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The Russian invasion of Ukraing ndoubtedly a h nitarian and geopolitical tragedy —
but it is also stifling economig overy from the pande and renewing underlying
uncertainties. Householdgf "d companies are facing supply¢gain constraints and price
inflation. The rise in epf gy prices and in a broad range of prot has reached an
unprecedented pa ot seen before in Economic and Monetary € 8n, raising questions
about how famili€Fand firms can address these costs. In this colum dlescribe the
economic imj of this deterioration on terms of trade and compare it t€ st episodes.
Today, thgf "dro area economy seems more resilient to changes in energy pes. For
energ porting countries, the increase in energy prices is a transfer of inco d
we abroad. While the wealth transfer entailed in global price changes cannot E
ded, targeted fiscal support can help cushion the blow to vulnerable households:
overnments can help by pushing the energy transition forward and reducing energy

The current increase in oil, gas, grain, and metal prices translates to major changes in
terms of trade for countries around the world.[*l Over the past year, the price of energy
and other commodities the euro area imports has increased faster than the price of its
exports, disadvantaging its economy. The rebound of global demand following the
pandemic crisis initially drove this change. While euro area economies suffered from the
higher costs of imports, higher demands for its products partially balanced this out. This
does not hold for the war in Ukraine. Renewed supply shortages emerging from the war
drive up prices of goods exported by Ukraine and Russia, such as energy, food, and
metals.
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Real income IC from deteriorating terms of trade — has now reachg agnitudes
comparable with hig oil price shock of the 1970s. For euro areg ntries, the loss of
real income due to t eterioration of terms of trade was 1.3% DP in 1974. This was
the biggest energy pricet.yock in post-World War Il history. Z& ~'income drain was 0.8%
during the second oil crisis® 1980 and 1981.121 For the lag juarter of 2021, the real
income loss amounted to 1.5% §GDP, and provisio M estimates suggest that this
loss will even increase further thist warter due to th¢ “ontinued energy price hike (see
Figure 1).

Figure 1: Income effects gific of trade in the euro area

(in percent of GDP.
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Notes: Data follows AMECO definition of "APTA" series and refers to the four-quarter
change in nominal exports divided by the import deflator minus real exports. The four-
guarter change is divided by the four-quarter lagged real GDP. Trade data refers to
goods and services trade. Latest actual datapoint is Q4 2021. The datapoint for Q1 2022
is estimated based on an AR-1 model with average quarterly oil prices, available as of 23
March 2022, as contemporaneous explanatory variable.

Sources: ESM calculations, Eurostat, and Financial Times.

The terms of trade deterioration will add to inflationary pressures in the euro area and put
a dent on growth.B Initially, the inflationary pressure will hinge on how commodity prices
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affect the cos iving, which may only be fully apparent in a year. La# e inflationary
effect will depena ow it affects wage- and price-setting.[4l Currgf ‘estimates about the
impact on inflation ari_ wrowth vary widely. Markets estimate t lation may be two
percentage points highe: ais year due to the impact of the w “and economic growth
one percentage point loweii 3Recent sentiment indicatorg’ oint to a loss of confidence,
which could even worsen the act substantially. A Jination of higher prices and low
growth, commonly known as “stag, ation”, is worrisgt 2. The precise impact differs across
euro area countries, depending on ec._ ycountr ergy dependency, trade structure
and other factors.

While there are fears that the euro areaf ‘ay ¢ *,up in an extended stagflationary period
akin to that of the 1970s and 1980s4 veral argt:_ ants point to the region’s higher
resilience to energy price shock aking the impa 3S persistent than in the past.
Though, one has to be mindf at the further course G e war is unknown and that
medium- to long-term repe sions are uncertain.

First, lower energy dgf "ndency has made the euro area econor. s less vulnerable to
energy price hikeg deed, energy consumption per capita has bc. ».declining over the
past decades. £ ilarly, the energy intensity — i.e., energy used to proc_ »e a given level
of output — k& J"decreased, weakening the impact of fuel price hikes (see re 2).

Figfire 2: Energy consumption in the EU
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Notes: Btu stands for British thermal unit. Output is purchasing power parity (PPP)
adjusted. Latest datapoint refers to 2019.

Source: Energy Information Administration

Also, the share of energy in European countries’ foreign trade has declined overall. This
has a lot to do with the energy mix within euro area member states, which have increased
their production of nuclear and renewable energy (see Figure 3). Evidently, there are
substantive differences in the specific structure of the energy sector across countries.
While this helps to mitigate the impact of the energy price hike, one has to be mindful that
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some countried, ike Germany and Italy, remain particularly vulnerabled "gas and oll

imports from Ru and the current commodity price shock is no fined to energy,
but also includes gra.. jand metals.

Figure 3: Electricity"ggneration in the

(in terawatt-hours)

A
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Source: Britis atroleum

Second, labour ma function differently than in the past and g¢ erate less persistent
inflationary pressures. ay, labour unions are less powerf an in the 1970s as they
rally a lower percentage or. wrkers behind them. Moreove ost euro area economies
abandoned automatic wage xation linking wages tgf iation. While this reduces the
persistence of inflationary presst it also may lead U a loss in real disposable income.
It is equally important that because ¢ »ast reforp and higher female participation in the
labour force, the participation rate is hig t the past. Higher participation rates
support income and growth. In earlier crise =specially after the second oil price shock,
many workers would retire early or othg e\ out of the labour market entirely (see
Figure 4).

Figure 4: Labour fgfCe participation ratgyin euro area with

the 12 membef Countries until 2021

(15-644£7ars)
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Note: Grey bars refer to Centre for Economic Policy Research recession definition. Euro
area 12 includes: Austria (AT), Belgium (BE), Finland (FI), France (FR), Germany (DE),
Ireland (IE), Italy (IT), Luxembourg (LU), Netherlands (NL), Portugal (PT), Spain (ES),
Greece (EL).

Source: European Commission (AMECO database), Centre for Economic Policy
Research

Third, the European Central Bank can build on its strong reputation, as inflation
expectations have remained aligned with the objective of price stability over the medium-
term. Once inflation expectations become de-anchored (i.e., consumers and businesses
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do not believe central bank will meet its price stability objective), tigf "er than expected
monetary policy be required to re-anchor them. This is more for growth, as
higher interest rates'} up the cost of borrowing and weake sumption and
investment. That was tf perience of the US after the secg® . oil price crisis in the
1980s, when the Fed aggre. tely tightened its moneta cy under Chairman Paul
Volcker to recover credibility.! rently, euro area i on expectations in surveys and
in financial markets are still close e European @ “itral Bank’s inflation of 2% over the
medium-term, which has clearly exp ed its 0 ination to act in this uncertain
environment to effectively prevent de-ari, ar

Deteriorating terms of trade lead to a lgf of e and wealth, but the euro area
economy is overall more resilient to4f ather co dity price hikes than in the past. In
the short run, little can be done tg® void or correct tri. 'ass of wealth. The increases in
energy and food prices will afl he poorest most, as consume a large part of their
earnings. Governments ca to cushion the impact for« ost vulnerable with
targeted policies. For figf »] the need for policy support depe on how energy-intensive
the sector is and o cther access to finance from banks and | arkets remains
possible. From a dium-to long-term perspective, a rapid and effec. % deployment of
the Next Genaf .on EU fund in Europe seems increasingly vital. Enforc. w the green
transforma and strengthening energy diversity was already a key objecC: g for the
future, k€ “a crisis has made the urgency to act more acute.
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[1] Terms of Trade are defined as a country's export prices relative to its import prices.

[2] Data are taken from AMECO and aggregate the initial EU 12 countries. They reflect annual
averages.

[3] European Central Bank (2022), Macroeconomic projections (europa.eu)

[4] Economists talk here about the first and second round effects of energy price increases. See
European Central Bank (2010) Energy markets and the euro area macro-economy, Occasional Paper
No. 113, June.
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[5] The Organise. . for Economic Co-operation and Development (OECD) ha ently published
slightly larger numb OECD (2022), Economic and Social Impacts and PoX plications of the
war in Ukraine — OECx onomic Outlook, Interim Report.

[6] See Blanchard and Gali 19). “The Macroeconomic Effects of &4 “rice Shocks: Why Are the
2000s so Different from the 197 27, in Gali, J. and Gertler, M. (e€ ,, International Dimensions of
Monetary Policy, University of Chic. »a Press, 2009, pp. 3734

[7] This is also a finding firmly establishe. % the acadengf terature. See, for example, Gaspar,
Smets and Vestin (2010), “Inflation Expecte. »s, Adad ‘e Learning and Optimal Monetary Policy”,
Handbook of Monetary Economics, in: Fried 24" odford (ed.), Handbook of Monetary
Economics, edition 1, volume 3, chapter 19, pag 055-1095
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