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                      OIL PRICE SHOCKS AND MONETARY POLICY

                          1) The Euro Area is highly vulnerable to oil price shocks


The world economy is vulnerable to oil price shocks and so it is that of the Euro Area. In principle, a country vulnerability to energy prices depends on its total volume of net oil imports as a percentage of GDP and of its total oil consumption as a percentage of GDP. The higher its ratio of net oil imports to GDP the higher will be the deterioration of its trade and current account balance and the more adverse will turn its terms of trade. This first effect tends to have a negative impact on the supply side of the economy by increasing the cost of the production of goods and services due to the increase of the relative price of the energy inputs, thus, reducing the profit margins of firms and their investment flows and employment rates. The higher the ratio of oil consumption to GDP, the higher will be its negative impact will be on the Consumer Price Index, reducing the purchasing power of consumers and their disposable income therefore, reducing overall consumption demand. Given a budget constraint, as the oil consumption demand is far more rigid, mainly in transport services, the reduction of consumption affects other goods and services which are considered by the consumer to be less superior. The magnitude of this second effect will depend on the degree of monetary response by the central bank and the response by trade unions to the price/wage spiral. Moreover, relative oil price increases provoke a transfer of income from oil consuming to oil producing countries. This third effect is the result of the fact that the marginal propensity to consume oil by consuming countries is higher than that of producing countries. Finally, oil shocks affect financial markets conditions as well, because investors expectations about lower future company profits and higher interest rates tend to deteriorate the market prices of equities and bonds, making tougher and more expensive for firms to get finance.   

For the OECD as a whole, net oil imports accounted for 1.1% of GDP in 1973 before the first oil shock, then went up to 2.4% in 1978, before the second oil shock, but since then have been steadily coming down to 0.9% of GDP in 2002. Given that some OECD countries are net exporters, as the UK, Canada and Norway, for the rest, the net oil import ratio is slightly higher: 1% of GDP in the same year. Thus, import vulnerability has been declining for many years.

Oil consumption in OECD countries, by contrast, has been increasing as a percentage of GDP up to 0.8% in 1998 and to 1.6% in 2002, because there is a very high correlation between growth of income and oil consumption, both in developed countries and even more in developing countries.

In the Euro Area, oil net imports represented, in 2002, 1.6% of GDP and oil consumption 1.8% of GDP, higher percentages than the OECD average, mainly in net oil imports, where the ratio is close to the double than the OECD. 

The world has been suffering another oil shock in the last four years. Nominal oil prices have been increasing persistently fast since 2000, when the year average price of the Brent barrel was 20 dollars. By 2002, the average Brent price reached 25 dollars and by 2004 went up to 38 dollars, that is, a nominal increase of 90% in five years. In real terms, deflated by US inflation, its rate of increase has been even higher, from 16 dollars in 2000, to 34 dollars in 2004 that is over 100%. Nevertheless, its present real level is still lower than in the first oil shock, at the end of 1973, when it went up from 8 to 43 dollars in real terms and far lower than at its peak in 1979, after the Yom Kippur war and the Iranian revolution where it reached almost 100 dollars in real terms. Thus, nominal levels are relatively high, similar to the early 1980s, but real levels are still low. Nevertheless, the most important factor for its impact on growth and inflation is its rapid rate of increase more than its level. The problem is that the oil market, for the first time, is discounting the same level of present high nominal prices for the next few years. The forward curve for the Brent barrel keeps showing a price at around 42 dollars for contracts expiring at the end of 2005, and then, in a soft declining trend keeps still high for some more years. Markets, of course, often get it wrong, but it is the first time in history that, after an oil shock, the forwards do not go down fast, what it is a bad future signal to economic agents when they try to plan their investment decisions.

Most econometric models find that every sustained 10% rise in oil prices reduces the world’s growth by around 0.3% after one year, thus, maintaining the present 90% increase over the next years could reduce it by 2.7%. But the dispersion by country of that average is very high, given that there are countries much more vulnerable than others, even in the Euro Area. There are countries in the Euro Area like Greece, Portugal, Spain and the Benelux, which have an average net import and consumption ratios of between 2.2% to 2.8% of GDP, while others, like Austria, France and Germany have an average net import and consumption ratio of around 1.1% to 1.3% of GDP, just half. Doing a simple arithmetic calculation, a sustained increase of 90% of the oil price, from 2000 to 2005, will produce a deterioration of the terms of trade or a balance of payments loss of 2.5% of GDP for the first group of countries, along the five years period and a loss of purchasing power by consumers due to an increase of the CPI of the same proportion, over the same period, while the second group will suffer half the loss of GDP through both effects, over the same period.



    2) Which monetary response by the ECB?

According to the conventional wisdom, oil price shocks tend to produce, at the same time, an increase in inflation and a reduction of real GDP, what has been called “stagflation”, making it very difficult for macroeconomic policy, to reduce at the same time the two negative effects. 

The first oil shock, which started at the end of 1973 and lasted until 1978, which multiply by almost four the nominal oil price, generated a Keynesian macroeconomic policy reaction by most OECD countries, of expansive fiscal policy and monetary accommodation, which created a period of high inflation rate, which double the CPI OECD average to 10%, over the five year period, but its average growth rate, which turned slightly negative in 1974, grew at an average of 4% until the end of 1978. In the second oil shock, which lasted from 1979 to 1982, where nominal oil prices were multiplied the nominal price by three, the policy reaction was different, fiscal policy was more neutral and monetary policy was more restrictive. Inflation did not rise over the period and kept at an average of 9.5%, but growth was very low, resulting on an average over the period of 1.4%. The third, but minor oil shock in 1991 and 1992, where nominal oil prices nearly double for a short period of time, the policy reaction was a mix of expansive fiscal policy and restrictive monetary policy, which kept inflation at an average of 4% in the two years, but the OECD average growth rate came down from 3.1% in 1990 to 1.3% in 1991 and to 2% in 1992. In all cases, the short term effect of monetary policy was more important than the fiscal policy effect, as indicated by economic theory.

But this conventional and predominant view is hotly disputed. For some economists (Bohi, 1989) (Barsky and Killian, 2002 and 2004) oil shocks may produce a recession but not necessarily stagflation. For others (Bernanke, Gertler, and Watson, 1997), the monetary policy response can be as or even more important to produce stagflation than the oil price shock. According to Barsky and Killian, oil shocks have a clear short term negative impact on growth but there is no convincing empirical evidence that oil price shocks are associated with higher inflation rates in the GDP deflator, although there is strong evidence of sharp increases in the CPI inflation rate following major oil price increases. According to Bernanke et al., the monetary policy response may be a necessary condition to produce stagflation, because of its negative effect on real GDP growth. To support their view, they separate the direct effects of oil price shocks from the indirect effects operating through the monetary policy response. Then they compare the total effect of an oil price shock, including the endogenous monetary, with the effect of monetary tightening of the same magnitude. To the extent that the two responses are quantitatively similar, it seems reasonable to attribute most of the total effect of the oil price shock to the monetary policy response, which leads to a rather strong conclusion: the majority of the impact of an oil price shock on the real economy is attributable to the central bank’s response to the inflationary pressure engendered by the shock.  

This idea seems to fit with the data. For instance, the US Fed started to raise short term interest rates some months before the end of 1973 oil shock, from 4.1% in 1972 to 7.0% in 1973 and 7.9% in 1974, which resulted, contrary to other OECD countries, in a negative GDP growth of the US economy in 1974 and 1975, while its CPI index went up from 5.6% in 1973 to an average of 9% in 1974 and 1975. In 1979, at the beginning of the second oil shock, US Fed funds rates were raised from 5.3% in 1977 and 7.4% in 1978 to 10.1% in1979, to 11.5% in 1980 and to 14% in 1981. US GDP growth came down from 5.2% in 1977, to 4.7% in 1978 and to 2.4% and -0.2% in 1979 and1980, while CPI inflation went up from 6.0% in 1977 and 6.9% in 1978 to 9.0% in 1979 and 10.3% in 1980.

If this is the case, the present oil price shock has come at a moment in which both fiscal and monetary policy have been expansive, thus its negative impact on growth may be smaller. But, why inflation keeps being low in most OECD countries after a 90% rise in nominal prices since 2000, which should have generated an increase in consumer inflation? The obvious answer is that, most probably, the OECD economies are under a different paradigm, which somehow confirms the so-called “Lucas critique” (Lucas, 1976). The fact is that oil vulnerability has been reduced over the last decades in most OECD countries; the oil consumption is now much more concentrated in the transport sector and less in the rest of the economy; the transport sector fuel consumption has been tamed by the government increases of fuel taxes and the total oil bill as a percentage of GDP tends to be smaller. 

Moreover, new econometric models show that the negative effect of oil price shocks is smaller than what is conventionally thought. Traditional econometric models which consider non linear asymmetries consider that the impact of the oil price change is higher in the case of price increases than that of price decreases, with the result that oil price increases tend to have a larger negative impact on growth (Hamilton, 2000 and 2003) The same happens with traditional VAR models in a reduced form, which also tend to generate larger negative effects. By contrast new econometric models developed by the IMF, OECD and LINK, based on simultaneous structural equations, generate less negative impacts on growth. But still, the monetary response continues to be a key factor for the size of final impact. Thus, a less aggressive monetary policy response to the oil price shock and a lower degree of worry with inflation by central banks is adequate.    

Let’s turn now to the ECB monetary policy in the Euro Area.  Given that the euro has experience a nominal appreciation of around 60% against the dollar, since its minimum bottom of 0.82, at the end of 2000, to its top peak of 1.35 at the end of 2004, and keeps in an appreciating trend, a large part of its inflation impact and its reduction in the purchasing power of consumers has been compensated by its appreciation. This strong appreciation of the euro has also notably reduced its negative impact over the terms of trade. Therefore, its total negative effect in growth and inflation in the Euro Area could be much lower than elsewhere in the dollar OECD countries.

The strong appreciation of the euro helps, then, to compensate most of the imported inflation derived from the oil price shock, but, on the other hand, it has also a negative effect on the Euro Area growth rate. The ECB two econometric models, which look at the monetary transmission in the Euro Area, show that an appreciation of the nominal effective appreciation of the euro of 5% produces a reduction of the Euro Area harmonized inflation rate of between 0.48 and 0.54 percentage points in the first year, and of between 0.96 and 1.2 percentage points after thee years. But, at the same time, it produces a reduction in the Euro Area growth rate of between 0.45 and 0.91 percentage points in the first year and of between 0.81 percentage points and 1.31 percentage points after three years (Angeloni, Kashyap, Mojon and Terlizzese, 2002)  

Thus, the ECB monetary policy targeted to reduce the harmonized weighted average inflation in the Euro Area is helped by the strong appreciation of the euro and should not be at present a major concern, but the negative effect on growth of such a large appreciation should be a major cause of worry. Thus the ECB is confronted with a major dilemma. If it raises short-term interest rates may make the so long expected Euro Area recovery more difficult. If it lowers them it may risk higher inflation, if oil prices continue at the present level or increase further. This is the reason why it makes sense for the ECB to keep rates on hold. Nevertheless, at the present moment there is more certainty in the markets about further appreciation of the euro than of further increases in oil prices, given that the future markets for exchange rates signal a larger appreciation of the euro over the next year and only a sustainable level of oil prices for the same period. Therefore, its bias should be more towards lowering interest rates than raising them.


