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In September the price of crude oil in-
creased to $37.80 per barrel, the highest
price in the decade since the Gulf War.
The rise in the price of crude oil has been
followed by increases in the prices of
nearly every form of energy to end-users.
The average retail price of regular un-
leaded gasoline nationally increased to
$1.68 per gallon in June, the highest level
ever recorded (in nominal terms, not ad-
justed for price inflation). After peaking,
the average price of gasoline decreased
by 23 cents in August, but in September it
increased again by a few cents. The price
of heating oil has also surged, with the
spot price for New York Harbor No. 2
heating oil increasing to $1.05 per gallon
in mid-September, compared to 60 cents
per gallon the previous September.

The current “oil shock” reflects not
only record levels of nominal prices but a
dramatic increase from the prices that pre-
vailed less than 2 years ago. The price of
crude oil is now more than three times
higher than it was in December 1998, as
is the price of No. 2 heating oil. The price
of regular unleaded gasoline has increased
about 50 percent since then.

The low energy prices enjoyed by con-
sumers in 1998, however, were exceptional.
The average landed cost of imported oil
for all of 1998, $11.84, was the lowest in
25 years. The price of gasoline was the
lowest since 1989, and the price of heating
oil was the lowest since the mid-1980s col-
lapse of oil prices. Adjusting for price in-
flation, the real prices of petroleum and its
products were even lower. A major factor
behind these record low prices was the
Asian financial crisis of 1998. The crisis
triggered an economic downturn which in
turn led to a sharp decline in the consump-
tion of oil in Asian countries.

The current imbalance in the supply
and demand for oil-based energy prod-
ucts is a consequence of those record low

The Petroleum Situation

Despite the hype about the latest oil price shock and concern about

our “energy dependence,” during the past two decades world produc-

tion of crude oil has moderated as the relative consumption of petro-

leum-based energy in the U.S. has dropped markedly.

oil prices a couple of years ago. Low prices
were a boon to consumers but a problem
for producers and refiners. In 1999, OPEC
decided to cut production significantly as
U.S. production of energy, measured in
Btus, decreased for the first time since the
1991 recession. Existing stocks of oil also
have been drawn down over the past year,
and as a result, U.S. inventories of crude
oil reached 24-year lows in August. Heat-
ing oil inventories nationally declined to
48.1 billion barrels, down from 72.4 bil-
lion a year ago. At the same time, the U.S.
economy continued to grow at a remark-
able pace and the economies of Asian na-
tions rebounded, thus adding to world con-
sumption of energy.

The large swings in the price of oil
during the past few years are an extreme
example of a broader tendency that has
been apparent for many years. Marked
fluctuations in the price of crude oil his-
torically have been the norm ever since it
was first produced commercially in 1859

(see Chart 1). The reason is that both the
production and consumption of petroleum
products are exceptionally capital inten-
sive activities, as are most forms of en-
ergy conversion. Enormous outlays are
required for mineral rights, exploration,
drilling, refining, transportation, etc., be-
fore any oil flows to its ultimate consumer.
Similarly, the engines, furnaces, boilers,
etc. must be in place before any petro-
leum is used.

When the price was low, existing wells
would continue to produce as long as the
price received was sufficient to pay the
day-to-day costs of pumping oil, and con-
sumers would only gradually change their
facilities to take advantage of low cost
oil. Oppositely, a high price would only
gradually retard consumption, as consum-
ers could not change their equipment on
short notice and additional production
could not be brought to market quickly.
This situation was reflected in sharp price
fluctuations evident in Chart 1 for the years
prior to World War II. After a surge fol-
lowing the removal of wartime price con-
trols, the price remained relatively stable
for roughly 30 years.

There were several possible reasons
for this period of stability. The most cel-
ebrated, but never proven, was that the
major oil companies (“the seven sisters”),
which controlled as much as two-thirds
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of the world’s proven reserves and sold
three-fifths of its refined products at the
time, conspired to allocate markets and
stabilize prices. But a significant factor
in the relative price stability of the pe-
riod was that production in Texas ac-
counted for about one-fourth of the world
total (and a much larger proportion of
U.S. consumption) at the end of World
War II. Production there was strictly
regulated by the Texas Railroad Com-
mission, which had acquired such power
initially to prevent competing oilmen
who had adjacent wells from pumping
too much at once and possibly damaging
the structure and long-term potential of
the underlying fields. This commission
permitted increased production when de-
mand increased and vice versa, thereby
stabilizing prices.

Reportedly, the Texas Railroad Com-
mission was the inspiration for OPEC.
Despite the hype concerning “oil minis-
ters meeting to set prices,” the source of
OPEC’s influence always has been its
level of production. However, OPEC’s
members have divergent interests and no
means of enforcing production discipline
among themselves. Only after the late
1960s and early 1970s, when their pro-
duction reached roughly 8 million barrels
per day, were the Saudis in a position to
curtail production to force prices upward.
It was Saudi Arabia’s decision to limit
production and postpone exploitation of
additional proven fields that precipitated
the first “oil shock” (see Chart 2).

As Chart 1 shows, the 1973-74 price
surge raised the constant-dollar price of
oil to its highest level in over 100 years.
The “second oil shock” occurred after pro-
duction in Iran and Iraq decreased from 8
million barrels per day in 1977 to about 3

million barrels per day in 1980 and sent
the price of oil to unprecedented levels.

Meanwhile, as is evident in Chart 2,
production in non-OPEC countries contin-
ued its steady growth and world consump-
tion (which roughly equals production)
decreased. In the United States, petroleum
consumption, which actually increased 9
percent between 1973 and 1978 (despite
various programs to promote “energy con-
servation”), decreased 21 percent between
1978 and 1983 in response to higher prices.
This response was most pronounced at elec-
tric utilities, which burned 13 percent more
oil in 1978 than in 1973, while the price
was kept artificially low by Government
controls, but whose petroleum consump-
tion plunged by more than 70 percent be-
tween 1978 and 1985.

The response of consumers to the en-
ergy “crises” of 1973 and 1979 is evident
in Chart 3. The upper panel of this chart
shows total consumer outlays for energy
in 1996 dollars. These include the gaso-
line and motor oil, fuel oil and coal, and
residential gas and electric service com-
ponents of total personal consumption
expenditures (PCE) as published in the
National Income and Product Accounts.
Such purchases increased at an extraordi-
narily steady rate during the years prior to
1973 and, as shown in the middle panel,
constant-dollar consumer energy outlays
were quite stable relative to all other out-
lays during those years, even as a gradual
decrease in the relative price of energy
was reflected in a downward trend in such
costs as a percent of all current-dollar con-
sumer outlays as shown in the bottom
panel between 1958 and 1972. However,
consumers’ energy consumption de-
creased markedly in 1974, and again after
1979, when the relative prices of energy,

and the percent of total PCE devoted to
energy, increased markedly.

Oil prices peaked in 1981 and subse-
quently plummeted by nearly two-thirds
over the next 5 years (the drop in con-
stant-dollar prices was even larger). Pro-
duction by OPEC nations and Texas de-
clined, while consumer outlays for en-
ergy, in constant dollars, increased. In
nominal terms, the price of crude oil be-
gan to increase again in 1987, but the
prices of other goods and services in-
creased faster, thus the price of oil re-
mained relatively unchanged after adjust-
ing for price inflation until 1998, when it
dropped sharply. During this period,
world oil production increased only
slightly and by 1999 was only a little
higher than it was in 1981 (Chart 2). Con-
stant-dollar spending by U.S. consumers
on energy decreased in 1990-91 when
the price of oil increased during the Gulf
War and the economy experienced a re-
cession, but resumed its upward trend and
by 1999 had reached a record high, as
shown in the top panel of Chart 1. How-
ever, consumer expenditures for energy
continued to decrease as a percentage of
total PCE, falling to 4.3 percent last year.
Since 1929, this percentage was lower
only during 1944, when wartime ration-
ing prevented consumers from buying all
the gasoline they wanted.

In short, the energy markets respond
to price changes. Once the government
removed the last price controls on petro-
leum in 1981 and the price mechanism
was allowed to work, supply and demand
were brought into balance and the artifi-
cial “shortages” of the 1970s disappeared.
The message of the markets is that the
real cost of energy, in terms of what it
costs relative to other goods and services,
has been declining for 20 years.

Given the decrease in the proportion
of total PCE going to energy, which owes
partly to the decrease in its relative price,
it is perhaps not surprising that the recent
price increase does not appear to have led
consumers to sharply limit their consump-
tion of energy. Sales of “gas guzzling”
sport utility vehicles remain strong. The
impact of higher prices on consumers’
budgets is more limited now than it was
when energy accounted for a larger share
of PCE. And despite the price increases,
energy remains cheaper relative to other
goods and services than it was in the 1970s
and early 1980s.

The Politics of Oil

President Clinton responded to the rise
in energy prices by ordering the release of
30 million barrels of crude oil over the
next month from the 570 million barrel
Strategic Petroleum Reserve. The an-
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nouncement was made only a day after
Vice President Gore called upon the White
House to initially release at least 5 mil-
lion barrels and make several more re-
leases after that. The White House denied
any political motivation, but it is an elec-
tion year, after all.

The announcement was made by Sec-
retary of Energy Bill Richardson, who said
that the release was intended to affect the
supply of oil, not the price. “We need to
make sure the American families keep
warm this winter and get their heating oil.”
However, it is doubtful the addition of
this amount of oil will have a significant
effect on the nation’s supply. The United
States used about 20 million barrels of oil
a day. The 30 million barrels from the
reserve will thus provide less than two
day’s worth of oil. This additional supply
could be more than offset if the ad-
ministration’s decision prompts the OPEC
countries to cut back on their own pro-
duction. Moreover, not all of the extra
crude oil will be turned into heating oil.
Refiners convert crude oil into diesel fuel,
gasoline, jet fuel, and other petroleum
products. According to the admin-
istration’s own estimate, only 3 to 5 mil-
lion barrels of the 30 million will be used
to make home heating oil. Even if actual
production turns out to be higher, it will
not significantly increase the nation’s
stock of heating oil, which stood at 48
million barrels in mid-September.

In contrast, the administration’s an-
nouncement did appear to affect the price
of oil. Immediately after the announce-
ment, the price of crude oil for November
delivery dropped $1.11, to $31.57. The
prices of home heating oil and gasoline
for October delivery also decreased. These
prices are volatile, however, and subject
to many influences. Many analysts had
expected the price of crude oil to decrease
in coming months anyway. As with cur-
rency markets, the oil market is subject to
psychological swings that may magnify,
at least temporarily, the impact of gov-
ernment intervention or other develop-
ments. In the longer term, fundamental
changes in supply and demand are the de-
terminants of oil prices.

When he asked the White House to
release reserves, Vice President Gore said,
“In the face of rising prices for gasoline
and home-heating oil, I support oil releases
from our national strategic petroleum
reserve….These short-term measures that
I’ve described are urgent and vital, but as
I mentioned earlier, by themselves they
are not enough….I’m proposing an en-
ergy security and environment trust, a
commitment to a more prosperous
economy powered by cleaner, cheaper and
more reliable energy for families.” It is

ironic that Mr. “Let’s
Eliminate the Internal
Combustion Engine”
wants to make oil cheaper.
When oil is cheap, it is an
indication that it is one of
the most efficient ways of
meeting energy needs. If
the goal is to curb our de-
pendence on oil, the best
way to achieve this is by
raising the price of oil, not
reducing it. A higher price
will discourage consump-
tion and make alternative
energy sources (and alter-
natives to the internal com-
bustion engine) more eco-
nomic than they are now.

Gore’s answer to these
conflicting policy goals
seems to be to advocate
cheap oil and use govern-
ment subsidies to encour-
age conservation and make
alternative energy viable.
He supports tax credits for
energy-efficient cars,
homes, and appliances.
However, as long as oil re-
mains cheaper than unsub-
sidized alternative energy
sources, such subsidies will
be a waste of both taxpay-
ers’ dollars and resources.

Price Fixing?

This summer Gore also
called for a federal investi-
gation of “big oil.” Previ-
ous investigations of pos-
sible price-fixing among
the big oil companies, in-
cluding an inquiry follow-
ing the spike in gas prices
last June, turned up noth-
ing. The fact of the matter
is that the major oil com-
panies, gigantic as they
may be, are only a part of
an industry composed of
many thousands of partici-
pants. The various seg-
ments of the industry can
have very divergent inter-
ests.

Crude oil producers, from the nation
states of OPEC to the smallest operator of
stripper wells in the Southwest United
States, generally share an interest in higher
crude oil prices. Refiners would like low
crude prices and high product prices.
Wholesalers and retailers would like a
wider margin between what they pay their
suppliers and what they charge their cus-
tomers. In the instance of the U.S. market

for gasoline and other petroleum products,
the competition is intense.

What is hardest for the general public
to understand is that the price they pay is
nearly always whatever clears the market
in a given locality. That price is not deter-
mined by the various costs alone; how
much people want to buy is also a factor.
Moreover, there is no guarantee that each
fraction of crude oil (home heating oil,
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PRICE OF GOLD
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diesel, jet fuel, gasoline, etc.) will gener-
ate the same revenue per gallon for the
refiner. A 42-gallon barrel of crude can-
not be made into 42 gallons of gasoline—
a substantial proportion of the original 42
gallons will be of the heavier products.
But,at a cost, there is some leeway in the
refining process, and managers have to
decide what to produce in the light of the
expected revenue from each distillate and
the capabilities of the refinery.

Similarly, the margins of the distribu-
tors and marketers are not guaranteed.
What they do, if they are to remain in the
business for long, is to bring the product
that consumers want to where they want
it at the best price. If it isn’t the best price,
consumers will buy from someone else. It
is price fluctuations that indicate where
the opportunities lie. An increase in prices
is the most effective way to encourage an
increase in the supply.

Oil and the Euro

Higher oil prices prompted protests by
truck drivers across Europe in Septem-
ber. The protests began in France and
spread to Germany, Great Britain, Bel-
gian, the Netherlands, and Ireland. Pro-
testors staged “slowdowns” on major high-
ways and blocked refineries from making
fuel deliveries to gas stations.

The sources of the protests are two-
fold. First, the price of gas and diesel fuel
is much higher in European countries than
it is here, because excise taxes on fuel are
much higher over there. The United King-
dom, for example, assesses gasoline taxes
at almost 8 times the rate of the United
States. Because of these high taxes, the
jumping-off point for the recent increase
in prices was much higher in Europe.

Second, the collapse of the euro cur-
rency has caused the price of oil to in-
crease faster in Europe than it has here. In
world markets oil is priced in dollars.
When the euro was introduced in January
1999 its initial value was $1.17. For a va-
riety of reasons it has proved far weaker
than expected against the dollar, and in
September it reached a low of 85 cents.
(It has since increased to 88 cents.) As a
result, Europeans now pay about 33 per-
cent more euros to buy a dollar’s worth of
oil (or any other good priced in dollars).
The impact of the falling euro is evident
in Chart 4, which shows the price of oil in
dollars and euros.

Outlook

The unusually low prices that pre-
vailed for oil and petroleum products a
couple of years ago, the strong U.S.
economy and the recovery of economies
in the rest of the world appear to have
led to the current situation, in which de-

mand has increased faster than supply,
resulting in higher prices and low stock-
piles, particularly of heating oil. Higher
prices are now sending signals to consum-
ers to curb their consumption of energy
and to suppliers of crude and refined prod-
ucts to increase their supply. If the mar-
kets are allowed to work, shortages are
unlikely to occur (if localized shortages
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The Once and Future Energy Alternative?

Even though it has marked advantages over most earlier forms of
energy, from a market viewpoint, petroleum is far from ideal. As noted, it
is capital intensive and subject to wild price swings that are largely the
result of exogenous factors—including the political control over natural
resources and the international business cycle. It is costly to transport not
only because of its sheer bulk but also because of the risks associated with
environmental damage (e.g., the Exxon Valdez claims).

Moreover, when extreme petroleum price volatility prevails as a result
of wild swings in demand (as followed the Asian economic meltdown)
refining becomes a gamble. That refiners recently have chosen not to
process high-priced crude is understandable given their experience in
1998 when the price for refined distillates collapsed.

This is not to suggest that greater regulation of the petroleum industry
would yield better results. Rather, it may indicate that there are other
energy sources that are more efficient and less prone to market volatility.

The obvious alternative, which other nations have turned to and which
even some environmental circles are giving renewed attention, is nuclear
energy. Properly developed, nuclear resources would seem to possess
many advantages over fossil fuels. Indeed, half a century ago that was the
consensus.

do develop, prices will rise further and
suppliers will respond by shipping more
of their product to the affected areas). Po-
litical efforts to push prices down are likely
to have little if any lasting effect. To the
extent they do, however, they will only
retard the adjustment to the market’s price
signals—and thereby make things worse
instead of better. ❑


