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Fiscal support to the rescue

In a nutshell:

A The conflict in Ukraine has brought the economic and defense security to the top of the EU agenda. Such a policy
shift is pushing the case for additional fiscal support and some form of cost-sharing.

A In the short term, the policy response to surging energy prices has fallen upon national governments, resulting in
discretionary measures to protect the most exposed firms and households. These emergency interventions mostly
involve lower excise duties and VAT rates on utility bills, ranging from 0.4 per cent of GDP in Spain to around 1 per
cent in France. More fiscal support is underway, but will be limited except for Germany.

A National fiscal responses may not be optimal, given the asymmetry of the Russian energy supplies across the EU
economies (see Figure 1). How Europe will finance its new economic and defense plan is unclear at this stage. But
its role in organizing policy coordination, pushing for reforms, and monitoring the efficient allocation of resources
would probably instill confidence. A series of proposals are expected throughout the coming months, spanning
the upcoming EU summit, on 24-25 March, and the special EU summit at the end of May.

Figure 1: Exposure of Russian gas and crude oil in selected EU countries
Percentage of total imports

100 93 94
m % Gas | % Oil
90
79 80
80 74
70
70 64 66
58
60
49
50 43 46
40 40
40 . 34
30 24 24
23 21
20
11 13 13

10 3

0

> . . . S
(\é‘b {b(\QQ) \Q}(\ O){DJ\A \\{Z}* ,\(2)0\\ c}\\@ '\Q)Q ‘Z}L\(b S Q\(b ,ﬁ\@ A \(00
@,\\@ & QO \2\\\9 (9@& S S B % Y 2
N v
%Q)

Sources: Eurostat, International Energy Agency- data as of 18/03/2022



Fiscal support to the rescue
(continued)

National fiscal responses

[he 2022 budg
adopted before the
conflict have already

A Governments in the eurozone have responded with fiscal measures to protect
households and firms from rising energy costs. The measures announced so far
have ranged from subsidies for lower-income households, tax cuts on energy, caps

on prices in France and Spain, and broader tax relief in Germany. The 2022 budgets included support
adopted before the events in Ukraine already included support packages of around packages in France,
€24 billion (1.0 per cent GDP) in France, €28 billion (0.8 per cent GDP) in Germany, in Germany, in ltaly,

€15 billion (0.8 per cent GDP) in Italy, and €5 billion (0.4 per cent) in Spain. and in Spain. But

A More measures are underway, such as temporary tax rebates on petrol prices, and additional support will
targeted support to firms exposed to Russia. But additional support will be limited
except in Germany. For instance, France raised its energy support package by
another €6 billion. The German government is working on new expenditures in a
supplementary budget to support firms and households (estimated at this stage to
be around €30 billion). Parliaments in Italy and Spain are about to vote extensions
of tax cuts on gas, electricity and fuels. But with national budgets already
stretched, the fiscal support will not be as significant as in Germany.

be limited.

A The emergency measures announced so far have mainly focused on the demand
side, but governments should better focus on the supply side of their economies.
Allocating fiscal resources on the demand side via energy tax cuts, subventions to
low-income households, or caps on energy prices will weaken the price signal. And
the price signal is the most significant incentive for better energy efficiency and
clean energy.

Economic and defense security to the top of the EU agenda

A The developments in Eastern Europe have brought economic and defense security 'he EU countries
to the top of the EU agenda. National fiscal responses may not be optimal, given would have to boost
the asymmetry of the Russian energy supplies across the EU economies (see
Figure 1). The energy exposure to Russian supplies is higher in central and eastern S mEEE e
European economies, as well as ltaly and Germany, and not all economies have the a least 0.4 per cent of
fiscal leeway to quickly cut this dependence or to boost defense capabilities. GDP or €60 billion

be aligned with the 2

A The REPowerEU plan aims at ending the EU dependence on Russian energy o€ allg
supplies before 2030, with the EU reducing its demand for Russian gas by two per cent Nato target
thirds before the year ends. The plan will accelerate the green transition, by rolling
out renewable energy, biofuels and hydrogen, increasing energy efficiency and
diversifying energy sources. The REPowerEU plan also outlines measures to
replenish gas stocks before the winter (>90 per cent by 15t October each year), and
to revise the so-called marginal pricing system used by the EU.

Ay

A With regards to military capabilities, total spending from the EU countries
accounted for 1.6 per cent of EU GDP (see Figure 2). Germany made a major shift,
by raising its defense spending plans, backed up with a €100 billion off-balance
sheet budget. Finland and Italy also announced additional defense spending to
reach the two per cent-of-GDP Nato target. As a whole, the EU countries would
have to boost military capabilities by a least 0.4 per cent of GDP or €60 billion, to be
aligned with the Nato target.

A The Bruegel think-thank estimates that the response of such an energy and defense
security shift would cost the EU about €175 billion in 2022, and about €70 billion
thereafter'.

1 The Bruegel think-thank - 08/03/2022
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How will the EU finance its new security priorities?

A

Fig

At this stage, the European Commission has remained cautious on its fiscal
policy guidance, but a review of the EU economic and fiscal governance is
underway, with a conclusion expected by the end of May. The reactivation of
eurozone fiscal rules could be postponed again in 2023. A revision of the EU
fiscal rules (60 per cent debt/GDP and 3 per cent deficit/GDP) is unlikely because
of the legal constraints, but some modification of the rule to achieve the 60 per
cent limit (currently over 20 years) seems more likely, such as for instance a
target on what governments can actually control (expenditures, taxes).

Given the asymmetry of the shock, some form of cost-sharing is called for. On
the defense side, most of the spending will be borne by national budgets, but the
EU will likely step in to finance research and development programmes, and
reinforce defense coordination.

How the EU will finance its new economic and defense plans is unclear at this
stage. But its role in organizing policy coordination, pushing for reforms, and
monitoring an efficient allocation of resources would likely instill confidence. A
series of proposals are expected throughout the coming months, spanning the
upcoming EU summit, on 24-25 March, and the special EU summit at the end of
May.

In the event of a recession under a more severe price shock, potential actions
include accelerating the disbursement of the NextGeneration EU funds,
reallocating the unused loan capacity within NGEU as new grants, or even
pushing for the creation of a ‘permanent’ NGEU. There is no clear signal to go
that far at this stage, even if the prospect of more EU fiscal integration would
help alleviate the European Central Bank's role of preserving the union.

ure 2: Military spending in selected European countries and the United States
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The EU authorities will
essentially be
organising policy
coordination, pushing
for reforms and
monitoring the
efficient allocation of
resources. Such a
policy drive would
likely instill
confidence.
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Lessons from oil supply shocks
If Europe banned

Since the 1956 Suez crisis, the world has experienced a number of oil supply Russian Crude Ol
shocks and the current one is actually less severe than average in terms of a imports completely, it
potential cut in supply. Currently, if Europe banned Russian Crude Oil imports would remove three
completely, it would remove three million barrels per day or three percent of total )

world production from the market. In terms of severity, it is, for now, equivalent to percem.of t?td‘ world
the 2002 Venezuela oil strike. production from the

market.

Figure 1: Impact of Oil supply shocks on Global Crude Oil production
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*Theoretical shortfall if Europe banned Russian oil imports
Source: Sources: HSBC Asset Management, Bloomberg - data as of 16/03/2022,

To further put the current situation into perspective, the Irag-Kuwait conflict in
1990 removed seven per cent of oil supply from the world market. Even if Russia
is the world's third largest producer of oil, accounting for seven per cent of total

world oil exports, it ranks only eighth largest in terms of oil reserves, behind both Most EU “ﬂer“bers
Kuwait and Irag. In other words, Russia’s production capacity is limited. Other oll want to diversify
producing nations could potentially pick up the slack — even if the political and away from Russian

technical barriers are challenging. energy and the EU

Europe consumes half of Russian oil exports. The biggest European oil importers agreed to reduce its

are Finland, Slovakia, Poland, and Germany. Russian gas also makes up 40 per Russian gas imports
cent of all natural gas used in Europe: the countries most dependent on Russian by two-thirds before
gas are Finland, the Baltics, Slovakia, Czech Republic, Austria, Germany, lItaly, the end of the year

Hungary and Poland.

Given the situation in Ukraine, oil will likely continue to flow into Europe but at an
increasingly reduced pace. European countries are torn over the issue of an
outright ban on oil and gas. In spite of their high dependence on Russian energy,
Poland, Slovakia and Finland fully support a ban while Germany, Hungary and
Bulgaria do not. France and Spain are more open to the idea because of their
limited dependence. Nevertheless, most EU members want to quickly diversify
away from Russian energy.
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