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Commodity prices and monetary policy: old and new challenges

Key takeaways

e  Major price increases in energy and food were key drivers of the 2021-22 inflation surge. These large
supply-driven commodity price increases, occurring when inflation was already elevated in many
countries, increased the risk of moving to a high-inflation regime.

e  Central banks have tended to look through commodity price fluctuations due to their often transitory
nature and the implied trade-off between inflation and output stabilisation in the case of supply-driven
price shocks.

e Growing geopolitical disruptions, climate change and a bumpy transition to green energy threaten to
make commodity price shifts larger and more frequent going forward. This potentially raises greater
risks for price stability, thereby limiting the scope for monetary policy to look through them.

Large and sudden commodity price increases, particularly in energy and food, were key drivers of the
2021-22 inflation surge. The prices of food staples, industrial metals and oil soared to their highest levels
in a decade (Graph 1.A). The natural gas price spike was unprecedented, particularly in Europe, with more
than tenfold increases within a few weeks — a jump that even exceeded that of oil in the 1970s (Graph 1.B).

While these sharp price increases have largely reversed since 2022, they have left scars in commodity
markets. Natural gas prices remain significantly above pre-pandemic levels, resulting in spillovers to prices
of other key by-products, such as fertilisers or electricity in some regions. Oil benchmarks have not fully
fallen back either. And persistent dislocations in the trading of physical oil have widened spreads between
west- and eastbound crudes (Graph 1.C). The prices of metals, especially the key ones for the green
transition, are considerably higher than before the pandemic.

The large surge in commodity prices raised the risk of transitioning to a high-inflation regime, which
was averted with the most intense and synchronous monetary tightening in decades. Looking ahead,
commodity price surges may become larger, more frequent, more persistent and more disruptive, creating
a more challenging environment for monetary policy. Key factors could be growing geopolitical
disruptions, climate change and decarbonisation. And these could manifest amid a more challenging
macroeconomic landscape characterised by less elastic supply and more pricing power for workers and
firms on the back of deglobalisation. Against this background, this Bulletin revisits the macroeconomic
effects of commodity price fluctuations, assesses the historical reaction patterns of monetary policy and
discusses the challenges ahead.
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The recent surge in commodity prices was transitory, but some scars remain Graph 1

A. Broad-based commodity price B. Surge in natural gas prices was C. Dislocations in physical oil trading
surge has reversed’ unprecedented’ have widened spreads to Brent*
2015 = 100 USD/barrel USD/barrel of oil equivalent  USD/barrel USD/barrel
e Lhs|Rhs
400 125 300
340 100 2 I 2 1 ‘ >
240 T T
280 75 LA NI B a
180 0 L] | .0
220 50 - § L E L N
L
160 25 120 J EE
= J ® -5
100 5
< Westbound Eastbound —
40 0 -4 -10
I e e [ T R T A T A O | p N
1974 1984 1994 2004 2014 2024 1974 1984 1994 2004 2014 2024 L OFEIEFT S @%ﬁ}oo@"
Q2 0 K
Lhs: — Food? Rhs:—— Crude  Natural gas: — Europe =~ —— Crude I (//bQé <
— 3 i oil
Base metals ol L JUPS ® 2024, median

Jan 2015-Dec 2019: — Median
IQR —— 10th-90th percentiles

" Real prices (deflated with US CPI, 2015 = 100). 2 Weighted average price of cereals, oils and other food items. 3 Weighted average price
of aluminium, copper, iron ore, lead, nickel, tin and zinc. * Spreads between physical crude oil prices and Dated Brent (physical).
Azeri = North Sea Azeri Light CIF; Bonny = West Africa Bonny Light FOB; Qua Iboe = West Africa Qua Iboe FOB; Cabinda = West Africa
Cabinda FOB; Forcados = West Africa Forcados FOB; Girassol = West Africa Girassol FOB; CPC = Mediterranean CPC Blend CIF; ESPO = ESPO
Blend FOB; Urals = Urals Novo CIF.

Sources: World Bank; Bloomberg; LSEG Datastream; national data; BIS.

Macroeconomic impact of commaodity price fluctuations

Commodity price fluctuations can have a major impact on the economy through a variety of channels. The
impact, in turn, depends on the underlying drivers of the shifts, their size and the structure of the economy.
This is what a detailed analysis of the impact of energy and food price shocks for a large group of
economies suggests (see online annex A for details).

There is a fundamental difference between the effects of demand- vs supply-driven energy and food
price changes. When price increases are driven by demand, they elevate both headline and core inflation,
while also boosting industrial production (Graph 2.A). By contrast, if the increase reflects a contraction in
the supply of the commodities, the effects tend to be stagflationary: they lower output and increase
inflation (Graph 2.B). Large supply-driven commodity price shifts, specifically of energy prices, have
disproportionate and longer-lasting economic effects, in particular on inflation (Graph 2.C). This is
probably because households and firms respond more strongly to larger shocks, since they are more
noticeable (salient) and harder to absorb.

The strength of the effect of food and energy price shocks is in turn shaped by structural features of
the economy. For supply-driven energy and food price shifts, the fall in output and rise in inflation tend
to be larger for economies where the commodities play a bigger role in production processes or
consumption baskets (see online annex A). Another key structural factor is whether an economy is a
commodity exporter or importer. Higher commodity prices swing the terms of trade in favour of
commodity-exporting economies, boosting income for exporters while depressing it for importers. For
commodity exporters as a group, the net aggregate effect on output may easily be positive even if the
commodity price increase is driven by a contraction in supply in some of them. Indeed, industrial
production growth rises on average in energy exporters following supply-driven increases in energy prices,
while it falls in the average importer (Graph 3.A). The exchange rate plays a key role in this process. In the
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wake of an energy price increase, energy exporter currencies tend to appreciate and those of importers to
depreciate. Currency appreciation dampens the inflationary effects of higher commodity prices in
commodity exporters. Currency depreciation, in turn, amplifies the impact on inflation in commodity-
importing economies.’

Macroeconomic effects of commaodity price shifts’ Graph 2
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Sources: Baumeister and Hamilton (2019); De Winne and Peersman (2016); Kanzig (2021); Mareels (2024); World Bank; LSEG Datastream;
national data; BIS.

The wider macroeconomic effects of commodity price fluctuations crucially depend on the prevalence
of second-round effects. In the wake of such fluctuations, attempts to recoup purchasing power or resist
profit margin compression can become a driving force of broad-based second-round effects in prices and
wages. The likelihood of a shift is smaller if monetary policy enjoys high credibility and inflation
expectations are well anchored, which will depend critically on the central bank’s track record in
maintaining price stability.2

Our results help us to understand why the transmission of the 2021-22 commodity price shocks to
inflation was so significant. Their large size is likely to have raised the risk of transitioning to a high-inflation
regime, given the disproportionate impact of large shocks on inflation (Graph 2.C). Moreover, the 2022
energy price shocks hit at a time when inflation was already above target in many countries due to the
supply side disruptions in the wake of the pandemic. Our empirical analysis also highlights that when
inflation is already high, commodity price changes, specifically energy price shocks, have a greater

In particular, the correlation of commodity prices with key international currencies, especially the US dollar, is crucial for
understanding the global macroeconomic impact of commodity price shifts, as a positive correlation can amplify stagflationary
effects through real and financial channels. Recently, this correlation turned positive due to factors like adverse commodity
price shifts and strong US monetary policy tightening, with structural factors such as the US emerging as a major oil and gas
exporter potentially influencing this trend. See Hofmann, Igan and Rees (2023) for analyses of the recent change in the US
dollar-commodity price nexus, the possible underlying drivers and the consequences.

See Borio et al (2023) for analyses of the different features of high- and low-inflation regimes and the implications for the
propagation of commodity price swings. Gelos and Ustyugova (2017) provide evidence on the implications of central bank
autonomy for the inflationary consequences of commaodity price fluctuations.
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inflationary impact on both core inflation and inflation expectations (Graph 3.B). The large energy price
shocks at a time when inflation was already elevated made for an explosive combination which tested the
low-inflation regimes established over the past couple of decades.

Factors shaping the impact of commodity prices Graph 3
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Sources: Baumeister and Hamilton (2019); Kénzig (2021); Mareels (2024); OECD; UNCTAD; Energy Institute; LSEG Datastream; national data;
BIS.

At the same time, several structural changes over the past decades have helped to increase the
resilience of the global economy to commodity price shifts. For one, greater energy efficiency and the
declining importance of energy-intensive sectors, such as manufacturing, have reduced the energy
intensity of global GDP by almost 50% since the late 1970s (Graph 3.C, red line). This has dampened the
influence of commodity prices on production and, through that, also on prices. Although the weight of
energy and food in CPI has remained broadly unchanged over the past two decades (Graph 3.C, solid blue
and yellow lines), a longer-term downward trend becomes visible when longer data series are available,
such as in the United States (Graph 3.C, dotted lines). In addition, stronger monetary policy frameworks
with greater central bank autonomy and clear price stability mandates have significantly reduced the risk
of second-round effects. This is reflected in vanishing pass-through of changes in headline inflation to
core inflation and considerably weaker feedback effects between wages and prices over the past two
decades (Borio et al (2023)).

Monetary policy implications

There is no one-size-fits-all policy response to commodity price shifts. The drivers of shifts and their
persistence interact with structural features of the economy and with how well the monetary framework
anchors inflation to a low-inflation regime.

One traditional approach to confront commodity price shifts has been to look through them, at least
to some extent. This approach is motivated by two main considerations. First, monetary policy takes time
to gain traction, with its peak effect typically reached after around 12 months. If the commodity price shift
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is transitory or does not cause second-round effects, a response could even be counterproductive. Second,
stagflationary negative supply shocks result in a policy trade-off between stabilising inflation and output,
suggesting a more muted response.

We assess the response of monetary policy to energy and food price changes by estimating Taylor
rules that split inflation into its core and energy and food components (see online annex B). We find that
major advanced economy (AE) central banks appear, on balance, to have broadly followed a look-through
approach as they responded to core inflation, but essentially ignored changes in energy and food prices
(Graph 4.A, purple bars). In addition, evidence for the United States suggests that, while responding to
core inflation, the central bank has reacted more strongly to its demand- than to its supply-driven
component (Graph 4.B), with the latter in part reflecting indirect effects of shifts in commodity prices
working through production input prices.?

Monetary policy response to commodity prices Graph 4
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A precondition for central banks to be able to look through commodity price shocks is that second-
round effects do not take hold. In this regard, the evidence indicates that, on average, monetary policy in
emerging market economies (EMEs) responds more strongly to food and energy prices (Graph 4.A, red
bars). This probably reflects more brittle inflation regimes, not least owing to less well anchored inflation
expectations and the greater weights of food and energy in consumption baskets.

These reaction patterns were also reflected in the monetary policy response during the post-
pandemic inflation surge (Graph 4.C). EMEs responded much faster than AEs in the face of similar surges
in headline and core inflation, reflecting greater risks of transitioning to a high-inflation regime due to less
well anchored inflation expectations. At the same time, AEs responded with a delay in spite of a
considerable increase also of core inflation. This may have been because of perceptions that the initial
surge in core inflation was primarily due to supply forces which monetary policy could afford to look
through (Hofmann et al (2024)).

For a more detailed assessment of the differential response of policy rates to demand- vs supply-driven inflation, see Hofmann
et al (2024).
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Looking ahead

Going forward, the challenges of commodity price fluctuations could get tougher. Heightened geopolitical
tensions may prove to be persistent and could generate large and longer-lasting shifts. Moreover, energy
supply shocks may come in new and more challenging guises. Scarcities may arise in both fossil energy
sources, as investment in production capacity is scaled back, and in metals needed for the green transition.
At the same time, the spread of energy-hungry artificial intelligence could significantly increase the energy
intensity of production. Food prices could also become more volatile, if climate change leads to more
frequent extreme weather events.

These risks are arising against the backdrop of less elastic global supply. Globalisation has slowed in
recent years, leading to more fragmentation and potentially increasing the pricing power of labour and
firms, which could lead to more real wage and profit margin resistance. All of this could increase the risk
of transitions to high-inflation regimes and the cost of disinflations. The global economic environment
would come to resemble more closely that of the 1970s.

If commodity price shifts became larger and more persistent, central banks would need to exercise
particular care when looking through the inflationary effects. This consideration runs counter to
proposals to increase the tolerance for commodity price surges, possibly even by raising the level of the
inflation target, or implementing a target range with a higher upper bound. Any such adjustments could
erode credibility and trust in central banks’ ability to fulfil their price stability mandates. The consideration
also raises questions about less radical proposals, such as putting more emphasis on core rather than
headline inflation relative to the past.

References

Baumeister, C and J Hamilton (2019): “Structural interpretation of vector autoregressions with incomplete
identification: Revisiting the role of oil supply and demand shocks”, American Economic Review, vol 109,
no 5, pp 1873-910.

Borio, C, M Lombardi, J Yetman and E Zakrajsek (2023): “The two-regime view of inflation”, BIS Papers,
no 133.

De Winne, J and G Peersman (2016): “Macroeconomic effects of disruptions in global food commodity
markets: Evidence for the United States”, Brookings Papers on Economic Activity, Fall.

Gelos, G and Y Ustyugova (2017): “Inflation responses to commodity price shocks — How and why do
countries differ?”, Journal of International Money and Finance, vol 72(c), pp 28-47.

Hofmann, B, D Igan and D Rees (2023): “The changing nexus between commodity prices and the dollar:
causes and implications”, BIS Bulletin, no 74.

Hofmann, B, C Manea and B Mojon (2024): "Targeted Taylor rules: monetary policy responses to demand-
and supply-driven inflation”, BIS Quarterly Review, December.

Kanzig, D (2021): “The macroeconomic effects of oil price news: evidence from OPEC announcements”,
American Economic Review, vol 111, no 4, pp 1092-125.

Maechler, A (2024): “Monetary policy in an era of supply headwinds — do the old principles still stand?”,
speech at the London School of Economics, London, 2 October.

Mareels, M (2024): "Running the economy hot: long run effects from temporary shocks”, mimeo.

4 See Maechler (2024) for a more detailed discussion of the implications of potentially more challenging supply side conditions

for monetary policy.

6 BIS Bulletin



	Commodity prices and monetary policy: old and new challenges
	Commodity prices and monetary policy: old and new challenges
	Macroeconomic impact of commodity price fluctuations
	Monetary policy implications
	Looking ahead
	References

	Key takeaways


<<
  /ASCII85EncodePages false
  /AllowTransparency false
  /AutoPositionEPSFiles true
  /AutoRotatePages /PageByPage
  /Binding /Left
  /CalGrayProfile (Gray Gamma 2.2)
  /CalRGBProfile (sRGB IEC61966-2.1)
  /CalCMYKProfile (U.S. Web Coated \050SWOP\051 v2)
  /sRGBProfile (sRGB IEC61966-2.1)
  /CannotEmbedFontPolicy /Warning
  /CompatibilityLevel 1.6
  /CompressObjects /Tags
  /CompressPages true
  /ConvertImagesToIndexed true
  /PassThroughJPEGImages false
  /CreateJobTicket false
  /DefaultRenderingIntent /Default
  /DetectBlends true
  /DetectCurves 0.1000
  /ColorConversionStrategy /LeaveColorUnchanged
  /DoThumbnails false
  /EmbedAllFonts true
  /EmbedOpenType false
  /ParseICCProfilesInComments true
  /EmbedJobOptions true
  /DSCReportingLevel 0
  /EmitDSCWarnings false
  /EndPage -1
  /ImageMemory 1048576
  /LockDistillerParams true
  /MaxSubsetPct 100
  /Optimize true
  /OPM 1
  /ParseDSCComments true
  /ParseDSCCommentsForDocInfo false
  /PreserveCopyPage false
  /PreserveDICMYKValues true
  /PreserveEPSInfo false
  /PreserveFlatness true
  /PreserveHalftoneInfo false
  /PreserveOPIComments false
  /PreserveOverprintSettings true
  /StartPage 1
  /SubsetFonts true
  /TransferFunctionInfo /Apply
  /UCRandBGInfo /Remove
  /UsePrologue false
  /ColorSettingsFile ()
  /AlwaysEmbed [ true
    /SymbolMT
    /Wingdings-Regular
  ]
  /NeverEmbed [ true
  ]
  /AntiAliasColorImages false
  /CropColorImages true
  /ColorImageMinResolution 150
  /ColorImageMinResolutionPolicy /OK
  /DownsampleColorImages true
  /ColorImageDownsampleType /Bicubic
  /ColorImageResolution 150
  /ColorImageDepth -1
  /ColorImageMinDownsampleDepth 1
  /ColorImageDownsampleThreshold 1.00000
  /EncodeColorImages true
  /ColorImageFilter /DCTEncode
  /AutoFilterColorImages true
  /ColorImageAutoFilterStrategy /JPEG
  /ColorACSImageDict <<
    /QFactor 0.76
    /HSamples [2 1 1 2] /VSamples [2 1 1 2]
  >>
  /ColorImageDict <<
    /QFactor 0.76
    /HSamples [2 1 1 2] /VSamples [2 1 1 2]
  >>
  /JPEG2000ColorACSImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 15
  >>
  /JPEG2000ColorImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 15
  >>
  /AntiAliasGrayImages false
  /CropGrayImages true
  /GrayImageMinResolution 150
  /GrayImageMinResolutionPolicy /OK
  /DownsampleGrayImages true
  /GrayImageDownsampleType /Bicubic
  /GrayImageResolution 150
  /GrayImageDepth -1
  /GrayImageMinDownsampleDepth 2
  /GrayImageDownsampleThreshold 1.00000
  /EncodeGrayImages true
  /GrayImageFilter /DCTEncode
  /AutoFilterGrayImages true
  /GrayImageAutoFilterStrategy /JPEG
  /GrayACSImageDict <<
    /QFactor 0.76
    /HSamples [2 1 1 2] /VSamples [2 1 1 2]
  >>
  /GrayImageDict <<
    /QFactor 0.76
    /HSamples [2 1 1 2] /VSamples [2 1 1 2]
  >>
  /JPEG2000GrayACSImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 15
  >>
  /JPEG2000GrayImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 15
  >>
  /AntiAliasMonoImages false
  /CropMonoImages true
  /MonoImageMinResolution 1200
  /MonoImageMinResolutionPolicy /OK
  /DownsampleMonoImages true
  /MonoImageDownsampleType /Bicubic
  /MonoImageResolution 600
  /MonoImageDepth -1
  /MonoImageDownsampleThreshold 1.00000
  /EncodeMonoImages true
  /MonoImageFilter /CCITTFaxEncode
  /MonoImageDict <<
    /K -1
  >>
  /AllowPSXObjects false
  /CheckCompliance [
    /None
  ]
  /PDFX1aCheck false
  /PDFX3Check false
  /PDFXCompliantPDFOnly false
  /PDFXNoTrimBoxError true
  /PDFXTrimBoxToMediaBoxOffset [
    0.00000
    0.00000
    0.00000
    0.00000
  ]
  /PDFXSetBleedBoxToMediaBox true
  /PDFXBleedBoxToTrimBoxOffset [
    0.00000
    0.00000
    0.00000
    0.00000
  ]
  /PDFXOutputIntentProfile (None)
  /PDFXOutputConditionIdentifier ()
  /PDFXOutputCondition ()
  /PDFXRegistryName ()
  /PDFXTrapped /False

  /CreateJDFFile false
  /Description <<


    /CHS <FEFF4f7f75288fd94e9b8bbe5b9a521b5efa7684002000410064006f006200650020005000440046002065876863900275284e8e55464e1a65876863768467e5770b548c62535370300260a853ef4ee54f7f75280020004100630072006f0062006100740020548c002000410064006f00620065002000520065006100640065007200200036002e003000204ee553ca66f49ad87248672c676562535f00521b5efa768400200050004400460020658768633002>
    /CHT <FEFF4f7f752890194e9b8a2d7f6e5efa7acb7684002000410064006f006200650020005000440046002065874ef69069752865bc666e901a554652d965874ef6768467e5770b548c52175370300260a853ef4ee54f7f75280020004100630072006f0062006100740020548c002000410064006f00620065002000520065006100640065007200200036002e003000204ee553ca66f49ad87248672c4f86958b555f5df25efa7acb76840020005000440046002065874ef63002>
    /CZE <>
    /DAN <>
    /DEU <>
    /ESP <>
    /ETI <>
    /FRA <>



    /HUN <>
    /ITA (Utilizzare queste impostazioni per creare documenti Adobe PDF adatti per visualizzare e stampare documenti aziendali in modo affidabile. I documenti PDF creati possono essere aperti con Acrobat e Adobe Reader 6.0 e versioni successive.)
    /JPN <>
    /KOR <FEFFc7740020c124c815c7440020c0acc6a9d558c5ec0020be44c988b2c8c2a40020bb38c11cb97c0020c548c815c801c73cb85c0020bcf4ace00020c778c1c4d558b2940020b3700020ac00c7a50020c801d569d55c002000410064006f0062006500200050004400460020bb38c11cb97c0020c791c131d569b2c8b2e4002e0020c774b807ac8c0020c791c131b41c00200050004400460020bb38c11cb2940020004100630072006f0062006100740020bc0f002000410064006f00620065002000520065006100640065007200200036002e00300020c774c0c1c5d0c11c0020c5f40020c2180020c788c2b5b2c8b2e4002e>
    /LTH <>
    /LVI <>
    /NLD (Gebruik deze instellingen om Adobe PDF-documenten te maken waarmee zakelijke documenten betrouwbaar kunnen worden weergegeven en afgedrukt. De gemaakte PDF-documenten kunnen worden geopend met Acrobat en Adobe Reader 6.0 en hoger.)
    /NOR <>
    /POL <>
    /PTB <>


    /SKY <>

    /SUO <>
    /SVE <>
    /TUR <>

    /ENU (Use these settings to create Adobe PDF documents suitable for reliable viewing and printing of business documents.  Created PDF documents can be opened with Acrobat and Adobe Reader 6.0 and later.)
  >>
>> setdistillerparams
<<
  /HWResolution [600 600]
  /PageSize [595.276 841.890]
>> setpagedevice


