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Introduction

Higher oil prices are descending upon the nascent global
economic recovery. Strong demand growth driven by the global recovery,
combined with continuing instability in the Middle East, appears to
underpin the oil price rally. The latest data on oil production and
consumption from the International Energy Agency (IEA) suggest that
tight supply conditions continue on higher than expected growth in
global demand, partly reflecting fast-growing energy demand from Asia.
Given the relatively low inventory level and the limited refinery capacity,
effects of supply interruption can be quite detrimental, which spurs
speculative activities. The risk premium on fear of terror in addition to
the tight market outlook appears to send the price of oil futures even
higher in the short run. The development in the futures market—partly
responsible for the hike of oil prices—implies that the recent rally in
oil prices could stay.

Asia remains particularly vulnerable to an oil shock, because of
its high dependence on oil imports. While Asia produces a mere 10
percent of the world crude oil supply, the region consumes about 24
percent of the world crude oil supply.1 The cost of oil imports is also
creeping up in Asia, notably in People’s Republic of China (PRC) and
India. It is estimated that oil imports cost India $15 billion or 3 percent
of its gross domestic product (GDP) in 2003. The PRC imports about
$13.4 billion or less than 1 percent of its GDP, but the growth of its oil
imports in volume recorded a sharp rate of 24.5 percent from 2001 to
2003.

The Asian Development Outlook 2004 (ADB  2004) projects oil
prices to stay within $28-30 per barrel in 2004, higher than the historic
average, but easing to $24-26 in 2005. However, current oil prices
have already breached that level and are likely to stay high in the near
future. Using the Oxford Economic Forecasting (OEF) model, this

1 Key World Energy Statistics (IEA 2003). Asia includes PRC, Japan, and Korea, in
addition to the Asian countries defined in the IEA report.
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brief presents two different oil scenarios to shed light on the impact
and policy implications of oil price hikes on Asian economies.

Impact on Asian Economies: A Simulation

An oil price shock affects macroeconomic performance through
various channels. First, higher oil prices trigger a transfer of income
from oil-importing to exporting counties through a shift in the terms of
trade. In this process, net oil-importing countries suffer a loss of real
national income or GDP. Second, a rise in oil prices reduces industry
outputs through higher cost of production. This supply side impact
exerts inflationary pressure. Third, the impact of an oil price hike can
be amplified by the secondary price effect. While higher input cost on
the supply side translates into inflation, higher oil prices directly
increase consumer prices via higher prices of imported goods and
petroleum products. The higher price levels combined with lower real
income further depress domestic demand, leading to an increase in
unemployment. Moreover, consumers who sustain a loss of real
incomes could seek wage increases, which further feeds into higher
production cost, and is then passed on to consumers. The upward
spiral of inflation and wages had proved devastating without proper
policy responses in earlier episodes of oil shocks.

To quantify the impact of an oil price shock on Asia’s economic
outlook for 2004-2005, macroeconomic simulations were run using
the OEF model. Given the importance of oil imports in Asia, a scenario
analysis would allow policymakers to prepare for possible outcomes.
Two alternative oil price scenarios are considered. First, a “temporary”
hike to $40 per barrel for one year from the second quarter of 2004 to
the first quarter of 2005 (Scenario I). Second, a “sustained” high price
at $40 per barrel through the end of 2005 (Scenario II). The baseline
scenario assumes that oil prices stay constant at $30 per barrel over
the entire projection period for 2004-2005.2

2 This baseline assumption of $30 per barrel, though higher than the historic average,
is roughly in line with the oil price baseline in ADB (2004). Neither is the alternative
of $40 per barrel far from realistic given that the level was actually breached in May
2004, and oil futures indicate an average of $40 for the latter half of 2004. In fact,
the benchmark WTI Cushing reached $40.07 per barrel on 11 May 2004 and its
monthly average stayed high at $40.24 in May. Since then, oil prices have come
down to around $36 per barrel.
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Table 1 summarizes the impact of a $10 per barrel hike in oil
prices on 10 Asian countries in 2004. The reduction in GDP is limited
to 0.2 percent while inflation rises by 0.5 percent for Asia excluding
Japan, as the secondary price effect has not fully materialized. Among
the net oil-importing Asian countries, Philippines, Singapore, and
Thailand are affected the most. In the first year, the most direct impact
is felt in trade balances (as a percent of GDP), while the severity of
the adverse terms of trade effect varies from country to country,
depending on various factors such as the share of oil imports in national
income, efficiency of national energy use, and availability of alternative
fuels. The results reflect the high dependency of the Asian countries
on oil imports. With the exception of Japan, which boasts of relatively
higher energy efficiency and lower oil intensity, net oil-importing
developing Asia experiences considerable deterioration in its trade
balances and corresponding decreases in real income and outputs.
The trade balances deteriorate, ranging  from -0.3 percent in the PRC,
to -1 percent in the Philippines, and to -1.1 percent in Thailand. On
the other hand, Indonesia, whose gasoline exports more than
compensate its oil imports, gains from the oil price increase; while
Malaysia, despite its oil exports, experiences a slight deterioration in
its trade accounts and a GDP loss, reflecting the stronger growth in
its consumption and imports.

Table 2 presents the simulation results in a year after the oil
price increase. In Scenario I, the oil price returns to the baseline oil
price of $30 per barrel from the second quarter of 2005 onward after
the initial increase by $10 per barrel from the second quarter of 2004
to the first quarter of 2005. Asia excluding Japan would experience a
loss of 0.6 percent or $21.7 billion in real GDP. The trade balances
recover in 2005, as windfall gains of oil exports are channeled into
increased spending by the oil-exporting countries for non-oil exports
of oil-importing countries. The simulation shows that the secondary
price effect has exerted downward pressure on domestic demand in
2005. Unlike the first year, where the supply side force following the
adverse terms of trade shock dominated the impact on the real GDP,
the demand side impact through higher price levels in the economic
adjustment process further reduces the real income in the second
year, despite the dissipating terms of trade effect. Overall, countries
that experience higher inflation such as India, Malaysia, Philippines,
Singapore, and Thailand suffer proportionately bigger losses in real
income.
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Source: Staff estimates based on OEF model.

Table 1. Impact of an Oil Price Rise on Selected
Asian Economies in 2004

(percentage changes from the base case unless otherwise specified)

GDP Trade Balance Consumer
(% of GDP) Prices

ASIA -0.1 -0.3 0.5
ASIA  ex. Japan -0.2 -0.5 0.5
PRC -0.2 -0.3 0.1
Hong Kong,China -0.1 -0.3 0.1
India -0.2 -0.6 0.7
Indonesia 0.1 0.9 0.5
Japan -0.1 -0.2 0.4
Korea -0.2 -0.9 0.3
Malaysia -0.3 -0.2 0.7
Philippines -0.4 -1.0 0.7
Singapore -0.4 -1.1 0.7
Taipei,China -0.1 -0.7 0.2
Thailand -0.4 -1.1 0.7

Scenario I Scenario II
($40: 2Q 2004 - 1Q 2005 ) ($40: 2Q 2004 - 4Q 2005 )

GDP Trade Consumer GDP Trade Consumer
Balance Prices Balance Prices
(% of (% of
GDP) GDP)

ASIA -0.5 0.0 0.5 -0.6 -0.3 1.0
ASIA  ex. Japan -0.6 0.1 0.5 -0.8 -0.4 1.1
PRC -0.6 0.2 0.3 -0.8 -0.1 0.5
Hong Kong,China -0.5 -0.5 0.2 -0.6 -0.8 0.3
India -0.6 -0.1 0.9 -0.8 -0.7 1.7
Indonesia 0.0 0.1 0.6 0.1 0.9 1.3
Japan -0.4 -0.1 0.3 -0.5 -0.3 0.7
Korea -0.5 0.0 0.4 -0.6 -0.8 0.8
Malaysia -0.7 0.8 0.7 -0.9 0.3 1.4
Philippines -1.5 -0.4 0.7 -1.9 -0.9 1.4
Singapore -1.2 -0.2 0.6 -1.7 -1.3 1.3
Taipei,China -0.3 0.0 0.2 -0.4 -0.6 0.3
Thailand -1.7 -0.1 0.8 -2.2 -1.2 1.5

Table 2. Impact of an Oil Price Rise on Selected
Asian Economies in 2005

(Percentage changes from the base case unless otherwise specified)

Source: Staff estimates based on OEF model.
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The secondary price effect seems to intensify as the oil price
spike stays longer. In Scenario II where the oil price stays at $40 until
the end of 2005, inflation climbs by more than 1 percent for Asia as a
whole. Accordingly, the loss of real income amounts to 0.8 percent or
$28.8 billion for Asia excluding Japan, while the direct impact on the
trade balances is little different from the 2004 results. Inflation is
particularly higher in India, Indonesia, Malaysia, Philippines, Singapore,
and Thailand, increasing by more than one percentage point in 2005.
The country variation of price effects is significant, depending on the
current inflation and domestic demand conditions. In addition, the
pass-through of an oil price increase to domestic prices and/or existing
energy price control through tax and subsidies would influence the
variation.

Like any other simulation exercise, results here remain only
indicative and subject to substantial interpretation in the context of
evolving economic situations.3

The Oil Shock in the Current Economic Context

Despite the hype, the current price rally is unlikely to match the
ferocity of previous oil shocks in terms of its size and impacts. Not
only is the price in real terms still considerably below the level that
caused painful recessions in the past, but the global economy has
also gained substantial resilience to commodity price fluctuations
since the first oil shock in 1973 through reduced oil intensity and
improved energy efficiency. Against this backdrop, the risk of higher
oil prices arises mainly from a possible aggravation of existing
imbalances in the global economies. Since the 2001 economic
slowdown, many industrialized countries have stretched
macroeconomic policies, lowering interest rates and running high public
deficits. Low interest rates have fueled housing and asset price

3 The simulation assumes no changes in exchange rates. If the exchange rates
adjust to the adverse terms of trade, the impact on growth is somewhat muted,
although inflation climbs a little higher. Nor does the simulation take account of
impact on business or consumer confidence, which can affect overall economic
activities. There are also risks of greater aggravation in external conditions than
accounted for in the simulation. Asia depends on exports for sustainable growth
more than ever, even as global recovery still hangs in the balance. Should the oil
price hike cause a sharper than expected slowdown in the global economy—
particularly the PRC and US economies, both of which take a large share of demand
for Asian exports—the growth impact could be more severe.
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increases, while supporting consumption and leading to a deterioration
in current accounts in major economies, notably the United States.
Inflationary pressure associated with higher oil prices could force an
interest rate increase earlier and steeper than expected. This could
trigger a sudden reversal in consumption and savings behavior, leading
to a substantial reduction in demand for Asian exports.

The upside risk in interest rates underpinned by rising uncertainty
on the economic outlook could also affect the Asian economies through
their emerging financial markets. Higher risk premia combined with
weakening currency conditions could make emerging markets’ financial
assets less attractive, limiting the ability of developing countries to
draw on international funds for the shortfall in their balance of payments.
Higher oil prices are already exerting pressure on emerging Asian
markets, widening their risk spreads reflecting higher risk premia. A
sudden withdrawal of portfolio investors particularly with short-term
and speculative funds lured by the increase in returns on mature market
assets could result in higher costs of capital in the region due to
higher risk premium and higher volatility.

Granted Asia remains relatively more vulnerable to higher oil
prices, the current economic background features some benign
characteristics to help curb the adverse effect of rising oil prices in
the region. First, the dollar has depreciated against the currencies of
many developing Asian countries over the past two years, mitigating
the impact of rising oil prices. Second, significantly higher levels of
international reserves and current account surpluses since the Asian
crisis provide a cushion against the short-term deterioration in balance
of payments. Third, despite the pick-up in domestic demand since
last year, inflation has stayed relatively low in many Asian countries,
with some economies such as Hong Kong,China and Japan barely
escaping from the deflationary risk.

Even so, higher oil prices, if sustained long enough, would soften
economic activities in Asia while threatening to tip the delicate balance
in the nascent global rebound. Asia’s strong economic performance
since the latter half of 2003 can be ascribed to robust consumption
demand and emergence of intraregional trade. Expansionary
macroeconomic policies provided support for the consumption growth.
However overly stretched consumer credits associated with
expansionary policies caused financial woes in some countries, notably
Korea. A similar risk remains in others, if higher oil prices bring real
income down and push interest rates up, increasing the debt-servicing
burden of the household sector. Despite sturdy domestic demand,
firms have yet to regain pricing power, while improving business
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investment have not fully taken strong hold in many countries, due to
lingering balance sheet problems, remaining slack in capacity, and in
some cases political uncertainties (see ADB 2004). Although the firms’
inability to pass on higher costs of energy inputs to customers through
price increases may moderate the inflationary effect, a squeeze on
profits could force a delay in business investment and employment
plans, affecting growth potential.

Conclusion

Asia’s current economic background remains favorable
compared with previous oil shocks, making risks from an oil price
increase manageable. Huge foreign reserves in Asia would allow the
countries to ride out the negative terms of trade effect. Subdued inflation
also provides ample room for necessary policy supports, should the
downside risks materialize. Nevertheless, higher oil prices heighten
the risk of unbalancing the recovering economies. Key to successful
macroeconomic policies in Asia is to carry on the growth momentum
through restoring the balance in the domestic economy and mitigating
the impact of external risks.

Government policies can help mitigate the adverse impact on
the economy. The appropriate policies would vary from country to
country, depending on its economic conditions, current cyclical
position, existing macroeconomic policies, and exchange rate regime.
Asia has experienced a strong rebound since the latter half of 2003,
cashing in on the substantial policy support during the latest slump.
Against this background, overly expansionary monetary policy may
fuel inflation, exacerbating the price effect in the long run. The
simulation results point to the significance of the secondary price
effect in the region. Monetary authorities should stay vigilant to money
and financial market conditions to guard against inflation. However,
the tentative recovery requires caution, as excessive monetary
tightening and fiscal contraction to curb inflationary pressures could
aggravate the recessionary consequences of the oil price rise.

In the face of the adverse terms of trade shock, external policies
would warrant a revisit. Drawing heavily on export growth, many Asian
economies have resisted nominal appreciation of their currencies
regardless of their exchange rate regimes while accumulating a large
bulk of foreign exchange reserves. With strong external positions,
countries with managed floats could allow more flexibility in their
external policies to help reduce the vulnerability to external shocks,
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while lowering the cost of holding huge foreign reserves. On the other
hand, countries with currency pegs should focus on further market-
oriented reforms toward more flexible goods and labor markets in
order to maintain substantial flexibility in domestic prices and wages.

The challenges are significant as Asian economies gradually
shift from export-driven to domestic demand-led growth to achieve
greater resilience against external shocks, while maintaining
macroeconomic stability. In this context, the countries should continue
structural reforms to foster the investment climate through improving
competitiveness, productivity, and corporate governance. Over the
medium and long term, sustainability of the recovery and economic
growth hinges on the successful implementation of these structural
reforms.

Finally, for longer-term solutions to oil price fluctuations Asia
should make continuous efforts to reduce its oil dependency and
increase energy efficiency. To this end, effective energy policy should
be given a priority. The rapid growth of energy use in Asia, which is
partly responsible for the oil price hike, is not a temporary phenomenon.
The current oil price rally may turn out a blessing in disguise, if the
Asian economies successfully embrace necessary technological
challenges and find more efficient ways to generate and save energy.
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