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How the Putin shock might affect the world economy

When Vladimir Putin invaded Ukraine, [
think it's fair to say that most observers
expected him to get away with it. Surely
Russia’s huge military would take Kyiv
and other major cities within a few days,
surely the West would respond with its
usual timidity, giving Russiano more
than a minor slap on the wrist.

Instead, here we are, two weeks in,
with Kyiv and Kharkiv still standing and
invading forces bogged down by fierce
Ukrainian resistance (helped by a rapid
influx of Western weapons) and disas-
trous logistical problems. At the same
time, Western sanctions on the Russian
economy are clearly already having
severe effects and may geteven strong-
er.
Obviously all this could change:
Russian forces could regroup and re-
sume the offensive, weak-kneed West-
ern governments could start lifting
sanctions. For now, however, Putinis
facing far worse consequences than he
could have imagined.

Unfortunately, standing up to ag-
gression doesn't come free. Events in
Ukraine and Russia will, in particular,
impose serious costs on the world econ-
omy. The guestion is, how serious?

My tentative answer is that it will be
bad, but not catastrophie, Specifically,
the Putin shock seems unlikely to be
nearly as bad as the oil shocks that roiled
the world economy in the 1970s.

Asinthe 1970s, the blow to the world
economy is coming from commodity
prices. Russiais a major exporter of oil
and natural gas; both Russia and
Ukraine are — or were — major export-
ers of wheat. So the war is having a big
impact on both energy and food prices,

Start with energy. So far, the sanctions
being applied by Europe against Russia
conspicuously don’t apply tooil and gas
exports; the United States is banning oil
imports from Russia, but this won't
matter that much, because America can
buy and Russia can sell elsewhere.
Markets are nonetheless reacting as if
supplies are going to be disrupted, either
by future sanctions or because global
energy companies, fearing a public
backlash, are “self-sanctioning” their
purchases of Russian crude, Indeed,
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Ukrainian volunteers loading aid sent from western Ukraine to the main train station in Kyiv for distribution on Sunday,

Shell, which bought Russian oil at a
discount the other day, has apologized
and saysit won't doit again.

Asaresult, the real, inflation-ad-
justed price of oil has shot up almost to
the level it hit during the Iranian revolu-
tionin 1979,

Tobe honest, I'm a bit puzzled by the
size of this price spike. Yes, Russiaisa
major oil producer. But it accounts for
only about 11 percent of world produc-
tion, whereas Persian Gulf producers
extracted a third of the world's oil back
inthe 1970s.

And Russia will probably find ways to
sell asignificant fraction of its oil de-
spite Western sanctions.

Furthermore, the world economy is
much less dependent on oil than it used
tobe. Oil “intensity” — the number of
barrels of oil consumed per real dollar of
gross domestic product — is half what it
was in the 18705, What about natural
gas? Europe depends on Russia for a lot

Overall, then, the Putin-made energy
crisis will be serious but probably not
catastrophic. My biggest concern for
the United States, at least, is political.
Youmighto't think that Republicans
could simultanecusly demand that we
stop buying Russian oil and attack
President Biden for high gasoline
prices. That is, youmightn’t think that if
you'd spent the past
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bad cave. Infact, that's

peop: sl lmm'l!’ exactly what's about
5 to happen.

to think? Politics aside, food

may actually bea

bigger issue than
energy. Before Putin's war, Russia and
Ukraine combined accounted for more
than aquarter of the world’s wheat
exports, Now Russia is sanctioned and
Ukraine is a war zone, Not surprisingly,
wheat prices have shot up from less
than $8 a bushel before Russiabegan

ofits supply. But gas ption is
strongly seasonal. So the impact of
Russian disruption won't be that big
until late this year, giving Europe time
totake measures tomake itselfless
vilnerable.

I ing its forces around Ukraine to
around $13 now,

Inwealthy regions like North Amer-
ica and Europe, this price surge will be
painful but for the most part tolerable,
simply because advanced-country

consumers spend a relatively small
percentage of their income on food. For
poorer nations, where food isahuge
fraction of family budgets, the shock will
be muchmore severe.

Finally, what impact will the Ukraine
war have on economic policy? Spiking
oil and food prices will raise the rate of
inflation, which is already uncomfort-
ably high. Will the Federal Reserve
respond by raising interest rates, hitting
economic growth?

Probably not. The Fed haslong fo-
cused not on “headline” inflation but on
“core” inflation, which excludes volatile
food and energy prices — a focus that
has stood it in good stead in the past. So
the Putin shock is exactly the kind of
event that the Fed would normally
ignore. And for whatit's worth, invest-
ors appear to believe that it will do just
that: Market expectations of Fed policy
over the next few months don’t seem to
have changed at all.

Overall, the Russian shock to the
world economy will be nasty, but proba-
bly not all that nasty. If Putin imagines
that he can hold the world to ransom,
well, that’s probably yet another fatal
miscalculation,



