Oil on the Up

Given all the commotion over the recent rise in oil prices, you might be forgiven for thinking that we were on the verge of a global recession similar to that which followed the large oil price rises in 1973/4 (from $3 to $12 per barrel). But this, in fact, is far from the truth. Despite the fact that at about $30 a barrel, oil is more than three times the price it was at the end of 1998, the real price of crude oil today (i.e. after taking inflation into account) is still less than half its level in 1980. 

It is estimated that the oil price rises between 1974 and 1980 transferred the equivalent of 2 per cent of oil importers’ GDP to OPEC economies. Recent price increases, by contrast, have resulted in a GDP loss to oil importers of a mere 0.5 per cent of GDP. Only if oil reached $70 a barrel would a crisis as big as that of the 1970s be repeated. The IMF predicts an economic growth rate for the world economy of 4.7 per cent in 2000 and 4.2 per cent in 2001. The industrial economies of the world, who are the main oil consumers, are expected to grow by 3.9 per cent in 2000 and 3.0 per cent in 2001. The 0.5 per cent loss from higher oil prices is tiny by comparison. In fact, the OECD estimates that the GDP transfer from oil importers to exporters might even be as small as 0.25 per cent. 

The reasons why the higher oil price is likely to have such a small impact on the world’s industrial economies is not just to do with the relatively low real price of oil. Since the 1970s, the western economies have been weaning themselves off oil. Today, the western economies use 40 per cent less oil per unit of output, and for a given amount of growth, OPEC oil imports are only half as much as in the 1970s. 

How do higher oil prices affect the economy’s performance?

There are a number of ways in which higher oil prices might impinge upon economic performance.

· Price effects. Higher oil prices are passed on in higher energy costs. These higher costs are then passed on in higher prices. Price rises might, in turn, push up wage demands, initiating a wage–price spiral. However, even though labour markets in both Europe and the USA are tight, the enhanced flexibility of labour markets achieved over the past decade is likely to moderate any such impact. Of more concern might be the policy of central banks which, in anticipating higher inflation following the oil price rise, put up interest rates, causing output to fall even further. 

· Supply-side effects. The rise in oil prices generates a negative supply-side shock. Higher prices for oil or energy push up costs of production, which result in lower production at a given price. If demand within the economy remains unchanged, then prices will rise and output will fall. 

· Demand-side effects. The spending power of consumers within oil importing countries will fall as oil prices rise. If the income transferred to the oil exporters does not offset such a reduction (via increased demand by them for imports from oil importing countries), then global demand will fall. IMF estimates suggest that upwards of 80 to 90 per cent of the oil exporters’ new income will be spent on foreign imports within 2 years. So, even though the final decline in global aggregate demand may be small, there is likely to be a bigger initial decline, given the time lag between income being withdrawn from oil importers and being spent by oil exporters. 

Is the rise in the price of oil a problem?

For the western economies, which have generally diversified their fuel use and improved energy efficiency, oil prices will need to rise a lot further before they seriously restrict growth. Where it does appear that higher oil prices are having a noticeable impact is on the world’s non-oil exporting developing and newly developed economies, such as South Korea and Thailand. A survey by The Economist found that a $15 rise in the price of oil over a two-year period would reduce Korea’s GDP by over 2.5 per cent and Thailand’s by almost 3 per cent. The recovery of south-east Asia from the crash of two years ago might be seriously under threat if oil prices continue to rise. 

Want to find out more?

For a recent history of the movements in oil prices, see Box 7.5 in Economics (4th edition), and 4.2 in Essentials of Economics (or Box 4.4 in 2nd edition, due out in February 2001). These boxes chart the history of OPEC from its creation in 1960 to the present. For an application of demand and supply analysis to recent changes in the oil price, see Box 4.2 in Economics for Business (or Box 5.2 in 2nd edition, due out in April 2001). A good source of data for oil prices is the UK Treasury’s Pocket Data Bank, Table 14: see 

http://www.hm-treasury.gov.uk/e_info/overview/index.html



