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Second-round effects on core inflation

Technical box extracted from:
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Due to the lack of significant resources of oil and oil refineries in the Republic of Moldova, the national economy is
dependent on imports of oil derivatives, so the international oil prices fluctuations influence essentially the price
developments and the pace of the national economy. The increase in commodity prices on the world market leads to higher
prices on imported inputs and, therefore, on goods and services obtained on imported inputs, and could lead to the loss or
restriction of markets. This determines the average fixed cost to rise and leads to the attraction of seldom used inputs into
the economic circuit, new or qualitative ones, their prices being higher compared to the value of marginal productivity, due
to the inefficient allocation of resources. Another consequence of the commodity price increase is the raise of taxes, fees,

rents, etc., resulting in increased unit costs due to government policies. These effects are called second-round effects.

Second-round effects on core inflation are also propagated by the sharp increase in food prices on international markets,
reflected in the domestic market by food prices and imports cost. According to the IMF estimates published in the “Slowing
Growth, rising risks”[1] work, the impact is greater in developing countries than in advanced economies due to a higher
share of food products and a reduced anchoring of inflation expectations. As for the Republic of Moldova, the estimated
coefficients, based on a vector autoregression model, are similar to those of developing economies, namely the cumulative
impact (until system stabilization) of a 1.0 percent shock of food prices on CPI is 0.46 percent2, while in developing

countries, it hardly reaches 0.39 percent.

Chart no. 1. The impact of local food prices increases on overall situation
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Source: WBM calculus and the World Economic Outlook, "Slowing Growth, rising risks™” IMF, September 2011, chapter 3, p.112

In case of fuel prices increase, the effect on core inflation growth is significant. An increase of 1.0 percent will have a
cumulative impact on core inflation in the medium term of 0.33 percent. Food prices are also affected by an increase of 0.50

percentage points.

Chart no. 2. The impulse response function to a cumulative shock (1.0 pecent) of fuel prices
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Source: NBM calculus

The estimation of second-round effects due to rising oil prices and food prices on international markets on core inflation
are distorted as a result of the effects of intermediate variables (in particular, the nominal effective exchange rate and
monetary aggregates). The appreciation of the nominal effective exchange rate would reduce, on one hand, the inflationary
pressures in short term and, on the other hand, this appreciation can erode the economy’s external competitiveness, thus
amplifying external imbalances. Large external imbalances increase the vulnerability of the economy to changes in
investor sentiment or shocks associated with high volatility in external markets, which leads to currency depreciation and

ultimately to higher inflation.

In an environment of global financial interdependence and increased uncertainty, the monetary policy regime of inflation
targeting is characterized by commitment, dynamic consistency, transparency, accountability, quality evaluation,
avoidance of excessive fluctuations and flexibility, a set of attributes that involves inevitably complexity. Thus, the
determination and quantification of second-round effects on core inflation is essential. By alleviating these temporary
effects, core inflation remains to be a part of inflation that allows trend perception and reflection of persistent sources of

inflationary pressures.

[1] World Economic Outlook, ”Slowing Growth, rising risks” IMF, September 2011 chapter 3, p.112
[2] Institute of Economy, Finance and Statistics, “Economics and Sociology”, 2nd edition. 2012, p. 130
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