the economic outlook.
The relationship between the business cycle and definitions of narrow money is robust, in
particular if we look at real M1. After all, it is real money that supports real volume growth. Figure
14 shows that real M1 --which comprises currency in circulation and overnight deposits-- has the
potential to convey fairly strong recession signals. Specifically, for all Euro area recessions apart
from the one caused by Covid-19, real M1 growth turned negative in the preceding months.
Figure 13: Real M1 growth is plunging …

Figure 14: … further adding to recession risks
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The correlation is relatively strong too: real M1 growth leads real GDP growth by four quarters. In
January, real M1 growth was 3.8% y/y, down from 14.4% y/y in January last year. It continues to
decelerate: inflation rose to 5.8% from 5.1% y/y in February, and price pressures aren’t subsiding
anytime soon, whereas nominal M1 growth softens.
An estimate based on base money suggests that real M1 growth could be around 2.5% y/y
in February, close to signalling the risk of a recession in the near future.

Inflation-induced recession “baked into the cake”?
Of course, one can make the point that monetary policy is still very accommodative, whereas the
1974/75 recession, for example, was preceded by significant interest rate hikes by the Fed and
Bundesbank in 1972/73. Moreover, governments will again use their own balance sheets to try to
mitigate this ‘external’ shock for households as they have done throughout most of 2020 and
2021.
However, the historical experience also suggests that once the inflation genie is out of the bottle,
economic growth has a tendency to slow down regardless of the policy reaction. It happened in
1974/75; it happened 1980/81; and again in 1992, 2008, and 2011. It suggests that ‘soft landings’
are very difficult to achieve.
Indeed, based on the very simple historical relationship between trend-adjusted2 inflation and
trend-adjusted GDP growth (where inflation leads growth by 12 months on average), Eurozone
GDP growth would fall below zero over the next 12 months (underlying trend is around 2%). This
is shown in figure 16. If this chart were to be one’s guide, the economy would hit the rocks by in
the first half of 2023. But the trade and investment impact from the sanctions could speed this up.
The forward looking property of this chart should not be under-estimated as it basically
implies that no matter what wages do or how policy makers react a recession may already be
hard to avoid.

Figure 15: Excess inflation versus excess growth: recession baked in the cake?

Source: RaboResearch
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Trend values were obtained by taking a (very slow) Hoddrick-Prescott filter
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Medium-term ramifications
The swift and united response by Europe and other nations since the outbreak of war in Ukraine is
perhaps one explanation why the risk-off move in financial markets has been relatively modest so
far. But make no mistake: as we have hopefully amply underscored by now, the war is adding a
significant supply shock (with both price jumps as well as physical limitations of supply of goods)
on top of what already was a large shock to the economy in the works.
Financial market volatility and economic and geopolitical uncertainty are all extremely high. As
such, we have revised our inflation forecast upwards to 5% y/y in 2022 and adjusted our growth
projections downwards to below 3% this year3, as we try to balance out this supply-shock view
with some of the lagging positive factors we alluded to earlier. These are, again: i) a relatively
strong starting point, with businesses still in a ‘sugar high’ and a more complete reopening of inperson services sectors; ii) the build-up of excess savings over the course of the pandemic; and
iii) potentially renewed support from governments. But, overall, we feel things could still play out
in a much more violent fashion, with more inflation and less growth.

Cold War returns: so may Cold War policy
This brings us to the medium-term ramifications of the war.
Figure 17: Eurozone budget balance (EC forecast)

Source: Macrobond, NATO
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The tectonic shift seen over the weekend of February 26-27 clearly suggests Europe won’t look
“East” and seek to appease Russia, but is keeping its ranks closed and strengthening its NATO ties.
Even Germany has agreed to ship weapons to Ukraine and has vowed to ramp up defence
spending. Besides committing to EUR 100bn in extra-budgetary spending, Germany had pledged
to raise annual defence spending to, or even above, the 2% NATO target and put this in its
constitution. If similar action were copied in other member states this would constitute a
significant (fiscal) impulse in itself. If all member states that are below the NATO threshold in 2021
raise spending to 2% of GDP, this would add at least another EUR 47bn to annual spending, or
0.4% annually (although the US may well benefit significantly from that via EU defence imports).
Should defence spending be raised to Cold-war era levels, that number would obviously be
considerably higher. German military spending averaged around 3% of GDP in 1980-84 (based on
SIPRI data); for the 6 biggest Eurozone member states this was only slightly lower (2.8% weighted
average).

3
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GDP growth of 3% in 2022 seems optimistic, but this partly reflects statistical carry-over effects from strong growth
in the second half of 2021.
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Public opinion in Europe has been shifting so quickly that there now appears widespread backing
to incur significant costs to support Ukraine. This also means EU leaders may feel strengthened in
their strategy of raising the pressure on Russia through sanctions, which could become
increasingly painful for Europe as well.
As prices of energy and food rise further, and the availability of key inputs such as natural gas
becomes an issue, we may also expect governments (coordinated by the EU) to take steps to:
 Mitigate the impact of rising food and energy costs on low-income households.
 Speed-up fossil fuel saving measures to reduce heating demand among households and
intensify and bring forward investment in wind and solar power. This already is a priority under
the NGEU programme to help achieve the EU’s climate goals; we expect geopolitical
considerations to gain more importance.
 Take a steering role in the allocation of affected commodities among industry and businesses,
transporters, households and electricity producers. On this note, it would be more likely in our
view that whilst businesses will be ‘asked’ to cut back on production to save on scarce energy
and other key raw materials (and so take the ‘volume pain’), households will take the pain in the
form of higher prices with insufficient compensation from wages (which businesses cannot
afford as they cut back on output). Similarly we may see downward adjustment in the quality of
consumer goods (using lower quality inputs, for example feed grains to make bread).

Fiscal: war changes everything?
The Covid pandemic ushered in a new era in terms of fiscal policy and how it ‘works in tandem’
with monetary policy. Now we have war too. It seems highly unlikely that we will soon make an
180-degree reversal to pre-pandemic fiscal belt tightening. Indeed, although this year was
supposed to see EU finance ministers discuss a revamp of the Stability and Growth Pact rules, we
cannot dismiss the possibility that this decision will be postponed and that 2023 will be yet
another year with budget rules on hold. 2020-21 was the war on Covid-19, now it’s the
battle for Europe.

Monetary: big dilemma for ECB, so ‘softly-softly’
In essence, the ‘stagflationary’ impact only aggravates the ECB’s trade-off between inflation and
growth risks, and the central bank’s response is not immediately obvious. On one hand, the added
and more persistent pressure on inflation would warrant further policy tightening. At the same
time, the dampening impact on consumption, investments, and hence GDP growth would warrant
more monetary accommodation – unless governments step in with fiscal stimulus. Plus, the ECB is
faced with a third risk that is unique to the Eurozone. To the extent that significant risk-off moves
widen peripheral spreads, fragmentation risk could force the ECB to continue its asset purchases
for longer than it currently anticipates.
As we argued in a recent report, the highly uncertain outlook and the huge costs of being wrong
have forced the ECB to adopt a loss minimising strategy that involves a gradual removal of
accommodation. At this juncture, neither of these risks seems to be pressing enough to force the
ECB to fully abort its normalisation plans, but as long as the war in Ukraine persists, the ECB will
be even more flexible and non-committal than the data-dependent flexibility it has regained
recently.
However, we also note that this loss-minimising approach is not necessarily the best-suited policy,
so it should be seen as a temporary state as long as uncertainty makes it impossible to fully rely
on a baseline projection. When the dust settles, the ECB will have to switch back to implementing
the most optimal strategy given the Bank’s baseline projections.
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It is the first time that the ECB would be faced with such a crisis and potential stagflation, and it
isn’t immediately obvious how the ECB would respond. After all, what makes this trade-off even
worse is that monetary policy will probably be unable to address either issue. Considering the
supply-shock nature, tighter policy may reinforce the anchoring of expectations somewhat, but it
will not bring down inflation. Conversely, additional stimulus will not be able to prevent an
economic slowdown if it is driven by supply shortages.
The US Federal Reserve has faced this situation before, which may provide some clues to future
behaviour. Its own website shows that during WW2 it “supported the war effort in several ways: it
helped finance wartime spending, fund our allies, embargo our enemies, stabilize the economy, and
plan the return to peacetime activities.” That would, however, put the onus on fiscal stimulus. The
policy response during the pandemic was much more successful than after earlier crises, owing to
coordination between monetary and fiscal authorities. These lessons could be used to design a
(post-)wartime policy.
Indeed, while we all long for a quick return to peace, we must sadly now do so according to the
wisdom of Vegetius: by preparing for war.
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Disclaimer
Non Independent Research
This document is issued by Coöperatieve Rabobank U.A. incorporated in the Netherlands, trading as “Rabobank”
(“Rabobank”) a cooperative with excluded liability. The liability of its members is limited. Authorised by De
Nederlandsche Bank in the Netherlands and regulated by the Authoriteit Financiële Markten. Rabobank London
Branch (RL) is authorised by De Nederlandsche Bank, the Netherlands and the Prudential Regulation Authority, and
subject to regulation by the Financial Conduct Authority and limited regulation by the Prudential Regulation
Authority. Further details are available on request. RL is registered in England and Wales under Company no. FC
11780 and under Branch No. BR002630. This document is directed exclusively to Eligible Counterparties and
Professional Clients. It is not directed at Retail Clients.
This document does not purport to be impartial research and has not been prepared in accordance with legal
requirements designed to promote the independence of Investment Research and is not subject to any prohibition
on dealing ahead of the dissemination of Investment Research. This document does NOT purport to be an impartial
assessment of the value or prospects of its subject matter and it must not be relied upon by any recipient as an
impartial assessment of the value or prospects of its subject matter. No reliance may be placed by a recipient on
any representations or statements made outside this document (oral or written) by any person which state or imply
(or may be reasonably viewed as stating or implying) any such impartiality.
This document is for information purposes only and is not, and should not be construed as, an offer or a
commitment by RL or any of its affiliates to enter into a transaction. This document does not constitute investment
advice and nor is any information provided intended to offer sufficient information such that is should be relied
upon for the purposes of making a decision in relation to whether to acquire any financial products. The
information and opinions contained in this document have been compiled or arrived at from sources believed to be
reliable, but no representation or warranty, express or implied, is made as to their accuracy, completeness or
correctness.
The information contained in this document is not to be relied upon by the recipient as authoritative or taken in
substitution for the exercise of judgement by any recipient. Any opinions, forecasts or estimates herein constitute a
judgement of RL as at the date of this document, and there can be no assurance that future results or events will be
consistent with any such opinions, forecasts or estimates. All opinions expressed in this document are subject to
change without notice.
To the extent permitted by law, neither RL, nor other legal entities in the group to which it belongs accept any
liability whatsoever for any direct or consequential loss howsoever arising from any use of this document or its
contents or otherwise arising in connection therewith.
Insofar as permitted by applicable laws and regulations, RL or other legal entities in the group to which it belongs,
their directors, officers and/or employees may have had or have a long or short position or act as a market maker
and may have traded or acted as principal in the securities described within this document (or related investments)
or may otherwise have conflicting interests. This may include hedging transactions carried out by RL or other legal
entities in the group, and such hedging transactions may affect the value and/or liquidity of the securities described
in this document. Further it may have or have had a relationship with or may provide or have provided corporate
finance or other services to companies whose securities (or related investments) are described in this document.
Further, internal and external publications may have been issued prior to this publication where strategies may
conflict according to market conditions at the time of each publication.
This document may not be reproduced, distributed or published, in whole or in part, for any purpose, except with
the prior written consent of RL. By accepting this document you agree to be bound by the foregoing restrictions.
The distribution of this document in other jurisdictions may be restricted by law and recipients of this document
should inform themselves about, and observe any such restrictions.
A summary of the methodology can be found on our website
© Rabobank London, Thames Court, One Queenhithe, London EC4V 3RL
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