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Final Paper

Economic Analysis of the Current Oil Crisis


In 1998 the United States experienced its most recent controversy in the oil industry.  Today, oil prices are on the rise as supplies become very tight and somehow the big oil companies continue to reap in the profits of increasing prices.  Now the United States is facing its own decisions as our current oil consumption is increasing, our production is dropping and our imports of foreign oil are skyrocketing (www.goergebush.com).  The issue of oil has been a heated debate issue in this years presidential election and each candidate has it’s own views on how to handle the current oil crisis.  The question being debated is: Should the United States look overseas to solve its future oil price and supply problems?  In order to solve this problem we must evaluate both short and long-term economic policies.

Power of OPEC

Recent events in the oil market have displayed the Organization of Petroleum Exporting Countries (OPEC) clear market power.  One alternative that the U.S. is contemplating is its ability to break away from the OPEC as a result of their ability to manipulate the price and supply of crude oil.  OPEC’s production policies have been discussed in terms of the tradeoff between maximizing price or maximizing market share ( Oil and Gas Journal, 90).  In OPEC’s struggle to stabilize oil prices in the market they have ignored global demand and the lack of oil supply in non-OPEC nations.  Their inability to recognize the other aspect of the market has led to mismanaged OPEC power and their ability to determine price direction.  This is evident in the 1998 overproduction of crude oil which brought crude oil prices to an all time low of ten dollars per barrel.  Then in 1999, when it tried to compensate for this mistake by drastically decreasing it’s production which caused prices to skyrocket to an unbelievable thirty dollars per barrel (Emerson, 89).  These actions taken by OPEC have caused some to believe that it is acting on behalf of a cartel to set prices and output levels (Pindyck, 451). 


There are some that assume OPEC is acting on behalf of a cartel but the big oil companies are the main beneficiaries of high prices and supply cuts in the market.  The big oil companies and not necessarily OPEC itself retrieve the economic rent, which comes from supplying the oil to non-OPRC nations (Oil and Gas Journal, 91).  The ability of OPEC and the major oil companies to control pricing and supply has put the United States and other nations in a bind.

Domestic Energy Development


Currently the United States receives 56% of its oil from foreign sources (Wall Street Journal, 24).  One way the U.S. can decrease its dependency on foreign oil is to increase supply within its reserves.  This will help avoid unpredictable prices and production events in the foreign market.  Governor Bush is taking an aggressive approach to this issue by promoting an increase in domestic production by exploring throughout the United States and its precious uncovered reserves.  The United States has to begin looking at home for oil production because “high energy prices weigh on the U.S. economy simply because the economy consumes much more energy than it produces.  U.S. oil consumption is currently running at close to 20 million barrels per year, while oil production is near 5 million barrels (www.economy.com).  Higher oil prices make it more expensive for consumers to run their cars and heat their houses while production costs for businesses hurt their profits. 


Right now the United States is looking at environmentally responsible development of new domestic supplies oil in the Arctic National Wildlife Refuge (ANWR) of Alaska.  The National Petroleum Council estimated that “just 8 percent of the 19 million-acre land holds over 35 percent of current total proven U.S. oil reserves”  (www.georgebush.com).  There are over 16 billion barrels in this reserve, and this would replace the amount that the United States imports from Saudi Arabia for the next 30 years.  Other options of domestic exploration exist in Louisiana, Texas, Western Canada and also the deepwater Gulf of Mexico along with East and West coastlines (Oil and Gas Journal, 24).  Not only will domestic exploration of oil eliminate foreign dependency but it is estimated that the United States will also benefit from nine billion dollars per year of added revenue (Business Weekly, 1).  However, there are some environmentalists that wonder if the nine billion dollars is worth the damage done the environment and wildlife.  The effects on the environment are a negative externality in society that must be included in the evaluation of policy alternatives.

Encourage Conservation


One way to combat oil prices and supply problems in the United States is not necessarily to increase supply but to decrease demand by consumers.  One way which the government has attempted to do this is by implementing higher taxes on energy consumption.  The Clinton Administration has included “a broad-based energy tax, and a 4.3 cents-a-gallon increase on the federal gasoline tax (NYTimes, 21).  This Piguvian tax is an attempt to decrease the demand of consumers as the government is hoping that the tax will make prices too high so less people will chose to purchase it to run their cars.  These will not only keep the U.S. oil supply in check but it will also lessen the amount of damage done to the environment.  Higher oil prices could be a good thing in holding down consumption and encouraging conservation.  


Another alternative being debated would benefit energy consumption in the long run for the United States.  The Clinton Administration has been working with industries “to promote conservation and efficiency through innovations like time-of-day pricing, under which energy users would pay more at peak hours of demand” (www.algore.com).  The United States realizes that oil is not a renewable resource but it is necessary for daily operation.  In the long run the United States needs to control the consumption of oil and time-of-day pricing will help to reduce consumption as more people will hopefully stay away from using high amounts of energy when prices will rise.  

Energy Policies


One of the main problems concerning the issue of oil is its affect on the environment.  A majority of industries today still use coal as it’s main source of power and this is very damaging to the environment as it releases carbon dioxide and adds to the ozone depletion problem.  This negative externality is something that policy makers hope to solve.  Enacting several energy policies will help decrease the demand of oil products in the United States.

The first step is to set an emission standard for all industries that will establish mandatory reduction targets for the emissions of the major pollutants.  These standards will not have to be met immediately but instead they will be phased in over a reasonable period of time.  This emission standard will be similar to the acid rain reduction program that was established in the Clean Air Act.  The government will also “provide market-based incentives such as emissions trading and carbon credits to help industries achieve the required reductions” (www.georgebush.com).  This is a long-term solution that will help diminish the amount of pollution and it will also force industries to look towards other energy alternatives.  However, there is one problem with regulating emission standards and that is the extremely high costs associated with reduction.  It will also be very difficult to control emission standards in developing countries because they are just beginning to industrialize and they don’t have the means to cleaner technologies that are trying to be developed.

Another energy policy being considered by Vice President Al Gore that would lower the demand for oil is tax incentives and tax credits on alternative energy sources.  Providing consumers with tax credits for the purchase of more fuel-efficient vehicles is the first step in reducing emissions and lowering the demand of oil in the economy.  Tax incentives are also being considered for the development of more energy efficient boilers, furnaces, pipelines and refineries.  Over the next 10 years Al Gore also wants to establish a “125 billion dollar energy plan that would help…develop new energy technologies; provide tax breaks, loans and grants to consumers and businesses who switch to environment-friendly homes, factories and vehicles” (National Journal, 2488).    The idea is that if consumers have other options for energy consumption they will choose those instead of consuming oil which is in low supply and high in prices.

Developing new energy technologies is a cost-benefit approach to the oil crisis in the United States.  Developing low polluting fuels and energy-efficient technologies may cost a lot of money in research and development and the process may take up to five years, but it is more than worthwhile to solve the oil problem in the long run (www.georgebush.com).  The United States needs to continue their development with sources of energy coming from nuclear, hydroelectric and solar power as well as develop new environmentally safe pipelines, refineries and power plants that run on clean-coal technologies.  These alternative energy sources are beneficial to the economy because there is no air pollution or greenhouse gas emissions, and it’s accomplished at a low cost” (www.georgebush.com).  

Developing energy-efficient products and cleaner sources of energy should not be considered an economic burden but a chance for the U.S. to get ahead in the market.  The rapid development of new types of vehicles, factories, boilers, furnaces, pipelines, power plants and energy saving building materials is an “opportunity that can create jobs and profits for the U.S” (NYTimes, 22).  These new technologies will create millions of new jobs in the United States and it will also bring in more revenue as the demand for these products increases overseas.  

Energy Subsidy Programs


In order to address the short term supply threats and high heating oil prices in the United States, Governor Bush has developed a program to help low income families pay their high fuel bills.  He intends to expand the already existing Low-Income Home Energy Assistance Program (LIHEAP) “by seeking the release of $155 million, and directing a portion of oil and gas royalty payments to the program, costing $1 billion over the next 10 years” (www.georgebush.com).  In the most efficient market it is not beneficial for the government to intervene but in this case because they are not setting the oil prices but just redirecting revenue the market still operates efficiently.  In addition to the LIHEAP Program, Bush wants to  “reform and increase funding for the Weatherization Program and State Energy Program, costing $1.4 billion over 10 years” (www.georgebush.com).  Even though this is only solving the short-term energy crisis many political figures are worried that these programs are too costly.  

Conclusions


The problem the United States and other nations are facing today is that OPEC and other major oil producing nations are fixing production levels, which in the long run threaten to increase inflation, which will eventually slow economic growth.  The United States needs to increase their domestic production in order to control prices and quantities to discourage the volatility that is occurring in the market today.    This will help the United States solve their oil supply in the short run but in the long run it will help decrease their dependency on foreign nations.  Other alternatives such as subsidy programs, emission standards, tax incentives and research and development will all benefit the United States in the long run as they attempt to decrease the consumption of oil to help protect the environment.  As a new president comes to power we will see drastic changes in an attempt to solve oil price and supply problems. 
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