The relentless rise of oil

August 2004 has seen the oil price hit record levels with prices (for the benchmark Brent crude) of over $45 per barrel. The oil price rise is beginning to worry governments who are concerned that a fragile world economic recovery could be ‘strangled at birth’. The price rise is leading to higher input costs (partly due to higher raw materials prices, but also higher energy costs) and these may feed through to consumers in the form of higher prices. Airlines like British Airways and Virgin are now charging a fuel surcharge on top of the ticket prices to try to recover the higher fuel costs they face. Motorists too have been edgy with threats of fuel price protests re-emerging.

So why is the oil price continuing to rise and can anything be done to prevent it? There are a number of reasons for the rise, with many relating to political and other tensions in the Middle East.

One key reason for the rising price is simply a growth in demand. The International Energy Agency has said that global economic expansion is driving the largest increase in oil demand for 24 years and with supply fairly inelastic in the short run, this has led to prices rising significantly. Much of the demand has been driven by rapid economic growth in China. Chinese demand for oil has increased by 20 per cent in the past year and this is set to continue unless the economy ‘overheats’ and the rate of growth in demand falls. The importance of Chinese demand should not be under-estimated. By way of illustration of industrial development in China and the importance of Chinese demand for raw materials, you may be interested to know that half the concrete poured in the world in 2003 was poured in China!

Another factor is greater efficiency. This may sound like a contradiction as greater efficiency should surely reduce the need for oil, but in this case we are referring to the greater efficiency of the oil companies. As their global supply chains become more efficient, they are able to hold lower stocks of oil. They prefer to hold lower stocks of oil as this helps reduce the costs of stockholding. However, this makes the supply of oil more inelastic and leaves less of a cushion of supply in the event of exogenous shocks like the rising tension in the Middle East.

The handover of power in Iraq and the rebuilding of the Iraqi oil industry has not been as rapid or as substantial as had originally been hoped. These factors along with rising tensions in the Middle East have contributed to nervousness on international oil markets, and this has also put pressure on supply, further contributing to its inelastic nature. There have also been political pressures in Russia with a dispute between the Russian government and Russia’s largest oil company, Yukos. Yukos accounts for nearly 2% of world oil production and it could be forced into bankruptcy after being faced with a multi-billion dollar tax bill.

The US refinery market has also been struggling to meet demand. Different environmental regulations in each state and the resultant pressure on refiners to produce different gasoline blends have made it difficult for refiners to meet demand. This, combined with low US gasoline stocks, has put upward pressure on prices.

OPEC (the Organisation of Petroleum Exporting Countries) is responsible for around half the oil exports in the world. It sets quotas to limit the supply from each member and in the past has only been willing to cut quotas when the price has fallen – essentially reactive. However, it has now become much more proactive and has been announcing increases in quotas in anticipation of price rises. However, even OPEC has been struggling to raise production enough to prevent the price increasing further.

All these factors have led to speculators anticipating a further rise in the oil price and this has contributed further to the upward pressure. 

Higher oil prices could reduce the expected level of economic growth. Part of the problem here is that, with central banks targeting a particular rate of inflation, if higher oil prices drive up the rate of inflation (a cost-push pressure), central banks may respond by raising interest rates. This then puts downward pressure on aggregate demand and reduces growth rates. How serious this is will depend on whether all the above factors continue or worsen. That, in turn, may depend on how effective action by international governments and OPEC is in reducing tensions. It also depends on whether central banks are flexible enough not to respond to rising costs by raising interest rates

We can see from the chart below that in July 2004 oil cost around 25% more than it did at the beginning of 2004.
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Want to find out more?

For more information on the economics of non-renewable resources have a look at Box 9.11 in Economics (5th ed), the case study in Box 7.4 on OPEC and p.418 which deals with the impact of increased costs on inflation. In Essentials of Economics (3rd ed) Box 4.4 pp.144-5) looks at OPEC while cost push inflation is considered on pp.276-7. 

For articles related to oil and the oil price see News Item 1 in the April 2004 edition and also News Item 1 in the May 2004 edition.
