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The Inflationary Impact of Higher
QOil Prices in the Philippines

(

Philippine

Peter Lee U
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REFEBNZIR - 7] ERC BINEZEMRE

The
surprising growth this year with a GDP growth of
6.3% and a GNP growth of 6.1% for the first half of
led by

crisis constrained

economy has demonstrated

2004. The economy continued to be
consumer spending. The fiscal
government consumption spending. On the positive
side, construction seems to have turned around. The
private sector accounted for the bulk of construction
spending and while public construction is up by 12%,
possibly in the run up to the elections, this is still
below 2002 levels.

The main challenges to the economy for 2005 are
the high oil prices on the external front and the
government's fiscal deficit problems on the internal
front. The latter will force the government to raise
taxes and collect existing taxes more efficiently
expected. Together with the inflation from high oil
prices, this will lower real personal disposable income
and dampen consumer spending, the engine of growth
thus far. In this short article we will focus on the risk
to growth that high oil prices pose.

Even though the Philippines has reduced its reliance
on oil for energy from 90% in 1970s to a little
under 50% today, local oil production is practically nil
and 99%
economy can still take a hit from high fuel prices,
if the spike

of oil requirements is imported. The

especially is as significant and as
prolonged as it has been. Moreover, the economy will
take a double hit if the high oil prices trigger a global

recession.

Economic Research Center

Oil is used primarily for transportation and power
and thus factors into the production costs of a wide
array of industries, although to different degrees.
High oil prices translate into higher electricity costs,
transportation costs, and eventually consumer prices.

Crude oil prices have shot up about 24% from
around US$ 30 per barrel last October 2003 to
roughly $4 1 per barrel currently.”"

There are various ways to estimate the price impact
of higher oil prices. One is through econometric
modeling. The IMF estimated that a 10% crude price
increase leads to about 0.4% additional inflation for
the Philippines. An alternative is to use input-output
or interindustry models. These models use the input
structure of an economy to estimate the resultant
increase in prices. Using such a model, we estimate a
10% increase in crude oil prices leads to a 1.5%
increase in average prices for the Philippines.
input-output table
1994, this

estimate is likely to be an overestimate since the

However, because the latest

available for the Philippines is for
economy is less dependent on oil today. Thus a 24%
oil price hike increases inflation by 0.96% using the
IMF estimate or 3.6% by our estimate. Either way,
this is hardly the specter of runaway inflation.
Historically, figure 1 shows that Philippine inflation
as measured by the percent change of CPI has not

responded much to the fluctuations in fuel price

Figure 1. Fuel Price Inflation Vs. Consumer Price Inflation
Fual —i— [P
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Source of basic data: ADB, NSCB
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(simple average of premium gasoline and diesel peso
per liter prices) changes. In fact, after the fuel price
hikes of 32% and 12% in 2000 and 2001
respectively, inflation went from 4.4% in 2000 to
6.17% in 2001 and 3.1% in 2002. Currently, year
to date (January to October 2004) inflation is
running at b.1%.

Oil analysts expect prices will continue to play in the
$40 to $45 per barrel range for next year. Even if
international oil prices fall, the government has sent
ample warning that it will impose additional taxes on
oil in order to alleviate its fiscal deficit. Thus, fuel
prices will not come down significantly in the near
future. The resulting inflation will dampen consumer
spending and economic growth, but it is not likely to

be of such a magnitude as to threaten growth.

#1 1 As of December 10, 2004. Prices quoted are for
West Texas Intermediate. Source: Energy Information
Administration, US Department of Energy and Asian Wall
Street Journal.

Economic Research Center
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