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One year since Russia’s invasion - Europe faces three

changes as it settles into new reality

e One week from now, exactly one year has passed since Russia started its
unprovoked attack against Ukraine.

o In our view, the war has brought along three important changes. First, it has
fundamentally changed the way we perceive security and peace in Europe. Second,
it has forced changes in our economic model, and third, it has changed the
priorities of businesses and policymakers who prepare for the future.

A reality check for Europe

When Russia started its invasion of Ukraine in the early hours of Feb 24th last year, the
European security order changed overnight. Media outlets showed dark images of burning
buildings in Kyiv, providing a very unpleasant reminder for Europeans that a military
conflict is not only a thing of the past.

Wars, as distant as they have been to an average European for long, cause massive losses
on human capital. Since the start of the war, more than 7,000 Ukrainian civilians have lost
their lives and more than 11,000 have been injured. The war has displaced more than 14
million people. The people who are now deceased, injured, displaced or mobilised could
have been productive, both for the private sector and for their country. Some of them will
of course build a new life and start to work elsewhere but it will take time.

Despite the discomfort a war brings, it is also a healthy reminder. All conflicts cause
massive human suffering and economic losses, but the ramifications from conflicts do not
respect country borders. According to the IMF, Ukraine is estimated to have lost at least
one-third of its GDP last year, while the OECD has estimated total costs from the war at
USD 2.8 trillion in lost output for the global economy. That is more than ten times the size
of the Ukrainian economy.

Rethinking our economic model

The losses for the global economy mostly come from higher energy and food prices,
as well as disrupted supply chains. Europe now grapples with an acute energy crisis that
could last for years. Before the war, 25% of the EU’s imported petroleum and 39% of the
natural gas originated from Russia. By the third quarter of 2022, these shares had fallen to
14% and 15% respectively. After the EU imports ban on Russian oil entered into force in
December 2022, this share has shrunk even further.

For decades, many European countries fostered close economic ties with Russia, and
industries in many large European countries relied on cheap, fossil energy from
Russia. The war has forced Europe to rethink; it has triggered a race to build more
emission-free energy production capacity, not only in Europe but globally. The European
Commission now plans an additional investment of EUR 210 billion on energy
independence and security by 2027. Cutting Russian fossil fuel imports should save an
additional EUR 100bn.

Important disclosures and certifications are contained from page 2 of this report.

Russia now comprises only a marginal
share of Europe’s gas imports

European natural gas import volumes
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As Europe has managed to avoid an acute gas crunch, energy prices have stabilised.
The 1-month natural gas price in Europe has fallen below 60 EUR / MWh and is already at
a lower level than before Russia’s invasion in February 2022. Yet, Europe is not out of the
woods. In short term, saving energy and improving energy efficiency are the only viable
options, since building new infrastructure capacity is a slow process and typically takes
years. Controlling for the weather impact shows that actual consumption has adjusted to
energy price variations; the higher the price has been, the more demand adjustment has
taken place. Recently though, lower prices seem to have again led to higher consumption.

Europe’s energy transition could still be painful and prices could stay elevated and
volatile for some time, but eventually, the outcome should be positive. The good news
is that costs of building renewable energy capacity have fallen drastically. The cost of
newly installed solar photovoltaic capacity is how only 10% compared to what it was in
2010. Costs for onshore and offshore wind are down 70 and 60% respectively. In five years’
time, Europe is likely to have established an energy system that is more robust to external
shocks but also ecologically more sustainable. Climate will be the big winner but also
businesses should benefit since renewable energy is very affordable.

While in long term this crisis could make Europe more resilient, in short term,
economies are being challenged. Apart from energy investments, governments are
pushing for increased spending on defence. Handouts to citizens and businesses to
compensate for rising costs have been generous, particularly in Germany, where earmarked
and allocated support exceeding EUR 260 billion makes up approximately half of the euro
area total. Ballooning government deficits and rising government debt in euro area could
become an issue as real interest rates rise. Same time, the ongoing fiscal easing threatens
to undermine central bank efforts to tame price pressures. Rising tensions between fiscal
and monetary policy could be one of the key financial market themes for 2023.

German government has been particularly generous in compensating citizens for
the rising costs of living

Governments earmarked and allocated funding to shield households and businesses
from the energy crisis
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Electricity and gas prices are sharply
lower thanks to mild weather
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Cost of installed wind and solar power
has fallen substantially since 2010
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New priorities going forward

The war has served as a reminder that the inter-connectedness of our global economy
also makes the system vulnerable. The reaped benefits from decades of globalisation, the
increased efficiency and cost gains, are now increasingly weighed against the risks the
process entails. Investment decisions for future production locations, or the choice for new
markets, have become more complicated and parameters could be weighed differently than
before. Geopolitical, security and energy risks, factors that may entail significant economic
costs long term, are likely to weigh more on decision-making even if the short-term cost
impact from this risk management exercise is negative.

Most notably, businesses are likely to reconsider their exposure to China who is
already at odds particularly with the US. Last year, for example, the US stepped up
sanctions related to technology exports to China. If the reshuffling of global production and
supply chains really happens, it will have substantial implications. Those emerging
economies that face a high risk of sanctions will find it hard to attract investments from
Western companies going forward. Then again, it is unlikely that countries like China
would ever face similar sanctions as Russia. It is simply too important for the West.

Changing priorities of businesses and policymakers will benefit some economies but
there is a risk that low income economies are left behind. The UN has assessed that the
annual sustainable development goal financing gap in developing economies has increased
from USD 2.5 trillion, estimated in 2015, to USD 4 trillion. All progress achieved since
2015, has effectively been rolled back. Many emerging economies will be reluctant to
choose side in the ongoing geopolitical battle, which makes them unattractive to investors.
Then again, the rising investment gap is likely to exacerbate economic deprivation, which
creates a fertile ground for foreign influence by the ‘enemy block’. A vicious circle?

The endgame - will Russia run out of resources?

Over the last 12 months, Russia has become an international pariah state similar to
Iran. It faces a range of sanctions by the US, the EU and many other nations. In
addition, many businesses and people have voluntarily left the country. Yet, to high
commodity prices, contraction in the local economy last year was less than expected. The
Russian government was well prepared before they started the war, and although Western
countries froze a part of Russia’s foreign reserves, Russia has continued to receive foreign
currency by selling its energy products to China, India and Turkey. The central bank has
managed to keep the local exchange rate stable with a number of controls in place.

In the longer term, sanctions, boycotts by foreign companies and brain leakage
altogether will hamper Russia’s economic development, and drain its military
resources. Particularly the sanctions against Russian financial industry and limitations to
technology exports will reduce Russia’s economic potential while also hampering military
production. Still, Russia will not run out of resources completely. The government can
prioritise, and they have already. They have focused social spending on the most vulnerable
parts of the population. Last year, the Russian government hiked pensions and minimum
wages, and recently, President Putin again instructed his government to raise minimum
wage in 2023 ahead of inflation, which stood at 12% in December 2022.

Life will become harder for many and the middle class will lose the most, but in a
totalitarian state, options are limited. It’s ‘fight, flight or freeze’ and many have opted for
the third. Unfortunately, it also means this war is likely to drag on. In the eve of the first
year anniversary, Russia has launched a new offensive. The endgame is as uncertain as ever
but as long as Putin is in in charge and Ukraine continues to successfully fight back, it is
hard to see how the two sides could even enter the same table.
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Disclosures

This research report has been prepared by Danske Bank A/S (‘Danske Bank’). The author of this research report is
Minna Kuusisto, Director.

Analyst certification

Each research analyst responsible for the content of this research report certifies that the views expressed in the
research report accurately reflect the research analyst’s personal view about the financial instruments and issuers
covered by the research report. Each responsible research analyst further certifies that no part of the compensation
of the research analyst was, is or will be, directly or indirectly, related to the specific recommendations expressed
in the research report.

Regulation

Danske Bank is authorised and regulated by the Danish Financial Services Authority (Finanstilsynet). Danske Bank
is authorised by the Prudential Regulation Authority in the UK. Subject to regulation by the Financial Conduct
Authority and limited regulation by the Prudential Regulation Authority. Details about the extent of our regulation
by the Prudential Regulation Authority are available from us on request.

Danske Bank’s research reports are prepared in accordance with the recommendations of Capital Market Denmark.
Conflicts of interest

Danske Bank has established procedures to prevent conflicts of interest and to ensure the provision of high-quality
research based on research objectivity and independence. These procedures are documented in Danske Bank’s
research policies. Employees within Danske Bank’s Research Departments have been instructed that any request
that might impair the objectivity and independence of research shall be referred to Research Management and the
Compliance Department. Danske Bank’s Research Departments are organised independently from, and do not
report to, other business areas within Danske Bank.

Research analysts are remunerated in part based on the overall profitability of Danske Bank, which includes
investment banking revenues, but do not receive bonuses or other remuneration linked to specific corporate finance
or debt capital transactions.

Financial models and/or methodology used in this research report

Calculations and presentations in this research report are based on standard econometric tools and methodology as
well as publicly available statistics for each individual security, issuer and/or country. Documentation can be
obtained from the authors on request.

Risk warning

Major risks connected with recommendations or opinions in this research report, including as sensitivity analysis
of relevant assumptions, are stated throughout the text.

Expected updates
None

Date of first publication
See the front page of this research report for the date of first publication.

General disclaimer

This research has been prepared by Danske Bank A/S. It is provided for informational purposes only and should
not be considered investment, legal or tax advice. It does not constitute or form part of, and shall under no
circumstances be considered as, an offer to sell or a solicitation of an offer to purchase or sell any relevant financial
instruments (i.e. financial instruments mentioned herein or other financial instruments of any issuer mentioned
herein and/or options, warrants, rights or other interests with respect to any such financial instruments) (‘Relevant
Financial Instruments’).

This research report has been prepared independently and solely on the basis of publicly available information that
Danske Bank A/S considers to be reliable but Danske Bank A/S has not independently verified the contents hereof.
While reasonable care has been taken to ensure that its contents are not untrue or misleading, no representation or
warranty, express or implied, is made as to, and no reliance should be placed on, the fairness, accuracy,
completeness or reasonableness of the information, opinions and projections contained in this research report and
Danske Bank A/S, its affiliates and subsidiaries accept no liability whatsoever for any direct or consequential loss,
including without limitation any loss of profits, arising from reliance on this research report.

The opinions expressed herein are the opinions of the research analysts and reflect their opinion as of the date
hereof. These opinions are subject to change and Danske Bank A/S does not undertake to notify any recipient of
this research report of any such change nor of any other changes related to the information provided in this research
report.

This research report is not intended for, and may not be redistributed to, retail customers in the United Kingdom
(see separate disclaimer below) and retail customers in the European Economic Area as defined by Directive
2014/65/EU.

This research report is protected by copyright and is intended solely for the designated addressee. It may not be
reproduced or distributed, in whole or in part, by any recipient for any purpose without Danske Bank A/S’s prior
written consent.
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Disclaimer related to distribution in the United States

This research report was created by Danske Bank A/S and is distributed in the United States by Danske Markets
Inc., a U.S. registered broker-dealer and subsidiary of Danske Bank A/S, pursuant to SEC Rule 15a-6 and related
interpretations issued by the U.S. Securities and Exchange Commission. The research report is intended for
distribution in the United States solely to ‘U.S. institutional investors’ as defined in SEC Rule 15a-6. Danske
Markets Inc. accepts responsibility for this research report in connection with distribution in the United States solely
to ‘U.S. institutional investors’.

Danske Bank A/S is not subject to U.S. rules with regard to the preparation of research reports and the independence
of research analysts. In addition, the research analysts of Danske Bank A/S who have prepared this research report
are not registered or qualified as research analysts with the New York Stock Exchange or Financial Industry
Regulatory Authority but satisfy the applicable requirements of a non-U.S. jurisdiction.

Any U.S. investor recipient of this research report who wishes to purchase or sell any Relevant Financial Instrument
may do so only by contacting Danske Markets Inc. directly and should be aware that investing in non-U.S. financial
instruments may entail certain risks. Financial instruments of non-U.S. issuers may not be registered with the U.S.
Securities and Exchange Commission and may not be subject to the reporting and auditing standards of the U.S.
Securities and Exchange Commission.

Disclaimer related to distribution in the United Kingdom

In the United Kingdom, this document is for distribution only to (I) persons who have professional experience in
matters relating to investments falling within article 19(5) of the Financial Services and Markets Act 2000
(Financial Promotion) Order 2005 (the ‘Order’); (I1) high net worth entities falling within article 49(2)(a) to (d) of
the Order; or (I11) persons who are an elective professional client or a per se professional client under Chapter 3 of
the FCA Conduct of Business Sourcebook (all such persons together being referred to as ‘Relevant Persons’). In
the United Kingdom, this document is directed only at Relevant Persons, and other persons should not act or rely
on this document or any of its contents.

Disclaimer related to distribution in the European Economic Area

This document is being distributed to and is directed only at persons in member states of the European Economic
Area (‘EEA”) who are ‘Qualified Investors’ within the meaning of Article 2(e) of the Prospectus Regulation
(Regulation (EU) 2017/1129) (‘Qualified Investors’). Any person in the EEA who receives this document will be
deemed to have represented and agreed that it is a Qualified Investor. Any such recipient will also be deemed to
have represented and agreed that it has not received this document on behalf of persons in the EEA other than
Qualified Investors or persons in the UK and member states (where equivalent legislation exists) for whom the
investor has authority to make decisions on a wholly discretionary basis. Danske Bank A/S will rely on the truth
and accuracy of the foregoing representations and agreements. Any person in the EEA who is not a Qualified
Investor should not act or rely on this document or any of its contents.
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