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A year of war in Ukraine: accelerating the
energy transition and fragmentation

= The West’s recent decision to send battle tanks to Ukraine to counteract arenewed Russian
offensive increases the risk of a direct escalation with the West, while the likelihood of a
protracted war remains somewhat higher. At the same time, most modern conflicts end in
negotiations when both sides are sufficiently exhausted, and we consider the possibility of
a ceasefire towards the end of 2023 and heading into 2024 is currently underappreciated.

= Notwithstanding how the conflict will play out, the geopolitical landscape has changed
significantly since the start of the conflict. NATO has re-established itself at the forefront of
Western defence, and defence spending has increased across the board. At the same time,
countries that have refused to condemn Russia are enjoying newfound leverage on the
geopolitical stage.

=  The economic impact on Ukraine has been devastating, with over 5 million people displaced
and a collapse in GDP. Estimates of reconstruction costs range from USD 350-750 billion
and are still rising. So far, the Russian economy has fared better than many economists
expected, mainly due to the windfall gains from last year’s spike in energy prices, but the
adverse effects of sanctions will show over time.

= Europe has mainly suffered from the energy supply shock, particularly the fivefold increase
in gas prices. While fiscal measures have temporarily been able to dampen the effect on
households and firms, finding new suppliers and diversifying the sources of energy will be
crucial to preserving the international competitiveness of European industries in our view.
More volatile energy and commodity prices will require a more proactive and data-driven
monetary policy to contain inflation pressures.

=  Emerging markets and low-income countries have suffered a much higher increase in
inflation because of the higher weight of energy, commodity and food prices in their
consumer price indices. Overall, greater fragmentation stemming from the war is a serious
setback to globalisation and will incentivise investors to focus on country specifics rather
than EM as an asset class.

®  |nvestors have to face up to a new geopolitical equilibrium characterised by shorter value
chains, greater protectionism and higher inflation. In this complicated environment,
commodities can be appealing. The impact on equities, particularly in Europe, has varied
across sectors and companies. This reinforces the case for bottom-up stock picking.
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GEOPOLITICS: THE BEST AND WORST SCENARIOS ARE UNDERPRICED

As the battle intensifies, with a new Russian offensive underway, it is unlikely that either side will decisively gain the
upper hand in the near term (4-6 months). Instead, we believe two scenarios are equally likely to play out.

The first is the prospect of a long war.

War scenarios (non-exhaustive) Russia’s large-scale military mobilisation and
tactics are reinforcing its commitment to

30% wearing down Ukrainian forces, and the public
discourse in Russia is dominated by its

30% military successes and losses rather than the
question of the war itself. At the same time,

Ceasefire in H2 2023 leading to end of war

Ongoing fighting for years

Direct conflict with the West 25% Western support for Ukraine will continue in
the coming months. As the West becomes
Power shift in Russia leads to end of war 5% progressively more disconnected from
Russia, the economic incentive for peace will
Ukraine 'wins' 5% wane.
Russia 'wins' 5% The second scenario is a ceasefire. A

window for this scenario to materialise will
most likely open towards the end of this year
at the earliest. The prospect for a ceasefire
has been somewhat weakened by the joint
Western decision to send battle tanks to Ukraine but remains underappreciated in our view. While the timeline
may extend into 2024, most modern conflicts end in negotiations, once both sides are sufficiently exhausted. There
are many arguments in favour of this scenario: concerns over a nuclear escalation imply Western leaders will be
keen to cap the extent of Russia’s military setbacks. Additionally, the extent and continuation of public Western
support will very much depend on the socio-economic backdrop. The pain of higher interest rates and prices will still
hit consumers and increase the overall level of dissatisfaction with politicians, who will be keen to see an end to the
war and increase pressure for negotiations.

Likelihood
Source: Amundi Institute as of 15 February 2023.

A third possibility is adirect escalation with the West, which in our view is also underappreciated, and merits
some preparation on likely market reactions (for example in the case of an asymmetric attack on a country
neighbouring Ukraine). New weapons deliveries to Ukraine increase Russia’s vulnerability on the battlefield and
thereby the threat of escalation. Furthermore, while Western forces remain divided over the extent of support they
should offer, more ‘hawkish’ countries are setting the tone and agenda, forcing more cautious countries to follow suit.
For example, the UK’s decision to send battle tanks increased public pressure on Germany to do the same.

Despite the new weapons supplied to Ukraine, we do not believe the balance of power has shifted significantly in
Ukraine’s favour. The ‘drip-feed’ approach of Western tanks and other weapons gives Ukraine mainly defensive
capabilities rather than significant capabilities to push back, and is counterbalanced by Russia’s more abundant
manpower. Consequently, our latest forecasts have not raised the possibility of a Ukrainian ‘victory’.

Apart from the evolution of the conflict in Ukraine, the geopolitical landscape has changed significantly in the last
year.

1. NATO has re-established itself as the West’s foremost defence organisation and is expanding as a
direct consequence of the conflict, as shown by Sweden and Finland’s recent efforts to join. While some in
the EU, particularly France, wanted to create a stronger, less US-dependent European security framework
(dubbed ‘strategic autonomy’), no significant advancements have been made on this front. Instead, the US
has doubled down as Europe’s main security provider, tying the continent more closely to its foreign policy
goals.

2. Germany is no longer sitting on the sidelines when it comes to military decision-making. It is now one
of the biggest defence spenders in Europe and will remain a key player in shaping how the war progresses,
but from a domestic policy angle, it still has to come to terms with this new reality.

3. Defence spending as a share of GDP has increased significantly across the continent, and this is
unlikely to fall anytime soon, thereby fuelling an economic sector that has been somewhat dormant.

4. A new energy picture has markedly changed Europe’s industrial prospects, particularly in Germany
and ltaly. Storage levels are full, the mild winter has also lent a helping hand, and there is sufficient energy
for the rest of 2023, but the question remains as to where new supplies for 2024 will be sourced.
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5. While the West has shown a strong commitment to sanctioning Russia at its own economic expense,
it was surprised by the number of countries which refused to condemn Russia. The war has
emboldened some countries to assert themselves on the international stage. India, for example, is benefitting
from the US and EU'’s efforts to distance themselves from China and feels no pressure to choose sides on
the war.

6. The war has put the importance of ‘nuclear’ (power and weapons) back on the agenda. From an energy
perspective, domestic nuclear power has redeemed itself as an energy source that is somewhat more
shielded from geopolitics than other sources. From a nuclear weapons perspective, the war has shown that
nuclear powers have significantly more leverage. This will be the lesson learnt for many countries having
witnessed Ukraine’s experience of giving up nuclear capabilities in exchange for failed security protection.

THE WAR’S ECONOMIC TOLL ON UKRAINE AND THE WORLD

Beyond the terrible human cost, including a widespread exodus with over 5 million people displaced,
Ukraine’s economy has been devastated by the conflict. Over the year, GDP declined by over 30% and the
damage done to its productive potential is, by most estimates, truly unprecedented. Three months ago, the estimated
cost to reconstruct the war-torn nation ranged from $350 billion (World Bank) to $750 billion (Ukrainian government),
but given the ongoing damage to critical infrastructure the final cost could exceed $1 trillion.

The short-term impact on Russia has been smaller than many economists anticipated a year ago. The Russian
economy contracted by about 3%, whereas the consensus view expected a 10% decline. Western sanctions (until
more recently) centred on Russia’s capital account, restricting Russia’s access to capital markets and freezing its
sovereign assets held abroad, but left its main source of foreign income — energy exports — largely unscathed. Since
Russia hasn’t needed foreign capital, the sanctions have not reduced Russia’s ability to finance its war effort.

But sanctions will have a more pronounced

Russian current account as a % of GDP impact in the longer term. As the West,

18 1 particularly Europe, reduces its dependence on
16 1 Russian energy — as illustrated by the G7 price
14 1 caps on Russian oil and embargoes on energy
12 - imports — Russia’s foreign income will drop

10 - substantially compared to last year's windfall. Its
8 - current account surplus last month, for example,
6 was already back to pre-war monthly levels. The
4 A war has increased Russia’s defence spending by
2
0

%

60%, but the sanctions and lower demand have
reduced revenue from oil and gas exports by 40%.
2 In the context of a weak domestic economy, the
4 war effort is leading to a sharp deterioration of

1992 1997 2002 2007 2012 2017 2022 2027 Russia’s public finances and unprecedented
record fiscal deficits in recent months, limiting
spending in other areas.

Source: Amundi Institute on IMF data as of 14 February 2023.

Sanctions on technology imports and a ‘brain drain’ of its human capital is a serious setback. Together with the fiscal
drain from the war, this will severely dent the prospect of reviving already shrinking investments, as well as Russia’s
long-held ambition of diversifying growth and reducing its dependence on energy exports.

The initial supply shock driven by a near-fivefold increase in gas prices and higher oil prices amounted to a
4% (terms of trade) hit to Europe’s GDP and contributed to the very sharp and sudden increase in inflation.
Europe has had to use much of its fiscal power to buffer the impact of rising energy bills and tighten monetary policy
to ensure inflation expectations do not become entrenched at uncomfortably high levels. Finding alternative energy
supplies, particularly natural gas, has been the bigger challenge. The mild winter, lower consumption, sourcing of
liquefied natural gas (LNG) from other countries, and additional gas storage facilities have provided invaluable short-
term support. The recent decline in wholesale gas prices has reduced the risk of a severe recession.

Marketing Communication. Document for the exclusive attention of professional clients,
investment services providers and any other professional of the financial industry.



Amundi Institute / Geopolitics

However, over the next 3-5 years, the global
market for LNG will remain imbalanced, as
demand from other regions (especially Asia) also 500 -
rises. As production ramps up, the global supply of
LNG should gradually increase, but prices will remain
under pressure in the medium term and above the
levels prevailing prior to the conflict: concerns about
energy security will likely add a premium. Higher
energy costs will reduce the international
competitiveness of Europe’s more energy-
intensive sectors, and affect the composition of 100 A
growth in countries that are more dependent on

industrial sectors, such as Germany and Italy. The 0 A
2011 nuclear power plant accident in Fukushima 2019 2020 2021 2022 2023 2024 2025 2026
serves as a good example: Germany shut down its mmmm Japan, Korea, Taiwan — mmmmm China _

own nuclear plants, and its industry was suddenly =ngc§2$s'a =g?#é?sea3t heta
faced with structurally higher energy costs, which —Supply

was one of the reasons behind the shift of auto
production to the US, Mexico and Eastern Europe.

Global LNG supply and demand
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Source: Amundi Institute on BloombergNEF data as of 29 June 2022.

Europe’s shift toward more renewable energy will undoubtedly help, but reducing its current dependence on
fossil fuels is more of a 10-15 year prospect. The war has added a sense of urgency to the region’s climate agenda
and its Net Zero objectives, and may reinforce policymakers’ resolve to speed up the transition.

Emerging markets (EM) and low-income countries (LICs) have suffered a much bigger economic shock. With
higher weights of energy, commodity and food prices in their consumer price indices, inflation here has increased a
lot more than in advanced economies. In most cases, governments lack the space for fiscal measures to cushion the
impact of price shocks, and their constrained access to finances has rationed them out of energy markets, with many
suffering power cuts and blackouts. With much lower access to foreign capital (capital flows to EM and LICs have
halved since the pandemic), almost 60% of low-income countries (around 40 countries) are likely to be under severe
debt distress, and many will be forced to restructure their public and private external debts.

While global economic integration — the cross-border

Debt distress in low income countries flows of goods, capital, investment and ideas —

60 A effectively peaked a decade ago and has plateaued

since, greater fragmentation stemming from the war

3 50 1 has posed another setback to globalisation. Despite

5 40 a recovery in the nominal value of global trade following

é g the reopening after the pandemic lockdowns and supply

3230 A chain disruptions, new trade restrictions have reduced

- countries’ openness to trade (aggregate global trade as

;\i’g 20 1 a percentage of global GDP). The number of trade

= restrictions imposed around the world has grown from
10 - ; : .

an average of 500 per year since the Great Financial

0 Crisis to over 2,000 in the last two years. This increase

2009-2014 2019-2022 in global fragmentation is a serious setback to the
convergence of per capita incomes between countries
that global economic integration has contributed to over
the last three decades.

mDebt distress  mHigh risk of debt distress

Source: Amundi Institute on OECD economic outlook data, 22 November 2022.

Central banks are already dealing with the consequences of the war, as well as the pandemic shock. Monetary
tightening in an environment of weak growth is challenging and requires a continuous assessment of the transitory
factors (such as energy prices) behind the current bout of inflation. Policymakers have to balance the risk of
overtightening against that of inflation expectations becoming unanchored from their targets. Fortunately, most
market indicators of expected inflation suggest that monetary tightening has been sufficiently aggressive, with risks
of adverse wage-price spirals still relatively low. In the longer term, however, commodity and energy prices may be
volatile and subject to periodic bouts of volatility due to more uncertainty about energy supply and energy security.
This will require a more proactive monetary policy compared to recent history, arguably driven more by data,
and less by central bank forward guidance.
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IMPLICATIONS FOR INVESTORS

Forcing the pace of fragmentation and the green transition.

The dynamics underlying a new geopolitical equilibrium are powerful. The Covid-pandemic and war in Ukraine have
been important catalysts for a large-scale de-globalisation trend, characterised by shorter value chains, less
intertwined economies, greater protectionism and higher inflation. Tangible shifts are taking place every day in
corporate decisions, legislative acts and political statements. Additional issues, from human rights to pollution, have
created additional barriers for financial markets to work in a truly integrated and global way. The most negative war
scenario — that is, a direct military conflict between Russia and the West — would likely have extremely severe
economic and financial repercussions. It would mean more upward pressure on production costs and inflation,
making it harder for the ECB to employ a more accommodative monetary stance. Moving forward, we might
expect to see military expenditures of around 2% of GDP, more government aid packages to households and
enterprises, and a greater push towards the energy transition.

When it comes to energy, Europe has embarked on a long journey to reduce its dependence on Russia, sourcing
new suppliers and increasing its use of renewables. This process will continue, regardless of a potential ceasefire or
change in the Russian regime. The ECB may have to keep its balance sheet elevated to finance the Eurozone’s
priorities, and there may be a bear steepening of yield curves.

A sudden end to the war would imply less of a bear steepening in bond markets and diminished inflationary
pressures, paving the way for a less restrictive monetary stance. Nevertheless, corporate profitability will be
affected by the energy transition, which relies on increased efforts on behalf of central banks, policymakers, and
public and private support to finance the necessary capital expenditures. European corporates have a tall order to
fill compared to some other international peers, given their still structural dependence on fossil fuels.

A nimble stock-picking approach is required in this environment.

Following a sparkling start to the year, European equities should gradually shed the ‘monetary illusion’ driven by
inflated nominal revenues (as realised inflation is well above the percentage increase in wages), the depletion of
accumulated savings, and the backlog of orders, which have supported consumption and employment beyond
expectations. Moving forward, stocks could come under pressure from the slowly deteriorating environment,
the compression of corporate margins, and the progressive increase in default rates. These developments
may unfold much faster if the conflict in Ukraine escalates or drags on.

The case for greater financial fragmentation

Commodities trend X
can also be seen in the race for

o 240 - ) D ; -
S 220 4 semiconductors, artificial intelligence, electric
% 200 - vehicle components and biotechnologies for
"> 180 example. Global superpowers are competing to
g 160 obtain leadership and independence in these
< 140 ; sectors. Both Presidents Joe Biden and Xi Jinping
S 120 - have made this clear in their political statements
§ 100 and stance. New legislation such as the CHIPS act
2 80 1 in July 2022 — with a financing endowment of USD
= 60 1 280 billion — is aimed at reshoring and producing
§ 40 T locally and shortening value chains. Korea, Japan
- ® ¢ «‘19 0\.‘19 » &:15‘ RGN (\,'1'3’ and the European Union have issued similar albeit
¥ R Nd 3 ¥ D 4 S ¥ smaller packages. While these trends are rooted
Energy Agricultural _ in geopolitical issues, they also carry important
el =—Bloomberg Commodity Index 4 ortunities for investors, due to the large and
Source: Amundi Institute on Bloomberg data as of 17 February 2023. fundamental changes they embed.

In this deteriorating geopolitical landscape, commodities, and industrial metals and gold in particular, are
appealing assets to hold, regardless of macroeconomic forecasts. Different war scenarios carry varying
implications for soft commodities like cereals, which play an important role in inflation, particularly in emerging
markets. A power shift in Russia or a Ukrainian victory would lead to a progressive normalisation in these products’
supply chains over the course of a few years.

Regarding foreign exchange, the war in Ukraine has imparted an important lesson: central banks will play a pivotal
role, as illustrated by the freezing of Russian reserves, and will have to rethink their reserves allocations in
light of the geopolitical balance that will prevail. While the war has had effects that, on the surface, appear
transitory, it will also leave a deep footprint.
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A BOTTOM-UP VIEW OF THE IMPACT ON EUROPEAN EQUITY

Sector

Communication
Services

Consumer
Discretionary

Consumer
Staples

Financials

Ciaran Callaghan
Head of European
Equity Research
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Short-term Impact

The spike in energy costs and wage inflation hit
Telecom companies. Given their weak pricing
power, these companies have limited ability to
pass on cost increases to customers. As a result,
we have become cautious on Telecoms, favouring
Media instead.

All consumer companies had to sell, exit or wind
down their Russian businesses. This created a low
single-digit negative effect on revenues and a
slightly greater impact on earnings. Companies
with exposure to other countries in Central and
Eastern Europe also suffered from a temporary
weakening in consumer sentiment. Finally, all
businesses across the sector have suffered from
elevated energy costs since the start of the war.

We saw a spike in commodity inflation, particularly
in soft commodities sourced in Ukraine (and
Russia). The prices of many commodities had
already been on a rising trajectory before the war,
but this upward spike in response to the war added
upward pressure to the COGS (cost of goods
sold), particularly in agricultural markets. This led
to efforts from manufacturers to pass their higher
input costs on to consumers.

Since the invasion, energy prices have risen
sharply across Europe. Higher prices combined
with elevated price volatility, supply shortages and
supply security issues have contributed to what
has become a global energy crisis. Energy
independence is now seen as an essential goal for
Europe.

Within the Insurance sector, the war led to some
reinsurance losses (e.g. the expropriation of
airplanes in Russia). However, these losses have
not been material in an industry context, costing
approximately USD 15 billion. This level of cost is
similar to that of a small catastrophe event. Among
Diversified Financials, the revenues of Exchanges
were boosted by higher market volatility and
interest rate increases. Generally, management
teams across the Financial sector have been
forced to take action to completely exit or reduce
their exposure to Russia.

Long-term Impact

We expect that the war will not have any long-term
repercussions on these companies.

In our view, the long-term effects across the
consumer sectors are expected to be nominal.

We have seen a notable acceleration in switching
to private label products and away from
manufacturers’ branded goods. This trend has
been accentuated by the shift in consumer
shopping preferences towards discounters,
particularly in the UK. The jury is still out as to how
sticky this behaviour will be in the long term.

We expect lower gas consumption going forward
on the back of switching to alternative sources of
energy. Furthermore, it is likely that, on average,
energy prices will be higher going forward due to
market dislocation factors. One further implication
of the war is that some investors may rethink their
stance on energy independence and investing in
energy companies. As ESG issues evolve, ESG
integration into investment processes can be a
thorough framework that considers all the
complexities of these issues.

The move away from negative interest rates will
materially improve Banks’ profitability and support
insurance companies’ earnings. Within Diversified
Financials, Exchanges are expected to benefit
from a strong tailwind in hedging and clearing
activities.

“The war has defined winners and losers at the sector and company
levels. The search for energy independence and the diversification of

supply chains will remain key themes in the long term.”
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Health Care

Industrials

Information
Technology

Real Estate

Utilities

The war has had a limited short-term impact on the
Health Care sector. These businesses are exempt
from the sanctions imposed on Russia while their
sales to Russia / Ukraine are not material (<2% of
global sales). Finally, higher inflationary pressures
have had little effect on margins.

The war has driven energy prices higher and
caused a breakdown in supply chains. This has
pushed up the cost of transportation and many raw
materials, resulting in continued input cost
pressures for industrial companies. Meanwhile,
governments have increased defence spending to
ensure that countries are adequately prepared to
cope with potential threats. Consequently,
defence stocks have been re-rated. These
outcomes have triggered a debate on the value of
the defence industry and challenged some ESG
investors’ views surrounding investing in defence
stocks.

A few internationally-focused companies saw their
exposure to Russia impacted by restrictions.
These led to a one-off drop in revenues and, in
response, most companies adjusted their costs
rapidly. Hence, their Russian exposure had no
notable effect or persistent impact on this sector.

Materials companies have suffered from higher
energy input costs. In the short-term, these high
prices have resulted in a boost in demand for coal,
which is being used as a replacement for the
higher-cost natural gas. In addition, the war has
caused supply reductions in certain basic
materials, but these have been offset in many
cases by a demand reduction in China.

Within the Real Estate sector, inflation spikes and
higher interest rates are generating a high degree
of uncertainty about future activity levels and
capital flows into this asset class.

Utilities suffered from political intervention, as
materially higher power and gas prices impacted
consumers. This led to various interventions, such
as windfall taxes and price caps. In addition,
formerly loss making / break-even coal-fired and
gas-fired generation plants have made greater
profits due to higher power prices. However, the
utility companies with Russian exposure — through
(i) assets in the country, (ii) stakes in the Nord
Stream pipelines and (iii) long-term gas offtake
agreements with Gazprom — all faced significant
issues.

Source: Amundi Institute, data as of February 2023.
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The long-term effect of the war in this sector will
also be limited, if it is contained within Ukraine and
Europe. We believe a conflict between the US and
China could have a greater effect on the sector
given the reliance of supply chains in China.

We expect that the war will lead to greater demand
for the capital equipment needed to improve
energy efficiency and facilitate the energy
transition. For example, this increase in demand
may benefit those businesses involved in
improving factory efficiency, building automated
processes and providing equipment used to hook
up alternative energy sources to grids.

The trend of diversifying energy sources away
from fossil fuels and into renewables will benefit
some semiconductor companies exposed to the
latter, such as Infineon and ST Microelectronics.
We have a strong conviction that this trend into
renewables will continue post the war.

We believe that the long-term trend of decreasing
demand for coal will continue, as alternative
energy technologies become more prominent. In
our view, the war has increased the probability of
greater reshoring and de-globalisation over the
long term. Many multinational companies are now
questioning the reliability of their supply chains.
When making decisions over where to locate
production, these companies will be weighing the
risk of adverse political outcomes against the
benefits of potentially more efficient operations.

Higher interest rates are expected to lead to a
downward adjustment in the valuation of the Real
Estate asset class. We believe that a long-term
trade-off remains between the high costs involved
in improving the energy efficiency of the housing
and commercial real estate stock and
shareholders’ interests, unless the level of
government subsidies for modernisation works
increases materially.

In the long-term, the need for European energy
security should accelerate the build-out of
renewable power stations. This should generate
additional value creation opportunities for the utility
companies. We also expect more volatility in
power and gas prices going forward. For utility
networks, the conventional flow of gas from East
to West through Europe could see some changes,
as gas supplies come from alternative sources. In
our view, infrastructure spend will be needed to
facilitate such changes. Also, electricity grids will
need ongoing investment if renewable capacity is
to be accelerated.
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