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Book Reviews 

Price Shocks and Energy Models 

Macroeconomic Impacts of Energy Shocks. By 
B G H1Ckman, H G Huntington, arul J L Sweeney 
(eds) Leuien arul New York North-Holland Pubhshtng 
Company, 1987, 331 pp, $73 25 

Reviewed by John M. Reilly 

The book provIdes a reasonable mtroductlOn to the 
major macroeconOlruc models and analyzes slm!lantles 
and dnferences among model responses to a set of 
macroeconomIc shocks as well as potential pohcy re
sponses to these shocks It represents the workmg 
group report of model compansons conducted by the 
Energy Modehng Forum (EMF) over an 1S-month pe
nod m 1982 and 1983 The macroeconomIc working 
group (EMF-7) follows a tramtlOn of energy model 
compansons datmg to the results of EMF-1, pubhshed 
m 1977 EMF-7 mcludes the well-known, large U S 
macroecon01lliC models WIth lmuted detrul on energy 
(Wharton, Chase, DRI, Bureau of Econo1llic AnalYSIS, 
MIChIgan Annual Econometnc, and MIT-PENN
SSRC) These models do not dlsaggregate by energy 
fuel Therefore, substItutIOn among fuels IS not exphc
Itly addressed The number of models was expanded by 
the mcluslOn of several that have shghtly dJfferent 
focuses InternatIOnal macroeconomIc hnkages (LINK 
and the FRB MultI-Country Model), world OIl markets 
and U S economIC growth (Mork Energy
Macroecono1llic and Hubbard-Fry), small monetanst 
models (Claremont and St LoUIS FRB), long-term 
macroecon01lliC growth (HICkman-Coen), and a Cana
man model (MACE) that contrasts energy unpacts m a 
small open economy 

The value to model users of controlled expenments 
across models IS mdisputable, but the process IS chffi
cult, tlme-consummg, and urunterestmg to all but the 
narrowest of audIences With Impetus from the Energy 
InformatIOn AdmmlstratlOn of the U S. Department of 
Energy, requmng stnct standards for model valIdatIOn, 
support from the Electnc Power Research InstItute, 
and the careful, contmumg efforts of the Energy Mod
elmg Forum, the energy modelmg commuruty has taken 

The reVIewer IS an agnculLuraJ econonust WIth the Resources and 
Thchnology DIVISIOn, ERS 

the lead m vahdatmg and companng econ01lliC models 
In thIS sense the workshop report proVIdes a contnbu
tlOn to econ01lliC analYSIS and IS JustIfiably a part of the 
North-Holland Senes WIth the title Contnbutwns to 
ECOnom1C Analysts The book's lastmg contnbutlOn IS 
Its documentatIOn of the results of EMF's attempt to 
compare models and as an mtroductlOn to that process 
Econo1llic modelers m areas other than energy would do 
the profeSSIOn a favor by Imltatmg the EMF process 

The book IS essentIal reading for the busmess and pohcy 
commuruty that uses the large macroeCon01lliC forecast
mg servIces 1b their credit, the editors do much more 
than edIt, provIding a careful framework for comparmg 
results and model structures WIthout servmg as propo
nents for or antagorusts of partIcular approaches The 
obvIOUS aumences are those mvolved m energy pollcy
making and modeling For them the book proVIdes 
mSlghts mto how the economy responds to an 011 or 
natural gas pnce shock and how monetary and fiscal 
policy may be used to lmut mfiatlOnary or employment 
Impacts 

The groUp pursued two broad goals "First, we sought 
to understand the models themselves by Identnymg 
unportant commonahtles as well as structural dJffer
ences. Second, we sought to use the models to sharpen 
our understanding of energy shocks and of the related 
pohcy Issues" (p VI) It IS dJfficult to compare model 
structures and sunultaneously proVIde convIncmg pohcy 
guidance The editors make It clear that they are aware 
of the chfficulty The reader, however, never gets a 
satisfactory answer to the questIOn Are we companng 
models or understandmg the economy? The reader IS, 
therefore, unsure n the results IndICate weaknesses of 
the models or proVIde fundamental InSIghts mto the 
behaVIOr of the economy 

A SImplified, reduced-form econometnc model attempt
Ing to directly estImate responses to past 011 shocks 
mIght have proVIded a benchmark companson WIth the 
summary elastICItIes denved from the model expen
ments Such an exercIse would have proVIded a direct 
companson WIth actual economy performance The dJf
ficulty the reader faces IS Illustrated by the dISCUSSIOn of 
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four questIOns for whIch energy econormsts have sought 
answers for at least the past 15 years 

Flr8t, are the Impacts of a ,drop m ou pnces simply the 
opposite of a pnce mcrease? Accordmg to the editors, 
"the model results suggest that when the economy IS 
expenencmg slgmficant unemployment, the economic 
gams from a modest 011 pnce'reductIOn of $7 per barrel 
or less are equal but opposite to the losses mduced by a 
pnce mcrease of comparable slZe" (p 4) The workshop 
participants dId not conSider other base employment 
conditIOns or other pnce drop magmtudes, they heSI
tated to extend their results to the more severe 1986 
pnce drop I suspect model results under other comh
tlOns would suggest roughly equal, but OppOSite, Im
pacts because the underlymg productlOn and energy 
demand relatlOns do not capture structural features that 
could produce unequal effects I Thus, the findmg IS 
more mdICatlve of the model structures than It IS a 
findmg about how the economy actually operates 

Second, does an 011 pnce shock permanently affect eco
normc growth? AccordIng to the editors, "the more 
slowly adJustmg models would presumably eventually 
recover to long-run eqUlhbnum were the slIDulatlOn ho
nzon extended beyond four years" (p 173) Although 
growth effects are somewhat afield of the EMF -7 pn
mary objectIve of shortrun ImpactS, more could have 
been made of any dIfferences In predIctlOn_s between the 
longrun growth models and the shortrun macroecononuc 
models Three Simple charactenzatlOns of the Impacts of 
energy shocks on growth are pOSSible One pOSSIble Im
pact IS that the 011 pnce shock results'only m the unem
ployment of resources WIth no change m mvestment 
Thus, potential Gross NatIOnal Product (GNP) grows 
undisturbed Once full employment IS restored, the econ
omy IS back on track A second type of Impact would 
mclude a temporary effect on Investment W,th tlme to 
adjust, Investment would regaIn ItS preshock level as 
would economic growth However, the economy would 
not make up for tne mvestment It lost dunng the shock! 
recovery phase, malang potentlal GNP less than If the 
shock had not occurred A third pOSSIb,lIty IS that the oIl 
pnce shock would affect relative pnces over tlme as well 
as across commodltles, thereby affecting longrun savmgs 
and mvestment deCISIOns and altenng the growth rate of 
the economy IfpotentIaI GNP IS unaffected as m the flr8t 
case, a focus on short-term macroecononuc effects pro
Vides an accurate pIcture of the fulllmpactof the energy 
shock If either potentlal GNP or the growth rate of the 
economy IS affected, short-term Impacts may be 
swamped by growth effects 

Third, how has the expenence of the past 15 years 
changed the economyWIde response to an 011 shock? 

I See. fOT example, Paul eStern (ed ), Imprmnng Energy Demand 
Analysl.S (Washmgton, DC NatlOnaJ Academy Press), 1984 

Most of the models were estlIDated WIth 1960-80 data, 
WIth the data for a few models extendIng back further 
There IS conSIderable eVIdence that the pnvate sector 
Increased ItS abilIty to respond to an 011 shock (for 
example, penetratIOn of dual-fuel capabilIties) Atten
tlon to structural elements that nught explain tlIDe
varyIng pnce responses could shed some lIght on 
whether these macro models tend to overestlmate shock 
lIDpacts, given the expenence gamed as a result of two 
major 011 shocks 

Fourth, how certaIn are we about the responses of the 
economy to an ou shock? Accordmg to the edItors, 
"there was WIde-spread agreement that a 50-percent 011 
pnce shock would severely reduce U S real output and 
Internatlonal purchasmg power" (p 111), but there were 
substantIal dIfferences In the estlmated magnitude of 
the response of the' economy of Federal polIcy to alleVI
ate the negatlve effects of the shock As macroeconom
IStS, the model developers had strong and dIverse vIews 
on macroecononuc polIcy These dIffenng views trans
late Into substantlal predIcted differences In the econ
omy's response to the Government's fiscal and monetary 
polIcy The model developers were not energy econo
mIsts, and they generally adopted SImIlar and relatively 
simple representatlOns of energy use and productlOn 
The partICIpants dIsagreed m the area m whICh they 
were relatlvely expert and agreed In the area In wluch 
they were relatively mexpert 

These Issues are not faults of the book, wluch proVides 
a background agaInst which the Issues can be raIsed If 
the book IS flawed In tlus area, It IS because the editors 
dId not raIse the Issues as drrectly as they nught have 
and because they were overly caUtIOUS m bnngmg the 
simulatIOn results to bear on the Issues 

A partICularly useful result of the study IS the clanty 
WIth which the edltors'renund us that GNP IS a IIrmted 
measure of economic lIDpacts m an open economy, 
partIcularly WIth a foreIgn OIl shock, because GNP faIls 
to account for the terms of trade effects These effects 
represent a real loss of the Nation's purchasmg power 
abroad not measured m unemployment and lower GNP 
The edItors also show that a foreIgn ou shock would 
affect even an energy-mdependent Umted States The 
macroeconomIC models clearly demonstrate,that these 
energy shocks are transnutted mdrrectly to the Umted 
States through mternatlOnal trade Such effects are 
likely to be mIssed m models lImIted to the energy 
sector that deal only WIth energy trade 

The book's 125 pages of overvIew are meant to be 
acceSSIble to a broad audience, whereas the remamder 
of the book offers greater detaIl The overview IS long 
and, although the terms used are relatIvely well de
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fmed, It WIll be tough gomg for the reader laclong 
graduate trammg m econolllics or fanullarity WIth large
scale macroeconOlllic models The chapters offenng 
greater detail do not offer that much more detail, 
conveymg a sense of redundancy . 

The maJor disappomtment of the book IS that, although 
the discussion of the models hIghlighted the value of 
havmg a dIversIty of types of models Oong-term growth, 
quarterly macroeconolllic, energy detaIl, and the Cana
dIan model), the companson of the results never took 

advantage of that dIversIty 'lb what extent do some 
models have comparatIve advantages for certain uses 
because of the ongmal focus of the modelers? DId the 
partIcIpants feel that the long-term models gave a 
better pIcture of recovery from the shock? Are there 
features of the long-term models that II1Ight nnprove the 
quarterly models? Should we put more fruth m the 
models WIth an energy focus because we are dealmg 
WIth an energy Issue? Where do the ratIOnal expecta
tIons models fit, partICularly m terms of the money 
supply polJcles explored? 

More P's and Q's 

plutology (Gr ..-1Io;'Toa, wealth) T1us term was used by 
Courcelle-SeneUll to descnbe that part of hIS treatIse on 
polJtlcal economy wluch dealt WIth what IS descnbed by 
some more modern wnters as 'pure theory', that sClen
tJfic study of the results of the actIon of econOlllic 
motives on men and socIeties to wluch the terms 
'e_conolllics"and 'econolllic sCIence' have been appIJed m 
the effort to escape the confuSIOns wluch arose from 
embracmg under the general title 'pohtlcal economy', 
both these more abstract mvestlgatlOns and the apph
catIon of the knowledge thus gruned, WIth that denved 
from other sources, to problems of practICal statesman
slup 'lb tlus second part of the subject the emment 
French econolllist applied the term Ergorwmy The 
AustralIan WE Hearn adopted the tItle for Ius work, 
Plutology, OT the Theory of the Efforts to SatUJfy 
Human Wants 

Repnnted from Palgrave's D!ctwnary of Poltttcal 
Ecorwmy 

.' 
A W Flux 
The New Palgrave, Vol lII, p. 897 

(See revIew on p 34) 
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