CEPS EXPLAINER

ENERGY PRICES
AND INFLATION

One shock, many asymmetric effects

Daniel Gros
Farzaneh Shamsfakhr 2022-09



SUMMARY

Inflation is a pressing economic problem on both sides of the Atlantic but as US
inflation starts to ebb, Europe continues to suffer under a stubbornly high inflation
rate that has yet to show clear signs of dissipating.

This CEPS Explainer addresses the asymmetries in energy price inflation across the
Atlantic, as well as within the euro area, and details the determining factors. It
highlights the role of national subsidies schemes in driving the inflation dispersion
across euro area countries.
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ntil 2021, the main source of energy price shocks was large swings in availability

and the price of crude oil, while prices for natural gas were much more stable

following — at most — oil prices with some lag due to indexation in long-term gas
delivery contracts.

This changed radically in the middle of 2021 when the (spot) prices for natural gas rose
to unprecedented levels independent from oil prices. The volatility of gas prices increased
even more after the invasion of Ukraine and when Russia cut off most of its gas exports
to the EU. Gas prices have retreated from the peaks reached during the summer but
moving towards the end of 2022 they have remained above six times the average of the
pre-war years, whereas crude oil prices are only somewhat higher than the past average.

Oil prices have a similar impact around the globe. Gas is different.

The price for natural gas differs widely across jurisdictions because of high transport costs
and their limited flexibility. Spot prices in Europe and Asia tend to be tightly linked.

But US prices are insulated from global effects because abundant shale gas production
has made the US a net exporter but export capacities are limited — at least in the short
run. This insulates the US market where spot prices are now almost 10 times lower than
in Europe.

This is one reason why the impact of higher gas prices on inflation has been very different
on the two sides of the Atlantic. Another reason is that in the euro area wholesale
electricity prices are linked to the price of natural gas via the merit order system for the
electric power market, where the price of electrical power is determined by the most
expensive source (i.e. its marginal cost). Electricity prices have thus escalated in Europe,
while remaining constant in the US.

Electrical power is not in principle a good that is tradeable across continents. Yet via the
price of gas (or coal), which is a tradeable commodity, power prices in Europe are much
more influenced by global developments than those in the US (or most of Asia, where
household prices for gas and electricity are highly regulated and decoupled from global
prices).This is reflected in the large differences of the contribution of energy to inflation.

Figure 1 highlights the contributions of the energy price component to consumer price
inflation in the US and the euro area.

Energy prices contributed 4.7 percentage points to inflation in the euro area versus only
1.4 points for the US (according to October 2022 data). This difference was mainly driven
by gas and electricity prices, whereas the contribution from motor fuel (driven by crude
oil prices) was almost the same in the euro area and the US.



https://www.ceps.eu/wp-content/uploads/2022/03/CEPS-PI2022-07_How-to-get-Europe-through-the-next-winter-without-Russian-gas.pdf
https://fsr.eui.eu/event/electricity-prices-and-market-design-2/
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Figure 1: Contribution of energy prices to inflation, the US and the euro area
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Source: Authors' calculations based on Eurostat and US Bureau of Labor Statistics (BLS).

Moreover, there is also considerable variability within the EU. The reason is that gas and
electricity tariffs for households are regulated at the national level. Price increases in the
electricity wholesale market (which is integrated across EU Member States) do not
translate one-to-one into higher prices for consumers.

There are thus considerable differences in the consumer price of electrical power within
the EU, as reflected in the contribution of electricity item into the Harmonised Index of
Consumer Prices’ (HICP) inflation figures (see Figure 2 below). In some countries,
consumer tariffs were indexed on wholesale prices. In these countries there was of
course a much tighter link between wholesale and retail prices?.

The fact that utility rates for gas and electricity are only gradually adjusted in reaction to
the higher purchase costs of the utilities themselves implies that the behaviour of the
energy component of the euro area HICP is likely to follow a moving average of wholesale
gas prices.

! The latest Eurostat survey of retail electricity prices shows several countries with prices above
30 cents/kWh and some below 10 cents/kWh in the first half of 2022.



https://ec.europa.eu/eurostat/statistics-explained/index.php?title=Electricity_price_statistics
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THE IMPACT OF NATIONAL SUBSIDIES AND WHAT THIS MEANS

Given the political backlash caused by a sudden spike in prices, the indexation mechanism
has been suspended in some countries such as Spain, where the government now
subsidises the use of gas in power generation, leading to a negative contribution to the
HICP for that country.

As a result of these wide differences in national regulated tariffs, energy’s contribution
varies very strongly within the euro area, from 0.8 % in Spain to 7.3 % in Italy.

In Spain, household electricity prices have actually fallen over the last 12 months and they
have remained practically unchanged in France, at least compared to Italy and Germany,
limiting energy price increases by about 2 %.

In northern European countries, such as Estonia and Poland, where coal plays a more
important role, solid fuels and heat energy provide a substantial share of the overall
energy inflation.

The large differences in energy prices’ contribution to inflation across EU Member States
thus depend mostly on different national policies on the gas and electricity prices charged
to households. Differences in core inflation (which strips out volatile energy and food) are
much smaller.

Figure 2: Energy items’ contribution to HICP inflation (annual rate of change%)
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Source: Authors' calculations based on Eurostat.

Note: Heat energy is not available for Spain and Italy. Also, solid fuels is not available for Spain.
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Besides energy price inflation, the core inflation rate (of all HICP items excluding energy
and unprocessed food) has also surged and is currently sat at 6.4 %. It is often argued
that this increase in core inflation has been caused by a trickledown effect of higher
energy prices’ impact on other goods, as energy is used in many sectors as a part of the
overall cost.

If this were true, one would expect that cross-country differences in core inflation reflect
— at least partially — the differences in energy inflation.

This does not seem to be the case. Figure 3 compares the changes in core inflation and
the HICP’s energy component across the euro area countries. The scatterplot overall
suggests a very low correlation between the two measures of inflation.

An analysis of the relationship between euro area core inflation and both global gas and
oil prices show similar results. Our estimations (using quarterly data for the period
2004Q1-2021Q4) capture a positive but very small (contemporaneous and lagged) link
between these variables, with a coefficient estimate close to zero)?. It is therefore
expected that even once energy price inflation diminishes, core inflation will still persist
for a longer period.

Figure 3: The link between core and energy HICP inflation in the euro area
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Source: Authors' calculations based on Eurostat.

Note: values refer to inflation rates in October 2022. The size of the bubbles indicate the size of the corresponding
economy.

2 These results have not been published but are available upon request.
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CONCLUSIONS

The heterogeneous impact of the energy price shock has important implications for the
European Central Bank (ECB). It suggests that energy price inflation in the euro area is
likely to be much more sticky than in the US because it will take some time for higher
wholesale natural gas and electricity prices to work themselves through to the household
level.

Moreover, the cross-country differences in the euro area due to national subsidies
schemes are expected to delay any adjustment in the headline level of inflation.
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