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Summary

The Russia-Ukraine crisis could put the brakes on a global and South Asian economic
recovery from the COVID-19 pandemic. As net importers of commodities, the South Asian
economies are vulnerable to soaring commodity prices, rising inflation, lower external
demand, disruptions in supply chains and increasing poverty. Macroeconomic stabilisation,
structural reforms and regional monetary and financial cooperation could help to engineer
a soft landing in South Asia.

Introduction

It is over two weeks since Russia invaded Ukraine, the second-largest country in Europe by
geographical area after Russia. Early expectations of a quick and decisive Russian military
victory have not materialised in the face of dogged Ukrainian resistance and sweeping
Western economic sanctions on the Russian economy. Soaring oil and gas prices and
plunging equity markets have sparked concerns about the severity of the economic fallout
from the Russia-Ukraine crisis on a global economy which is still in recovery mode from
the devastating COVID-19 pandemic. Important questions being asked in media and policy
circles across South Asia include: what are the likely economic effects of the Russia-
Ukraine crisis on regional economies and what are the kinds of policies that should be
adopted to mitigate the crisis? This paper attempts to explore these questions amidst a
situation of great uncertainty.

Changing Economic Landscape

The economic landscape has shifted markedly since the emergence of the crisis. The
Russia-Ukraine conflict escalated in late February 2022 as the global economy was
beginning to recover from the COVID-19 pandemic after recording the worst economic
performance since the 2008-2009 global financial crisis.* The recovery in the real economy
has been outpaced by rising inflation. Accordingly, advanced economies have started to
withdraw huge monetary stimulus provided during the pandemic and signalled monetary
policy tightening by beginning to taper off quantitative easing and raising interest rates by
major central banks. Disruptions in supply chains and rising petroleum prices before the
invasion of Ukraine caused challenges in managing global inflation and growth.? The

1 “World Economic Outlook Update: Rising Caseloads, a Disrupted Recovery, and Higher Inflation”,
International Monetary Fund, January 2022, https://www.imf.org/en/Publications/WEQ/Issues/2022/
01/25/world-economic-outlook-update-january-2022.

2 “Global Economic Implications of the Russia-Ukraine War”, Economist Intelligence Unit, 3 March 2022.
https://www.eiu.com/n/global-economic-implications-of-the-russia-ukraine-war/.
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invasion has increased commodity prices further as Russia and Ukraine combined have
significant shares of world supplies of oil, gas and other commodities. For example, Brent
Crude oil prices recently breached the US$139 (S$189) a barrel barrier, the highest level
since 2011.3 Heightened uncertainties have increased volatility in global financial markets
due to concerns on timing and the extent of monetary policy tightening by major central
banks.

It is worth recalling that many said COVID-19 was a crisis like no other in the post-
independence economic history of South Asia, home to nearly two billion people. As of
March 2022, the region had nearly 50 million COVID-19 cases and over 600,000 deaths.*
The advent of the virus and stringent containment measures resulted in a severe
economic contraction and an unprecedented South Asian public health emergency in
2020. Millions lost their jobs and were driven into poverty and despair. Estimates by the
World Bank suggest that the pandemic caused between 48 to 59 million people to become
“new poor” in South Asia in 2021.° Although the strains on public health systems and the
rise in poverty will take time to remedy, the economic contraction on the region was
short-lived. An economic upturn was visible in South Asia in 2021, supported by a
combination of stimulus policies, favourable external demand conditions and reasonable
vaccination rates.

Prior to the onset of the Russia-Ukraine conflict, forecasts from the International
Monetary Fund (IMF) suggested that South Asia was likely to continue its recovery from
the pandemic, albeit in a two-speed pattern at the country level.® The IMF projected that
the faster-growing economies in 2022 could be India (nine per cent), Bangladesh (6.5
percent) and the Maldives (13.2 per cent) while the slower growing economies could be
Pakistan (four per cent), Sri Lanka (3.3 per cent), Nepal (4.4 per cent) and Bhutan (4.2 per
cent). The IMF did not provide forecasts for Afghanistan which came under Taliban rule in
2021. Interestingly, the faster-growing South Asian economies were expected to exceed
projections in 2022 for the global economy of 4.4 per cent and 5.9 per cent for emerging
and developing Asia.

The grim reality is that the economic outlook for South Asia has deteriorated in the wake
of the Russia-Ukraine conflict and introduced downside risks. Growth forecasts for
regional economies in 2022 will need to be revised downwards. Updated economic
forecasts for South Asia will be available in time for the 2022 Spring meetings of the IMF
and the World Bank Group between 18 and 24 April 2022.

3 Cullen S. Hendrix, “Higher oil prices stemming from Russia-Ukraine war may be temporary”, Peterson
Institute for International Economics, 3 March 2022, https://www.piie.com/blogs/realtime-economic-
issues-watch/higher-oil-prices-stemming-russia-ukraine-war-may-be-temporary.

4 “COVID-19 | SAARC Region”, SAARC Disaster Management Centre, http://www.covid19-sdmc.org/

5 “Shifting Gears: South Asia Economic Focus, Fall 2021”, World Bank, 7 October 2021,
https://www.worldbank.org/en/region/sar/publication/shifting-gears-south-asia-economic-focus-fall-2021.

6 “World Economic Outlook Update: Rising Caseloads, a Disrupted Recovery, and Higher Inflation”,
International Monetary Fund, op. cit.
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Economic Scenarios for South Asia

Exploring the economic implications of the Russia-Ukraine crisis for South Asia is
challenging, particularly in a rapidly changing situation. For simplicity, the Russia-Ukraine
crisis can be treated as an external economic shock that transmits through trade channels
directly in the first round. At the same time, the indirect impact could affect South Asia
through lower global demand and volatile global financial markets.

The direct impact to South Asia will mainly transmit through trade linkages, particularly
rising commodity prices as the region is a net importer of commodities. Even before the
invasion, inflation in the South Asian economies was rising relative to competitors in
global markets. The additional shock in commodity prices will further widen the gap,
thereby increasing the relative cost of production in the region and eroding the
competitiveness of cheap labour and energy intensive industries. Dependency on fossil
fuels for energy generation is relatively higher in South Asia than elsewhere in Asia. The
indirect impact would transmit through two channels: a lower global demand affecting
external demand for goods and services from the region and increased volatility and
uncertainty in financial markets leading to capital flight to safety.

The direct impact will immediately translate into higher relative inflation while the indirect
impact will follow through lower economic growth, leading to stagflation in the second
round. The extent of the economic hit on South Asia would depend on the duration of the
conflict, the severity of Western sanctions on Russia and Russia’s policy response. The hit
on individual South Asian countries could also vary depending on their economic linkages
with Russia and Ukraine, as well as the growth and financial market linkages to the rest of
the World.

To formulate policy responses, scenario planning offers a useful approach to think through
the economic implications of the Russia-Ukraine crisis. Bearing in mind the high degree of
uncertainty which characterises the Russia-Ukraine crisis, three simple scenarios are
constructed below for South Asia to illustrate possible economic effects.

Scenario 1: The best-case scenario of a partial invasion of Ukraine and negotiations for a
ceasefire could minimise the impact of the conflict shock on South Asia as the effects on
commodity prices and supply chains are likely to be temporary. Accordingly, the South
Asian economies will see a continuation of the economic recovery from the pandemic in
2022 but at a somewhat slower pace compared to the IMF projections mentioned above.
However, this quasi-business as usual scenario for South Asia appears unlikely as Russian
forces continue to advance on major cities and military establishments in Ukraine.

Scenario 2: Presently, Russia seems intent on a full invasion of Ukraine to establish a
Russian friendly administration there. This second scenario could trigger stronger Western
sanctions against Russia for a longer period, causing a persistent rise in commodity prices.
Sanctions on some Russian banks from using the SWIFT messaging system for
international payments and settlements through corresponding global banks have caused
difficulties for Russia to make payments for trade through foreign banks. Putting sanctions
on all Russian banks from the SWIFT system will have a long-lasting and negative impact



on global trade and financial flows, leading to spiralling commodity prices, which will
worsen the outlook for global and regional growth and inflation. Inflation in South Asia
rose after the pandemic, widened income inequalities and pushed more people into
poverty.’ A full invasion scenario is likely to further increase the region’s inflation which
will retard growth and make income inequalities even wider. If Ukraine prevents Russia
from achieving its objectives over a prolonged period through Western military assistance
and more sanctions on its adversary, the negative effect will be more lasting on South
Asia.

Higher sanctions on Russia can create opportunities for some countries, as Russia is likely
to look for more trade with friendly or neutral countries like China and India to circumvent
the sanctions by the West. Similar trade diversion was observed when the United States
(US) imposed sanctions against Iran.® Iran shifted to trading with some European and
Middle Eastern countries using the Euro. Furthermore, India and China conducted barter
trade with Iran, exchanging crude oil for food to circumvent the sanctions on payments
through corresponding banks. However, such benefits may not be sufficient to offset the
cost of higher commodity prices for the South Asian economies given that the region is a
net importer of petroleum products. Economic growth in South Asia under Scenario 2
would be even slower than under Scenario 1. Moreover, growth trajectories between the
larger and smaller South Asian economies are expected to diverge even further, with the
two-speed trajectory becoming a “new normal” growth pattern in the region.

Scenario 3: The worst-case scenario is a full-scale war in Europe, with the Western allied
sending troops to Ukraine and imposing prohibitive sanctions on Russia. The situation may
deteriorate further with the use of nuclear weapons as Russia is playing a “chess game”
with the West, including upping its preparedness to deploy nuclear weapons.® The US and
its allies may also impose a total ban on Russian oil and gas in an attempt to deprive
Russia of the necessary foreign exchange to continue its invasion of Ukraine. These moves
could heavily damage commodity and stock markets and hurt global business confidence.
The economic fallout for South Asia from this worst-case scenario will be more adverse
than the combined economic impact of the pandemic. It could tip the global economy into
its second recession in three years with differential economic effects across South Asia.

With a bigger domestic market, India may be able to sustain lower but positive growth for
some period.!? Bangladesh, which is heavily dependent on exports and remittances, will
also be affected by lower external demand through the growth channel. Since Bhutan and
Nepal are highly integrated with the Indian economy, their economies are likely to follow
India’s growth and inflation cycles. Smaller economies that are more vulnerable to
external shocks (for example, the Maldives and Sri Lanka) could see larger short-term
growth contractions than other countries in the region. Sri Lanka has no fiscal or monetary

7 Ibid.

8 Jamal Ibrahim Haidar, “Sanctions and Trade Diversion: Exporter-Level Evidence from Iran”, VoxEU, 9 April
2013, https://voxeu.org/article/iran-sanctions-and-diverted-trade-exporter-level-evidence.

9 Rakesh Sood, “Putin’s Moves are Hardly ‘Chess Thumping’”, Rakesh Sood (blog), 26 February 2022,

https://rakeshsood.in/2022/02/26/putins-moves-are-hardly-chess-thumping/.

“Ukraine war will have impact on Indian economy: FM Nirmala Sitharaman”, Business Standard, 8 March

2022, https://www.business-standard.com/article/current-affairs/ukraine-war-will-have-impact-on-indian-

economy-fm-nirmala-sitharaman-122030801550 1.html.

10

4


https://voxeu.org/article/iran-sanctions-and-diverted-trade-exporter-level-evidence
https://rakeshsood.in/2022/02/26/putins-moves-are-hardly-chess-thumping/
https://www.business-standard.com/article/current-affairs/ukraine-war-will-have-impact-on-indian-economy-fm-nirmala-sitharaman-122030801550_1.html
https://www.business-standard.com/article/current-affairs/ukraine-war-will-have-impact-on-indian-economy-fm-nirmala-sitharaman-122030801550_1.html

policy space to boost domestic demand in addition to having unsustainable foreign debt
and scarce external reserves. Maldives has no monetary policy autonomy as the currency
is pegged to the US dollar, while a hit on tourism income (which is the major source of its
fiscal revenue) will erode any fiscal space. Russia and Ukraine are important tourism
markets for Sri Lanka and the Maldives. Additionally, Russia imports about 20 per cent of
Sri Lankan tea.! In a global recession, Sri Lanka and the Maldives will hardly have any
policy space to mitigate the impact and could face severe downturns. Pakistan, suffering
from inflationary and balance of payments pressures, is also likely to contract.

As financial flows are low with Russia and Ukraine, South Asia’s financial markets are likely
to be insulated from the conflict in the short term. However, global financial flows to
South Asia could be indirectly affected by volatility in global financial markets, leading to
capital flight outside the region. South Asian countries, which are already facing sizeable
external financing gaps, are likely to experience a balance of payment crises in such a
situation.

South Asian Policy Responses

What kind of public policies should be adopted to mitigate the economic effects of the
Russia-Ukraine crisis is a pressing question in policy circles in South Asia. Economic
management in South Asia during heightened global uncertainties from the Russia-
Ukraine conflict will be difficult.

To help engineer a soft-landing, the relatively large South Asian economies with monetary
and fiscal policy buffers and adequate foreign exchange reserves like India and Bangladesh
should prepare to implement monetary and fiscal policies to boost domestic demand.

Since Nepal and Bhutan lack autonomous monetary policy tools as their currencies are
pegged to the Indian Rupee, both should use any available fiscal policy space to support
domestic demand. In the worst-case scenario, Bhutan and Nepal — being low-income
countries — should avail of concessional external finances from the IMF, World Bank and
Asian Development Bank to fill external financing gaps. Under the last two scenarios, the
Maldives will have to rely on external financial assistance as tourism earnings could be
affected under the last two scenarios.

Sri Lanka should prioritise adopting a macroeconomic stabilisation programme as the
country has depleted its available monetary and fiscal policy space to boost domestic
demand. Weaker external demand could widen Sri Lanka’s external financing gap and
further lead to a sovereign debt default, unless an external bailout is sought with a strong
macroeconomic stabilisation package.

Once some economic stabilisation is visible, the South Asian economies should embark on
comprehensive structural reforms to unleash the private sector and markets as well as
transit towards low carbon green growth. In addition, the South Asian economies should

11 7ahid Hussain, “No One Immune from the Impact of Russia-Ukraine Conflict”, The Daily Star, 3 March 2022,
https://www.thedailystar.net/business/economy/news/no-one-immune-the-impact-russia-ukraine-
conflict-2974496.
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appoint an expert group under either the South Asian Association for Regional
Cooperation or the Bay of Bengal Initiative for Multi-Sectoral Technical and Economic
Cooperation to explore ways of strengthening regional monetary and financial
cooperation.
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