Case 1.2 The oil price shocks

Oil provides fuel for heating, transport and machinery and is an input for petrochemicals and household products ranging from plastic plates to polyester clothes. What happens if continuing uncertainty in the Middle East or the ravages of climate change lead to very high oil prices? A little history lesson is useful in thinking about the likely results.

Up to 1973 the use of oil increased steadily. It was cheap and abundant. In 1973 OPEC – the Organization of Petroleum Exporting Countries (www.opec.org) – organized a production cutback by its members, making oil so scarce that its price tripled. Users could not quickly do without oil. Making oil scarce was very profitable for OPEC members.

The Figure below shows the real (inflation-adjusted) price of oil, measured in US dollars, from 1970 to 2006. The price tripled in 1973–7, and doubled again in 1979–80, but then fell steadily until the mid-1990s. Markets found ways to overcome the oil shortage that OPEC had created. High oil prices did not last indefinitely. Given time, the higher price induced consumers to use less oil and non-OPEC producers to sell more. These responses, guided by prices, are part of the way many societies determine what, how and for whom to produce. 


Consider first how things are produced. When the price of oil jumps, firms cut their use of oil-based products. Chemical firms develop artificial substitutes for petroleum inputs, airlines order more fuel-efficient aircraft, and electricity is produced from more wind farms. Higher oil prices make the economy produce in a way that uses less oil.

How about what is being produced? Households install better insulation to economize on expensive central heating and they buy smaller cars. Commuters form car-pools or move to the city centre. High prices choke off the demand for oil-related commodities but also encourage consumers to purchase substitute commodities. Higher demand for these commodities bids up their price and encourages their production. Designers produce smaller cars, architects use solar energy, and research laboratories develop alternatives to petroleum in chemical production.

The for whom question in this example has a clear answer. The revenues of oil producers increased sharply. Much of their increased revenue was spent on goods produced in the industrialized Western nations. By contrast, oil-importing nations had to give up more of their own production in exchange for oil imports. In terms of goods as a whole, the rise in oil prices raised the buying power of OPEC and reduced the buying power of oil-importing countries such as Germany and Japan. The world economy was producing more for OPEC and less for Germany and Japan.

After 1982 OPEC’s power diminished as other oil supplies came on stream and users developed adequate substitutes. However, OPEC got its act together again in 1999, cut supply, forced up oil prices and prompted another fuel crisis in 2000. 

Since 1999 some of the cause of sharp rises in oil prices must also be attributed not merely to a restriction of oil supply but also to a surge in energy demand by emerging economies, particularly China and India.

The oil price shocks show how society allocates scarce resources between competing uses. The higher oil price reflected its greater scarcity when OPEC reduced production levels.
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Questions on case study 1.2
1. Explain why the resource oil can be regarded as a scarce commodity.

 

2. Discuss how the "how to produce problem" is dealt with in case 1.2.

 

3. Explain how the price mechanism solved the "what to produce" problem in the case study. 

 

4. Explain how the "for whom to produce problem" is dealt with in the case study.
 

Guide answers to questions on case study 1.2
 

1. The main economic problem is that resources are scarce. When economists say that resources are scarce they mean that they are limited in supply. Societies have to choose carefully in attempting to make the best use of scarce resources. The OPEC countries decide to produce on the basis of how profitable they will be able to sell. The price system provides answers to some of the problems facing societies. Oil is limited in supply. When oil is cheap and plentiful there is high demand for it but when the supply of oil falls it becomes a highly scarce commodity with a very high price. The shortage of oil created led to reactions in the marketplace where consumers began to reduce their demand and new producers of oil were attracted to the oil market.
 

2. Firms decide what mix of resources will be cheapest to buy to produce their outputs. When the price of oil increased oil using firms began to look for cheaper alternatives to oil. Substitutes were developed in place of products requiring the use of oil.
 

3. Here firms choose what to produce on the basis of how profitable it is. Demand for oil-based products fell due to their high prices whilst demand for non-oil based products began to rise. Firms producing the latter find it profitable to produce such goods. Many substitutes for oil-based products were developed to satisfy the rise in demand in the market.
 

4. Households acquire products/services depending on their income. Households’ incomes depend on how many resources they own. Households in oil-exporting countries increased their demand for goods sold in rich industrialized countries. Households from oil-importing countries had to reduce their consumption to meet their oil needs.
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