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¢ Russia/Ukraine tensions have pushed oil and wholesale gas
prices even higher...

¢ _..adding to the pressure on inflation, the squeeze on real
incomes and the downside risks to growth...

¢ . .but wage pressures could still mean a more aggressive
policy response from some central banks

Here we go again

With inflation currently at multi-decade highs and uncertainty surrounding the inflation
outlook already unprecedented, the last thing the recovering global economy needs
is another leg higher in energy prices. Yet that is what it is getting. And just as many
of the retail gas price increases driven by last year's wholesale price rises have found
their way onto household energy bills, Russia/Ukraine tensions have pushed oil and
gas prices higher and more hikes and further rises or even outright supply outages
are possible. Should the tensions escalate, sanctions could be imposed, the impact of
which could be more broad ranging, potentially extending to other commodities such
as metals and foodstuffs, particularly wheat.

Energy inflation and forecasting uncertainty

Energy inflation was already very high at the end of 2021, accounting for more than
half of the total consumer price inflation for a broad range of economies from much of
Europe to Japan. Energy accounted for a much smaller share of the 7% inflation print
the US registered in December, but we forecast it will help to lift it higher in early
2022. Forecasting eurozone inflation is an even bigger challenge given the widely
differing approach of governments regarding the timing and caps on utility price rises.
The task is set to get even harder with food price inflation reviving too. The last time
Europe imposed sanctions against Russia, in 2014, inflation was low and energy
inflation was deeply negative. This time, any additional upward pressure on energy
prices and inflation could have a much more severe impact on consumer spending.

Policy implications

There are clear policy risks if energy prices stay high or move up even further. We
know from the past that big rises in energy prices squeeze real incomes and can
result in a sharp slowdown — or even an outright contraction — in consumer spending.
But in the past, US households did not have a stock of savings of the scale
accumulated during the pandemic that they could draw down as living costs rose.
Growth is slowing, but there is still a big risk of a sustained wage response as
headline inflation moves higher in which case some central banks would need to
tighten even more aggressively in 2022. Hopes of a US soft landing could fade, but
given the current high and rising rate of inflation, a more marked economic slowdown
might be the necessary price to pay for maintaining central bank credibility.
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The energy crunch

¢ Russia/Ukraine tensions have pushed oil and wholesale gas prices
even higher...

¢ _..adding to the pressure on inflation, the squeeze on real incomes
and the downside risks to growth...

¢ _..but wage pressures could still mean a more aggressive policy
response from some central banks

High energy

Only a brief reprieve

Just two months ago, the US, China, India, Japan, Korea and the UK announced the release of
some oil reserves, helping oil prices to trade briefly below USD70/bbl by early December. The
reprieve was brief though. The start of 2022 has been met with higher energy prices in much of
the world. Some of this has been due to the resilient oil demand as the global economy
continues to recover, but the Brent crude price has clearly reacted to the increased tensions
between Russia and Ukraine, rising above USD90/b.

1. Oil prices have moved higher again ... 2. ... pushing up pump prices
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the US, whereas the gasoline retail price reflects pump prices for US consumers.

Western consumers have already been paying more to fill their cars with fuel in early 2022, and
in some economies, the scheduled retail gas price rises driven by last year’'s wholesale
increases are starting to find their way onto household energy bills. Now 2022 forward gas prices
have risen sharply in Europe and Asia, threatening even more utility price hikes. Any further
increase in tensions would likely impact gas markets more than oil markets, and Europe is much
more dependent on physical flows of Russian gas than Russian oil with more than 40% of total
gas supply coming from Russian pipeline imports.
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3. Gas prices are extremely elevated in 4. ...which could not have come at a worse
Asia and Europe... time for European consumers
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Energy price inflation has already spiked

The prospect of further retail gas prices could not be happening at a worse time for European
consumers given that energy inflation is already surging. It is very different from when sanctions
were imposed on Russia in 2014, which happened at a time when global energy prices were at
cyclical lows (chart 4). Some European economies may see more uncertainty around prices
given the reliance on Russia for gas. Chart 5 shows the larger European economies where
Russia is a major source of gas with others more reliant on a combination of Norway, smaller
suppliers or domestic production.

5. ...with many economies very reliant on gas from Russia
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Source: European Union Agency for the Cooperation of Energy Regulators.
Note: Data is provided for the top three suppliers so, for example, the UK and Spain don't have Russia among their top three sources, which includes domestics production.

With gas prices rising in Europe, Asian gas prices are being lifted higher, too. This, coupled with
higher coal prices shifting demand to alternative fuels and the fact that the majority of long-term
liquefied natural gas (LNG) supply contracts are priced off crude has led wholesale gas prices
to soar. And, for some parts of the world, the rise in gas prices matters more than what is
happening to other fuel prices in terms of household utility bills. Chart 6 shows the energy
consumption mix by economy — and the split is clear between those reliant on gas, coal and oil.
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more than doubled in the
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Germany and Japan
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6. Most of the world is very reliant on fossil fuels for energy
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Source: Our World in Data. Note: ranked from left to right in terms of highest to lowest reliance on fossil fuels.

Risks of escalation

In the event of any incursion/invasion, the impact could be more broad ranging, potentially
extending to other commodities such as a range of different metals — particularly copper and
aluminium — and foodstuffs, particularly wheat. The impact could be via sanctions on supplies
and individuals imposed by the US and Europe or by Russia in retaliation, and could even
involve the West removing Russia’s-access to the Swift payments system to facilitate trade®.

A detailed analysis of the impact of any sanctions that could be applied is beyond the scope of
this report, but in order to give a rough idea of the relative impact that major economies’ would
face in terms of trade disruptions, we have shown the share of each economy’s direct trade with
Russia. However, because the biggest impact via trade and energy, particularly gas prices and
supplies, would be on European growth, we have also shown the economies’ trade exposure to
the EU. As we discuss below, the last time Europe imposed sanctions against Russia, in 2014,
inflation was low and energy inflation was deeply negative. However, this time, any additional
upward pressure on energy prices and inflation could have a much more severe impact on the
ability of already stretched consumers to keep spending, at least in the early part of the year.

It is also worth noting that it is possible that should the US and EU impose any sanctions on
Russia, some governments in other regions may opt to bypass them.

Energy inflation

The immediate impact of the latest leg higher in oil prices will be on inflation. The scale of the
direct impact of higher energy prices on inflation depends on energy’s share of the basket; the
energy mix; the level of taxation on fuels; and the scale of any subsidies.

Hence, energy inflation has already picked up sharply in many places — with the annual rate more
than doubling over the past six months in the likes of the UK, Germany and Japan. In other
advanced economies, such as Spain and the US, taxes make up a small share of the petrol pump
price so the pass-through of any given change in the crude or wholesale cost has a bigger impact.
Despite not experiencing the same utility price rises, the US still has one of the higher rates of
energy inflation in the world (chart 7) at nearly 30% y-o0-y in December, primarily reflecting higher
gasoline prices. Given recent moves, we now expect US inflation to peak in February.

1 Financial Times, 30 January 2022. “Will Russia be cut off from Swift if Moscow invades Ukraine?”
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Source: Refinitiv Datastream. Note: Parentheses show latest month that data are from.

7. Energy inflation has surged in much of the world
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In the eurozone, even the very near-term outlook for inflation is very opaque. November had been
widely anticipated to be the inflation peak but — despite a drop in the energy contribution —food prices
saw inflation move higher in December and hefty hikes in household gas and electricity prices in
Germany, Spain and, particularly, Italy drove an even bigger surprise move higher to 5.1% in
January. In Italy, gas bills jumped more than 40% and electricity bills 55%. Energy prices will have
less of an impact on inflation in France as regulated gas prices are frozen at their October 2021
levels until the end of 2022 while the rise in regulated electricity prices is capped at 4% in February.
In the UK, the impact of the last wave of the 2021 wholesale price rises will not be felt until April with
prices set to rise by 54%. But the impact on inflation will be determined by how energy companies
and statisticians treat the additional fiscal support measures announced by the government.

To put all of these energy effects on inflation into context, we have illustrated the share of total

inflation that is accounted for by energy in chart 8. In parts of Asia, the impact of energy has been

much smaller. In Italy, energy accounted for 2.8ppts of the 4.8% inflation print (national measure) in
December. The share is even higher in the likes of Spain, Sweden and Norway where the pass-
through from wholesale to retail prices is faster.

The more interesting point is that in some economies where inflation is much higher than in

Europe, energy accounts for a much smaller share of the current higher inflation. In the US, it

accounted for only about 2ppts of the 7.5% inflation print in January.

8. The share of CPI made up by household energy varies greatly around the world
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Source: HSBC, Refinitiv Datastream, National Statistics Offices.
Note: Data are for December 2021 for all apart from Australia and New Zealand (Q4) and eurozone and member states (January 2022).
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What is the impact of a renewed leg up in energy prices?

Of course, the chart is just a snapshot of inflation at the turn of the year. Several economies, like the
UK, will already look different in the coming months due to the earlier wholesale price rises feeding
through. But what about the impact of the renewed leg up, and the risk it goes higher still? In terms of
the direct impact, the contribution from energy should still edge lower although not as rapidly as
seemed likely previously.

Chart 9 shows that if energy commaodity prices stay at the current high levels, there would be a slow
decline in the annual increases through 2022. Even if the oil price crosses USD100/bbl, we would still
see a lower rate of change than we see today (chart 10). For the annual increase in the oil price to be
the same at the end of 2022 as it is today (~60%), the oil price would need to reach USD125/bbl.
While that provides some comfort, even if the direct impacts of higher energy prices fade, having fuel
costs remaining at a relatively high level for longer would have broader implications for inflation.

Higher energy prices raise
costs of producing
other goods

9. The annual increases in energy prices
looks set to diminish slowly
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Source: Refinitiv Datastream. Note: Dotted lines show the trajectory if prices remain
the same as current levels. Series are based on production weights and are
wholesale prices in USD.

10. Even if oil prices rise, the direct
inflationary impact may reduce
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Indirect impacts of higher oil prices

Higher energy prices have already been pushing up the costs of producing other goods. Some of this
is through the higher cost of extraction or production, such as for industrial metals, while higher prices
for fertilisers can also feed into higher food prices. It is worth noting that Russia is a big producer of
some of the other key ingredients for fertiliser, such as urea and potash, so there could be big impacts
beyond gas in the event of any further deterioration in relations or even outright sanctions. The global
manufacturing PMI input price index may have edged down in recent months, but it remains very
elevated, and this is feeding into higher output prices that firms are charging for goods (chart 12).

11. Other commodity prices are rising ...
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12. ... and input costs are still elevated
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Energy is not the only factor that has been pushing up the price of food commaodities, which have been
supported by strong demand and continued capacity constraints. Adverse weather in South America,
robust demand and geopolitical developments have affected grains prices as well as energy. Russia
and Ukraine are both leading exporters of wheat and sunflower oil. Meat prices are also up due to
supply constraints. The impact of higher food prices will most likely be seen in those emerging

markets in which the share of the CPI basket that food makes up is substantially larger. As we can see
in chart 13, the annual pace of food inflation remains elevated in many parts of the world. In the likes of
Mexico, food prices have added more than twice as much to inflation in December as energy.

13. Food price inflation is rising in much of the world
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We may also see a direct impact through other costs that rely on fuel within transportation.
Airfares have had, until the pandemic, a good relationship with the oil price in terms of inflation,
but that appears to have broken down as border and travel restrictions have affected the sector.
But with demand returning and oil prices up, airfares could move higher. Costs for other forms of
transportation, such as rail, have historically had a much weaker relationship with the oil price.

14. Geopolitical tensions have contributed 15. Airfares typically move with oil price

to higher agricultural commodity prices but other public transport costs less so
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From PPI to CPI

More broadly, these rising input costs are likely to feed into higher costs for firms with producer
prices in many places currently rising by more than 10% year on year. While some of this is due to
energy prices, cost pressures from shipping and logistics as a result of jammed global supply
chains are also contributing to the issue. The magnitude and the timing of the pass-through has
been variable, but the divergence between Asia and the advanced economies continues.
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16. Producer prices have surged in 17. ...and the same has so far been true in
mainland China without CPI spiking... Japan
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In economies such as mainland China and Japan, big spikes in producer prices — which have
recently shown signs of topping out — have shown little sign of feeding into consumers’ costs yet.
This is likely the result of subdued pricing power for firms given the weakness of domestic demand,
particularly consumer spending, but the impact of regulated prices, particularly for the likes of
household electricity costs in mainland China, has also played a role as have falling food prices.

However, in the advanced economies, there are signs that the surge in PPl — which had been
particularly benign in the eurozone — is translating at least somewhat into higher CPI inflation,
particularly in the US (charts 18-19). The extent to which firms will be able to pass on these cost
rises or accept some squeeze on margins is likely to vary among sectors, adding to the raft of
uncertainties surrounding inflation rates in the course of 2022.

18. In Europe, PPI has surged and CPl is 19. ... while the US is seeing the impact
heading higher ... clearly
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The growth impact

Inflation or Omicron?

Households may be able to weather the storm of higher energy prices, which amounts to a de
facto tax on consumers’ purchasing power. Some combination of a reduction in savings, higher
wage growth (evident in some sectors, notably leisure and hospitality in the US) and/or higher
borrowing can allow them to smooth their spending. There are, however, some signs that higher
prices may already be weighing on consumer confidence although it is hard to disentangle the
impact of Omicron at this stage.
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20. Consumer confidence is fading... 21. ...particularly among lower income

households
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The real wage squeeze...

For consumers, even in the absence of the pandemic, the squeeze on real incomes is likely to weigh
on confidence as well as the willingness and ability to spend on discretionary items. Inflation has
soared above the rate of wage increases in much of the developed world in recent months (charts 22-
23). And this may be feeding into weaker spending. We saw this come through in December in both
the US and the UK as households held back and retail sales figures dropped sharply in the month
(chart 25). The drop in retail spending in December was even more severe in Germany where sales
volumes fell 5.5% m-o-m after two fairly solid months, which also supports the notion that it was driven
more by Omicron than inflation but there can be no doubt that the real wage squeeze is intensifying.

22. US inflation has surged above 23. In the eurozone, the real wage squeeze is

wage growth intensifying
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... is intensifying

The aggregate level of US household real disposable income, which surged during the various
waves of fiscal stimulus delivered by the Trump and Biden administrations in 2020 and early 2021,
has fallen back sharply in recent months. The halt to supplemental federal unemployment insurance
at the end of September combined with hefty monthly rises in inflation in October and November
pushed aggregate real household income increasingly below the pre-pandemic trend in the final
quarter of 2021 (chart 24). And the January picture is likely to be bleaker still given that the Child Tax
Credit payments have expired due to a failure to pass the proposed Build Back Better plan.

European consumers will not face the same waning fiscal support but household incomes are being
squeezed even though countries have been intervening through tax cuts and direct transfers to soften
the blow to the population. As discussed above, the last time Europe imposed sanctions against
Russia, in 2014, inflation was low and energy inflation was deeply negative. However, this time, given
the higher starting point for inflation, any additional upward pressure on energy prices and inflation
could have a more severe impact on consumer spending at least in the early part of the year, though,
of course, more government interventions to cap the increases might happen in the coming months.
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24. Real incomes came under pressure in 25. ... but was the drop in retail sales in
Q4, particularly in the US ... December due to inflation or Omicron?
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Sustaining spending?

It may not be all bad news though. Consumers may be in a better place, in aggregate, to ride this
out than at many points in the past. The accumulated stock of savings that households have built
up during the pandemic may cushion some of the blow, particularly for higher income households
that are more likely to have been able to save. For some households with lower incomes, a
combination of higher hourly wages and more hours worked may mean much more in people’s
pockets, particularly for those working in the US leisure and hospitality sector.

26. US households have built up a stock of  27....and incomes are rising quickly for

savings... Iowest-wage earners
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And there is of course scope for consumers to smooth their spending through higher borrowing.
Household balance sheets in many economies are in a better place today than they have been
in a long time. Household debt levels may have picked up as a share of GDP, more due to the
denominator (GDP) than soaring debt levels. Households are less indebted than they were a
decade ago. Equally, more timely data from the Federal Reserve Bank of New York suggest
that US households have trimmed their credit card debt since the start of the pandemic and
fewer debt obligations are becoming delinquent although some of the latter may reflect payment
holidays. While this strength is not universal across income groups and individual situations, in
aggregate households may be relatively well placed to weather this storm. Given this backdrop,
what looks set to be a very weak start to the year for consumer spending may not persist given
current wage growth and labour demand so there could be some improvement in consumer
spending as long as inflation starts to come down and COVID-19 cases fall back.
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