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What Not to Do About Rising

Energy Prices

The full human, economic, and political impact of Hurricane Katrina

is not yet known. The most immediate consequences for Americans

living outside the affected region were soaring gas prices and spot

shortages of gasoline. Even if prices fall back somewhat as uncertainty

eases and disruptions to the energy supply system are resolved, they

are likely to remain high enough to hurt consumers and the economy—

and to fuel calls for the government to “do something.” If there is any

lesson that should have been learned from the oil shocks of the 1970s,

however, it is that the political process is not the remedy.

The spot price of crude oil topped $70
a barrel after Hurricane Katrina hit the
Gulf Coast, 50 percent higher than it was
a year ago. Even before the hurricane hit,
oil and other energy prices were much
higher than they were a year ago. Indeed,
prices have been trending sharply upward
since 2002. The average U.S. retail price
of gasoline in mid-August was $2.61, 90
percent higher than the average price in
2002 ($1.36). The price of home heating
oil prior to Katrina, about $1.80 per gal-
lon, was 60 percent higher, and the price
of natural gas was 25 percent higher.

The full effect of the hurricane on the
national economy remains to be seen.
Given the Gulf region’s key role in the
nation’s energy system, the effect on the
energy supply and energy prices could be
substantial, although it is also likely to be
temporary. (Katrina curtailed 10 percent
of gasoline refinery production, for ex-
ample.) Before the storm, prices had in-
creased sharply due to a combination of
supply and demand factors. Worldwide
demand was strong as a result of economic
growth, especially in the United States and
China. American refineries were running
near capacity to meet U.S. demand. Un-
certainty over political developments in
Iraq and Iran, and to a lesser extent in
Venezuela and Russia, had helped push
oil prices even higher. This uncertainty—
the “fear factor”—appears to have fueled
speculation, putting even more upward
pressure on prices.

Hurricane Katrina and the disaster that
has engulfed New Orleans in its aftermath

have only added to the uncertainty. No one
knows how long it will take the region to
recover from the astounding human and
economic losses or what the ripple effects
will be on the rest of the country.

In nominal terms, energy prices had
reached all-time highs even before the hur-
ricane. Adjusted for price inflation, how-
ever, they were below their historical
highs. Just before Katrina hit, crude oil
was selling for about $65, and the aver-
age price so far this year, through mid-
August, was $55. Adjusting for price in-
flation, the average price in 1981, when
prices peaked, was $75. For the average
price for all of 2005 to match that 1981
peak, oil would have to sell for $110 a
barrel for the rest of this year. (See
Chart 1.)

Energy prices need not hit all-time highs
to disrupt the economy, of course. Even
assuming that prices fall back from their
recent highs, a world in which oil sells for,
say, $50 per barrel is not the same as one in
which it sells for $30. Moreover, nearly
every recession since 1970 has been asso-
ciated with rising energy prices—and the
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Chart 1: The Price of Crude Oil (per Barrel)
(Annual averages)

Constant
2005 Dollars

Current Dollars

8/30/05: $69.91

Chart 2: U.S. Energy Consumption per Dollar of GDP
(Thousand Btu per constant 2000 dollar)

Note: Oil prices were deflated using the CPI. Oil prices for 1945-2003 are annual averages of refiner
acquisition cost for composite oil; prices for 2004-2005 are average spot prices for West Texas
Intermediate, based on daily data through August 2005. Source: Energy Information Administration.
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two worst recessions of the postwar era, in
1973-75 and 1980-82, were associated with
severe energy shocks.

But the sharp runup in prices prior to
Katrina did not have nearly the impact on
the economy that those earlier episodes
did. Why?

One reason is that, unlike the 1970s,
the rise in prices over the past couple of
years was driven by strong demand rather
than disruptions in supply. In addition, the
U.S. economy uses energy more effi-
ciently now. To be sure, our growing
population and expanding economy con-
sume more energy than ever before. Last
year, the United States consumed 98 qua-
drillion Btu’s of energy, up from 76 qua-
drillion in 1981. But in 1981, it took nearly
15,000 Btu’s to produce a dollar of GDP,
compared with less than 10,000 today.
This ability to get more out of each unit of
energy has helped to mute the impact of
higher prices. (See Chart 2.)

Another hugely important factor is the
difference in energy policies. The poli-
cies of the 1970s were unbelievably
wrongheaded. The government imposed
price controls on fuel and levied a wind-
fall profits tax on U.S. energy companies.
It set quotas for the amount of fuel sent to
airlines and gasoline stations. It restricted
highway speeds (remember “50 is
thrifty”?). Some states rationed gas to driv-
ers (e.g., if your license plate ended in an
odd number, you could buy gas on odd-
numbered days). There were proposals to
ban driving on some days.

These policies were well-intentioned,
but they made a bad situation worse. Keep-
ing prices artificially low gave consum-
ers little incentive to economize. Taxing
“windfall profits” limited the returns to
domestic producers and thereby discour-
aged production. Attempts to control con-
sumption through rationing, quotas, and
other restrictions were clumsy, costly, and
ineffective.

The lesson of that era is that the people
who know best how to economize on en-

ergy are consumers themselves, not poli-
ticians and bureaucrats.

The best way to allocate goods is
through the price system. Higher prices
tell consumers and producers that some-
thing has become relatively scarce. Con-
sumers will use less of it and producers
will supply more of it. In the case of en-
ergy, adjustments that may take a long
time or require a large outlay (e.g., buy-
ing a new car or investing in new refining
technology) may be economical only if
price increases are large and expected to
last. But people can also make many short-
term adjustments. They can drive less,
pool rides, and turn down the thermostat.
Producers can refine more of the pricier
types of fuel and less of others.

Policymakers in the 1970s thought
people could not or would not make such
adjustments, so they mandated them. But
this only exacerbated the problem. In con-
trast, current policy has (so far) consisted
mainly of staying out of the way, by let-
ting the market set prices and letting con-
sumers and suppliers figure out how best
to adapt.

The latest surge in prices and the spot
shortages of gas resulting from the hurri-
cane have already brought forth calls to
crack down on “price gouging” and set caps
on prices. If the experience of the gas lines
in the 1970s taught us anything, however,
it is that keeping prices artificially low is
the surest way to create shortages.

Adjusting to soaring energy prices will
not be painless. AIER’s leading indica-
tors had already weakened before Hurri-
cane Katrina hit, and the economic im-
pact from the storm could well tip the
economy into recession. But the adjust-
ment to this latest energy shock is likely
to be smoother if the energy market is
allowed to work. Market forces eventu-
ally prevail. As a remedy for high prices,
the political process can never adequately
substitute for the lower consumption and
higher production that are encouraged by
higher prices. ❑
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DON’T BUY INTO THE “BLAME GAME”

Many analysts—both inside and outside the Government—contend

that higher energy prices will fuel inflation. Nonsense. U.S. politicians

and monetary authorities are responsible for inflating, and they will

not renounce their destructive policies so long as the media aid them

in misleading the American people to believe that “inflation” is caused

by those who raise prices.

Conventional wisdom holds that any
event that leads to a sharp rise in energy
prices is inflationary. This link is com-
monly—and unquestioningly—reported
in the news media. A random collection
of recent headlines reads: Katrina seen

pumping up inflation (Reuters); Soar-
ing energy costs set off inflation alarm
bells (CNN); Inflation boosted by en-
ergy prices (Fox); and Inflation surges
as energy prices shoot higher (USA
Today).
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None of the many reports we read re-
garding the consequences of higher en-
ergy prices accurately describe the im-
plications for inflation. Most are similar
to the following description outlined late
last year by Ben S. Bernanke, who at the
time was a Governor of the Federal Re-
serve but is now Chairman of the White
House Council of Economic Advisors.
According to Bernanke:

…higher oil prices…create
inflationary pressures. Higher
prices for crude are passed
through, with only a short lag, to
increased prices for oil products
used by consumers, such as
gasoline and heating oil. When oil
prices rise, people may try to
substitute other forms of energy,
such as natural gas, leading to
price increases in those
alternatives as well. The rise in
energy costs faced by households
represents, of course, an increase
in the cost of living, or inflation.
This direct effect of higher energy
prices on the cost of living is
sometimes called the “first-round
effect” on inflation.

In addition, higher energy costs
may have indirect effects on the
inflation rate—if for example,
firms pass on their increased costs
of production in the form of higher
consumer prices for non-energy
goods or services, or if workers
respond to the increase in the cost
of living by demanding higher
wages. These indirect effects of
higher energy prices on the overall
rate of inflation are called “second-
round effects.”

The overall inflation rate
reflects both first-round and second
round effects, of course. In the past,
notably during the 1970s and early
1980s, both the first-round and
second-round effects of oil-price
increases on inflation tended to be
large, as firms freely passed rising
energy costs on to consumers, and
workers reacted to the surging cost
of living by ratcheting up their
wage demands…

Nonsense. The price of crude oil is
only one price, and although it eventu-
ally is reflected in the prices of all types
of energy, energy itself comprises only a
small part of all prices. Increases in the
prices of crude oil and of energy change
these prices in relation to the prices of
other things, but they cannot raise the
general level of prices.

With a given amount of purchasing

media1, if more is used to buy oil, less is
available with which to buy other things.
The suppliers of those things either must
reduce their prices (or not raise them as
much as they otherwise might) or experi-
ence a sales decrease. As long as markets
are functioning, the tendency is for the
prices of those other things to adjust to a
lower level. Those reduced prices would
offset the higher price of oil. But market
adjustments take time, and the process of
adjustment involves temporarily reduced
output and decreased employment.

On the other hand, if more purchas-
ing media are created, inflating occurs
and the general level of prices increases.
The creation of excess purchasing media
“validates” not only price increases such
as those related to energy, but also the
prices of virtually all other things as well.
As a result, significant downward price
adjustments do not occur to offset en-
ergy price increases; consequently, the
general level of prices increases and “in-
flation” accelerates.

Another “What Not to Do”

The preceding article advocates
against government efforts to set price
controls, limit consumption, control dis-
tribution, tax “windfall profits,” or imple-
ment any other policy that would thwart
the price system from allocating scarce
resources. Add “inflating” to the list of
“what not to do.”

What is the Federal Reserve likely to
do? Probably the wrong thing. Despite
its stated goals of price stability and full
employment, the Fed has a bias for the

WHAT CAN WE LEARN FROM ZIMBABWE?*

The experience of Zimbabwe demonstrates the importance of se-

cure property rights and provides a powerful lesson about something

that most Americans take for granted.

* Craig Richardson is an associate professor of
economics at Salem College, in Winston-Salem,
NC.  Much of the information from this article
comes from his recent book, The Collapse of Zim-

babwe in the Wake of the 2000-2003 Land Re-

forms (Edwin Mellen Press, 2004).  Prof.
Richardson served as a Visiting Research Fellow
at AIER this summer.

Bordering the north of South Africa,
Zimbabwe once was known as the “jewel”
of Africa. Rich in raw materials and pro-
ductive farmland, it grew enough food to
more than feed its people, and export the

rest. In addition, unlike most other Afri-
can countries, it had a sophisticated manu-
facturing base employing thousands of
workers, making products such as textiles,
cement, chemicals, wood and steel. It also
had a strong banking sector, vibrant tour-
ism and more dams than any other sub-
Saharan country except South Africa.
These dams, coupled with well-developed
irrigation systems, protected Zimbabwe
from recurrent droughts. Most impor-
tantly, it had rule of law, a constitution
modeled after the United States, and an

latter. For decades, politicians and mon-
etary authorities have led the public to
believe that slowdowns in economic
growth can and should be avoided
through accommodative policies. Mon-
etary authorities are likely to create what-
ever amount of purchasing media is
needed to avoid choking off the business
expansion—even if the result is higher
price inflation. This is no secret. In the
same speech quoted above, Bernanke
goes on to say:

The Fed’s response to the
inflationary effects of an increase
in oil prices should depend on
some extent on the economy’s
starting point. If inflation has
recently been on the low side of
the desirable range, and the
available evidence suggests that
inflation expectations are likewise
low and firmly anchored, then less
urgency is required in responding
to the inflation threat posed by
higher oil prices. In this case,
monetary policy need not tighten
and could conceivably ease in the
wake of an oil price shock.

Rather than take responsibility as the
general level of prices begins to rise, the
Fed will let the news media mislead the
American people by reporting
uncritically the allegation that announced
price increases for particular items cause
“inflation.”

The Fed can do nothing about spikes
in oil prices or any other relative price
change. If demand outpaces supply, the
price of oil (and the prices of goods that
use or substitute for oil) will rise regard-
less of what the Fed does. But the Fed
can control inflating. Don’t buy into the
blame game. ❑

1
 Purchasing media are claims—i.e., a particular

kind of ‘money’—generally used in final pay-
ment (to third parties) of purchases and debts.
For more discussion on this topic, request our
publication, “The Harwood Index of Inflating.”
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PRICE OF GOLD

2003 2004 —— 2005 ——
Sep. 11 Sep. 9 Sep. 1 Sep. 8

Final fixing in London $376.30 $398.70 $439.60 $448.55

1
 In fact, 80 percent of the land had been pur-

chased on the open market since 1980 by people
with no ties to British colonialists of the early
1900s. The forbears of those who were on the
land before the whites “stole” it, had no doubt
previously stolen it from some other group. The
benefit of secure property rights comes from their
encouragement of sound and productive use of
the property, not from their historical legitimacy
or lack thereof.

independent Supreme Court. Most people
trusted the police and believed the court
system would treat cases fairly.

Independence from Great Britain in
1980 brought an end to white minority
rule and direct foreign investment began
to stream into the country, reaching a peak
of $440 million in 1998. Foreign inves-
tors were “bullish.” During those 18 years,
real GDP increased at an annual rate of
about 5 percent, and GDP per capita at a
rate of nearly 2 percent. This was one of
the best records of any country in Africa
or, indeed, the world.

However, large disparities of income
and wealth remained between most indig-
enous blacks and whites. In particular, a
small group of 4,500 farmers owned thou-
sands of acres of rich land, while hun-
dreds of thousands of blacks toiled on
small, unproductive plots. This became
the political focus of President Mugabe
during the runup to the 2000 election. He
claimed that land had been “stolen” from
the blacks by the white colonialists1 and
he called for major “land reform,” pre-
sumably in order to reduce disparities of
income and wealth.

Zimbabwe’s strong constitution for-
bade the wholesale seizure of the land
without proper compensation, and the
people of Zimbabwe supported this no-
tion by and large. In early 2000, they re-
jected Mugabe’s attempt to broaden the
state’s confiscatory powers in a voter ref-
erendum. In addition, in a 2000 poll only
nine percent said land reform was the most
important issue for the election.

Mugabe ignored the constitution, the
polls, and his people’s wishes for fair gov-
ernance. Between 2000 and 2003, his gov-
ernment authorized the seizure of nearly
all the 4,500 commercial farms. The offi-
cial goal was to divide up the farms into
hundreds of thousands of small plots for
traditional black farmers. In practice, how-
ever most plots ended up in the hands of
Mugabe’s political supporters and gov-
ernment officials, whose knowledge of
farming was meager.

As a result, food production plummeted
and Zimbabwe became a food importer
instead of an exporter. Much of the im-
ported food was charitable aid to relieve
hunger, but this was generally distributed
on political criteria: handouts were with-

held from Mugabe’s opponents. In par-
ticular, an estimated 350,000 workers
(nearly all black Zimbabweans) formerly
employed by commercial farms now
found themselves unemployed and they
were kept on the brink of starvation be-
cause they were seen as sympathizers of
the whites.

Zimbabwe’s Destruction of
Property Rights

Rather than compensating white farm-
ers as had been done in the past, Mugabe
decreed all commercial land titles to be
void. Thereafter, farmers would lease their
land from the government on a year-to-
year basis. Property rights in Zimbabwe
were destroyed. Little did ordinary Zim-
babweans know how the destruction of
this fundamental human right would also
destroy their once vibrant economy.

Here are some of the other conse-
quences from Zimbabwe’s destruction of
property rights:

• Financial investors fled, wondering if
other businesses might be seized next.
Direct foreign investment fell to zero
by 2001, and the World Bank’s risk
premium on investment in Zimbabwe
shot up from 4 percent to 20 percent
that year as well.

• Because the government no longer en-
forced titles to land, there was much
less collateral for bank loans. Banks
that did not collapse refused to extend
credit.

• Farmland lost three-quarters of its ag-
gregate value between 2000 and 2001
alone. This one-year loss was more
than three times the amount of all the
foreign aid ever given to Zimbabwe
by the World Bank since its indepen-
dence in 1980.

• The collapse of the agricultural sector
led to widespread famine.

These consequences were devastating.
In 2001, the economy shrunk by 8 per-
cent, in 2002 it fell 12 percent, and by
2003 it contracted another 15 percent.
Between 2000 and 2003, it lost all the
gains it had made over the previous fifty
years and it continued to shrink astonish-
ingly during 2004 and 2005.

The Zimbabwe government continues

to blame droughts, but dams are full
throughout country. Unfortunately, irri-
gation pipes are no longer owned by any-
one, so they are being dug up for scrap in
a free for all. Some are even melted down
to make coffin handles, one of the few
growth industries in the country. Twenty
thousand tractors, no longer owned by
anyone, have been gutted for parts. Only
three hundred working tractors remain.

United States Supreme Court Justice
Anthony Kennedy once wrote, “Individual
freedom finds tangible expression in prop-
erty rights.” The case of Zimbabwe viv-
idly illustrates how quickly freedom
erodes when property rights are dis-
mantled and serves as a compelling re-
minder that property rights fundamentally
matter in any free market society. It is, we
hope, a “worst case scenario” that illus-
trates how quickly markets can collapse
when those rights are damaged.

The recent U.S. Supreme Court case
of Kelo v New London has raised great
debates over the use of eminent domain
by local and state governments for pri-
vate developments rather than public
works such as roads or schools. Some see
the increasing use of eminent domain in
this way as an erosion in property rights.
Others defend it as a useful way for the
government to foster economic develop-
ment.

 Halfway around the world, the gov-
ernment of Zimbabwe had neither a de-
bate nor a subtle approach to property
rights; the land was simply taken from
one party and given to another. Between
the Mugabe government’s actions in Zim-
babwe and those of local governments
such as the city of New London, Con-
necticut clearly there is enormous differ-
ence in degree. But they share the snuff-
ing out of viable and proven current ac-
tivities in favor of unproven future activi-
ties via a political process rather than a
market process.

In New London, homeowners were to
be forcibly evicted in favor of waterfront
development by politically favored inter-
ests. Such development may or may not
take place sometime in the future. In Zim-
babwe, the result of destroying large pro-
ductive farms to distribute small plots to
the politically favored was an immediate
catastrophe. ❑


