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Changes in global oil prices have significant macroeconomic implications for Jamaica and Barbados. World oil prices have dropped by 52 percent since June of 2014 (see Chart 1) as slipping global demand and robust production create a worldwide glut of oil. The IMF estimates that, overall, the global economy will observe a GDP gain of between 0.3 and 0.7 percent in 2015 compared to a scenario without the drop in oil prices. While the impact of the oil prices is expected to be different from country to country, some common traits are expected. Countries that subsidize fuel prices have an opportunity to reduce the inefficient subsidies, increase energy taxes, reform public finances and/or increase savings.

	

Chart 1. Brent and WTI spot prices FOB 
(USD per barrel) Jun 2014 to Feb 2015
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	Source: Energy Information Administration


Jamaica

The Jamaican economy now has an opportunity to reduce inefficient subsidies and/or increase energy taxes, broaden the GCT by including petroleum products in its base and use the savings for more targeted transfers (e.g. fiscal stabilization funds, pension funds, etc.). Given the country’s dependence on oil products (about 22 percent of total imports equivalent to 14.5 percent of GDP in FY13/14), the reduction of oil prices is expected to have an impact on domestic prices if it is passed through to consumers (e.g. electricity and transportation costs, among others). The overall gains based on estimations of the economy’s income elasticity of demand (calculated at 0.86), and an empirical VAR model are reported in Table 1 and Table 2 respectively. In the medium term Jamaica would gain between 1 and 3.3 percentage points to real GDP growth, with the net additional revenue impact being either neutral or positive depending on the weight of petroleum in the CPI, the size of the pass through effect and the duration of the decreased oil prices.

Table 1. Income Elasticity Impact of oil price reduction* 
	Assumes an impact of 5% of petroleum in CPI

	Fuel prices drop by:
	30%
	40%
	50%

	CPI drop due to oil prices reduction
	1.5%
	2.0%
	2.5%

	Real consumption increase
	1.3%
	1.7%
	2.2%

	GDP real growth
	1.0%
	1.3%
	1.6%

	GCT increase as percent of GDP
	0.3%
	0.4%
	0.5%

	SCT revenue loss
	0.3%
	0.4%
	0.5%

	Net additional revenue as percent of GDP
	0.00%
	-0.01%
	-0.01%

	Assumes an impact of 10% of petroleum in CPI

	CPI drop due to oil prices reduction
	3%
	4%
	5%

	Real consumption increase
	2.6%
	3.5%
	4.3%

	GDP real growth
	2%
	2.6%
	3.3%

	GCT increase as percent of GDP
	0.6%
	0.8%
	1%

	SCT revenue loss
	0.3%
	0.4%
	0.5%

	Net additional revenue as percent of GDP
	0.29%
	0.39%
	0.48%

	Source: Staff calculations. *Assumes zero price elasticity of non-oil import goods; no indirect impact of oil prices drop or future savings and potential impact of CPI drop on other taxes.



Table 2.  VAR Impact of Oil Price Reduction
	Assumes a 50% decrease in oil prices

	Variable
	Immediate Impact
	2-Year Cumulative Impact

	Inflation
	-3%
	-15%

	Current Account/GDP Ratio
	-3%
	-6.5%

	Real GDP Growth
	.5%
	1.75%

	Percent Change in REER
	-4%
	-20%

	Source: Staff calculations.
	
	



Between August and December 2014, the economy experienced a decrease in the CPI inflation rate from 9 to 6 percent. This effect can be attributable to the combination of: a) the government’s consolidation program that fixes the annual primary balance to no less than 7.5 percent of GDP for the period FY13/14 to FY16/17, restricting government spending; b) lower oil prices which in turn lead to lower prices of other goods and services; and c) the effect of the tax reform, which reduced a significant number of tariff rates. The VAR estimation suggests that most of this reduction is coming from the sizable short-term effects (3 percentage points) of lower oil prices.

In addition to the immediate real income gain from lower oil prices, the price shift can also boost the volume of domestic production through domestic and external demand and the competitiveness channel. Through domestic demand, an increase in household real income can raise consumption spending ––between 1.3% and 4.3%–– and stimulate the economy.  However, the increase in consumer demand is likely to boost imports more than domestic production given Jamaica’s heavy reliance on imports. External demand (tourism) could increase if the cost of air travel is reduced. Also, through the competitiveness channel, lower global oil prices may reduce production costs in Jamaica ––reflected in the estimated 4% to 20% decrease in the real effective exchange rate–– and thus improve Jamaica’s weak price competitiveness.
 
Declining oil prices reduce the import bill in the near term and thus improve both the trade and current account balances. The gains to competitiveness from the lower oil prices – as shown by the estimated change in the REER – help maintain the improvement in the current account balance over time. The initial 3 percentage point decrease in the current account/GDP ratio strengthens to a cumulative decrease of 6.5 percentage points of GDP over two years.  Persistent low oil prices could help reinvigorate Jamaica’s declining productive export sectors.

A drop in oil price negatively affects tax revenue (by depressing fuel excise tax receipts), and causes a decline in the fiscal balance in the short run despite the lower energy costs. There will likely be notable decreases in tax revenues from petroleum products resulting from the current changes in petroleum prices and the changes projected (see Table A). Of the scenarios considered in this memo, the price collapse scenario (where petroleum prices fall to US$40/bbl) reports the largest decrease in tax revenues from petroleum products – J$7,163 million or 0.5 percent of gross domestic product (GDP). The more likely price tank scenario follows, where petroleum prices stabilize around US$60/bbl, with revenue a decrease of J$4,446 million or 0.3 percent of GDP.

[image: ]

Recommendations are warranted considering tax revenues are estimated to decline. The government has the unique opportunity to take advantage of low oil prices and introduce some much-needed reforms. First, there is an opportunity to introduce a national fund that may be used to finance national social security programs such as the National Insurance Scheme (NIS). This new fund would be financed by price differentials in the global market and government regulated prices of oil and petroleum products, where the government will determine the portion of price decreases that will be passed through to consumers and producers. Second, the opportunity is also present to include petroleum products in the GCT base in tandem with the SCT currently imposed. The introduction of the GCT on oil products could ameliorate the loss in tax revenue as the measure is expected to generate additional net revenue of around 2.02% of GDP[footnoteRef:2]. This recommendation implies applying the standard GCT rate of 16.5% on oil products in tandem with the SCT rates already in effect. The measure would compensate partially for the fall in tax revenues that have been already estimated above. In addition, the adoption of the GCT rate is expected to simplify computations of tax revenues on petroleum products and will increase revenues in the event that oil prices begin to increase. [2:  Calculated as the ad valorem tax of domestic oil imports. Excludes zero-rated goods that use petroleum products as inputs (e.g. manufacturing products such as bauxite mining and alumina processing, some agriculture products, etc.).  The methodology also adjust for the already 10% ad valorem rate applied to the gasoline E10-87, the E10-90, automotive diesel oil and, kerosene as well as the 0.39% applied to the liquefied petroleum gas.    ] 
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Petroleum	
  Product 2014
2015	
  price	
  
decrease	
  
scenario



2015	
  price	
  tank	
  
scenario



2015	
  price	
  
collapse	
  
scenario



As	
  %	
  of	
  total	
  SCT 91.5% 81.6% 79.9% 72.8%
As	
  %	
  of	
  tax	
  revenue 10.2% 9.1% 8.9% 8.1%
As	
  %	
  of	
  total	
  gov.	
  revenue 8.8% 7.9% 7.7% 7.0%
As	
  %	
  of	
  GDP 2.4% 2.1% 2.1% 1.9%



As	
  %	
  of	
  total	
  SCT -­‐9.8% -­‐11.6% -­‐18.7%
As	
  %	
  of	
  tax	
  revenue -­‐1.1% -­‐1.3% -­‐2.1%
As	
  %	
  of	
  total	
  gov.	
  revenue -­‐1.0% -­‐1.1% -­‐1.8%
As	
  %	
  of	
  GDP -­‐0.3% -­‐0.3% -­‐0.5%
Source:	
  TAJ	
  and	
  Jamaica	
  Customs



Difference	
  from	
  2014	
  shows	
  tax	
  revenues	
  for	
  each	
  2015	
  scenario	
  less	
  that	
  of	
  2014



Direct	
  effects	
  compute	
  losses	
  in	
  SCT	
  revenue	
  from	
  petroleum	
  products	
  assuming	
  oil	
  prices	
  change,	
  ceteris	
  paribus.



Table	
  3.	
  Direct	
  Tax	
  Revenue	
  Effects



Petroleum	
  Product	
  SCT	
  revenue



Difference	
  from	
  2014










Petroleum	Product 2014

2015	price	

decrease	

scenario

2015	price	tank	

scenario

2015	price	

collapse	

scenario

As	%	of	total	SCT 91.5%81.6%79.9%72.8%

As	%	of	tax	revenue 10.2%9.1%8.9%8.1%

As	%	of	total	gov.	revenue 8.8%7.9%7.7%7.0%

As	%	of	GDP 2.4%2.1%2.1%1.9%

As	%	of	total	SCT -9.8%-11.6%-18.7%

As	%	of	tax	revenue -1.1%-1.3%-2.1%

As	%	of	total	gov.	revenue -1.0%-1.1%-1.8%

As	%	of	GDP -0.3%-0.3%-0.5%

Source:	TAJ	and	Jamaica	Customs

Difference	from	2014	shows	tax	revenues	for	each	2015	scenario	less	that	of	2014

Direct	effects	compute	losses	in	SCT	revenue	from	petroleum	products	assuming	oil	prices	change,	ceteris	paribus.

Table	3.	Direct	Tax	Revenue	Effects

Petroleum	Product	SCT	revenue

Difference	from	2014


