Oil prices – can they make their mind up?
Oil prices hit over $78 per barrel in July 2006, but October has seen them fall right back again to below $60. So what is causing these fluctuations? Some experts are still predicting oil prices of over $100 in the next decade, so how can prices have fallen as low as $60 if this really is likely? Unfortunately things are rarely simple in the oil market and we need to consider a range of influences on demand and supply to try to answer these questions.
A key influence on supply is the policy of the Organisation of Petroleum Exporting Countries (OPEC). The oil cartel operated by OPEC is much less powerful than it used to be (OPEC was the major influence behind the oil price crises in the 1980s), but still a major influence on the market. OPEC members agree quotas that they will stick to and this limits the supply of oil onto the market. This will keep the oil price higher so long as the members do stick to their quotas. There will always be an incentive for cartel members to break their quotas as this will boost their revenues from oil, but of course if all members do this, then the price will fall. However, October 2006 saw the opposite problem with an excess of oil available on world markets raising speculation that OPEC would hold an emergency meeting in October and agree production cuts. In the meantime Nigeria and Venezuela (both members of OPEC and major oil producers) put in place their own cuts in production in an attempt to shore up oil prices which have fallen over 20 per cent since their July peak.

Supply can also be affected in other ways. In August 2006 BP closed down its Prudhoe Bay oilfield in Alaska following a second oil spill within six months. The first oil spill came in March 2006 when internal corrosion of pipes led to a hole the size of a five pence piece in a major pipeline at the oilfield. The resulting spill, however, cost them significantly more than five pence as a quarter of a million gallons of oil leaked out before the hole was noticed. BP is facing a criminal investigation over the incident. The second spill in August has led to the total shutdown of the site with plans to replace 16 miles of pipeline. The closure of one oilfield may not seem to be a major supply issue, but the Prudhoe Bay oilfield is a significant size. It produces 400,000 barrels a day – about 8 per cent of US production and 2.6 per cent of US consumption. With the oil market already tightly stretched in terms of capacity, this alone was enough to push the oil price up by $2 in August to a record high.
Tensions in the Middle East are also a concern in terms of supply of oil. The conflict in Iraq and continued conflict in Afghanistan are both sources of concern for oil traders and any increase in violence or terrorist incidents can be sufficient to raise further worries about the security of supply and push the oil price upwards. These concerns have eased in recent months, but could easily see a resurgence in the event of increased conflict.
Perhaps the principal long-term influence on the supply of oil though is the rate of discovery of new reserves. If this can keep pace with demand, then the pressure on the oil price will be less. However, with some commentators arguing that we have reached ‘peak oil’ (the maximum rate of oil production ever), it would seem that this is unlikely to be the case. Discovery of new reserves will also in turn be affected by the oil price. As the oil price increases, so oil companies are starting to look at other possible sources of oil that may, up to now, have been uneconomic to extract. Examples include the oil trapped thousands of feet underground in the kerogen-rich shale rock deposits of western Colorado and the tar-like sand deposits in Alberta in Canada. Oil deposits deep under the sea are even being considered – deposits that in the past have been considered too inaccessible.
So, what about the demand side of the oil market? Some commentators argue that it is this aspect of the market that will push prices over the $100 mark during this decade. As demand for energy grows in the developing world, the price is likely to rise further. 
"If we are to rid ourselves of the scourge of poverty, demand for energy will at least double in the next 20 years," says India's former Energy Minister Mani Shankar Aiyar. 
The demand for oil from China is also growing fast as China’s development continues apace and the next decade will see further growth from all areas of the developing world. The International Energy Authority (IEA) forecasts that the world's total energy requirements will rise by half in the next 25 years and candidly admits that such an increase would be "unsustainable" for the world's environment. It argues that in future much greater use will have to be made of non-fossil fuels and energy will have to be consumed much more efficiently. In the meantime though the demand for oil continues to rise inexorably and with supply struggling to keep pace with demand, the oil price is unlikely to continue its recent downward trend.
Want to find out more?

For more information on the economics of supply and demand see Chapter 2 in Economics (6th ed) and Chapter 1 in Essentials of Economics (3rd ed). In Economics for Business (3rd ed) you may want to look at Chapter 4 while in the Economic Environment of Business (1st ed) the relevant chapter is Chapter 2.
For articles related to demand and supply and commodity prices see News Item 5 in the November/December 2005 edition, News Item 3 in the September 2005 edition and News Item 3 in the April 2005 edition. News Item 3 in the September 2006 edition looks further at commodity prices and considers how high they can go.
