The Price of Oil:  What Does It Mean For You?
     The cost of a barrel of crude oil is now front page news.  As the number approaches over $60 per barrel, we are also seeing price increases for our heating oil, gasoline and airline tickets.  Is a rising price for oil a cause of inflation or deflation?  What does the future hold for the cost of oil?

     The argument for an increasing oil price causing inflation follows from the understanding that oil is a component of many products we use (gasoline, plastics, etc.).  Even if not used in the manufacture of a product, then oil is usually needed for the transport of almost everything we buy.  The net effect is to increase the cost of producing and selling a very large variety of much that we use daily.  The resulting increase in prices can be seen as inflation: a higher price in dollars for the same amount of goods.

      However, the converse argument can also be made - for higher oil being a force for deflation (lower prices for the same amount of goods).  If consumers are paying more for the oil and oil related products they need, there is less money left over for everything else.  It is as if a rising price for oil acted like a tax increase.  With consumers having less cash left over, their demand for consumption in general drops and puts a lowering pressure on prices of goods and services.

      Proponents of both inflation and deflation can be seen to make a powerful case for their opinions in the media.  It seems impossible to tell who is right.

     What about the future of the price of oil?

   Over the last several decades, the price of oil was primarily determined by threatened or managed changes in the supply of oil.  Beginning in the early 1970’s the OPEC cartel began to manipulate the supply of oil in order to increase prices.  Within a decade of this action, the higher price of oil and exploration efforts had led to both new sources of oil and increased efficiency in its use (better automobile gas mileage, etc.).  The increase in supply and relative decrease in demand led to a two decade drop in oil prices (from almost $40 a barrel in the 1970’s to $10-$25 a barrel over the next twenty years).

   However, the dynamics of supply and demand now appear to be changing.  The supply of oil seems to be fixed, if not decreasing.  Attempts recently by OPEC to boost production appear to be ineffective.  Oil deposits in many areas are in constant jeopardy due to war, corruption and/or terrorism (Iraq, Nigeria, Russia, and Venezuela).

   At the same time, demand is exploding, primarily due to the rapid industrialization and globalization of India, China, Southeast Asia and Eastern Europe.  These regions of the world are diligently trying to achieve our living standards with its attendant higher use of petroleum.  

   It now appears that any excess in the supply of oil is very small and that the price is set at the margin.  This means that often the price paid for the “last” barrel of oil available sets the global price for most buyers.  As demand continues to outstrip new supplies, expect for oil to remain expensive.  Theoretically, “too high” a price should decrease world economic activity and result in a correcting lower subsequent demand for oil.  However, two factors alter this expected relationship in supply and demand based on prices.  First, the price of oil is denominated in dollars.  In addition, much of the industrialized world already taxes oil heavily-often to a multiple of its per barrel price.  For these two reasons, much of Europe has not seen or experienced any significant increase in the price paid for oil over the last two years.
    In determining the future of oil prices, the strongest consideration must focus on the inescapable significant increase in demand by the newly globalized world.  In the absence of a certain corresponding increase in supply, you can expect expensive oil in the future.
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