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Memorial Day, the public holiday at the end of May that commemorates America's war dead, is fast approaching - a sombre occasion for a country embroiled in conflict in Iraq. Memorial Day is also considered the traditional start to the US "driving season", when motorists begin taking to the roads for their holidays.

This year American drivers face something else that may remind them of the failure thus far to bring order to Iraq: close to record prices for fuel.

Last week's move in US crude futures prices, to above $41 a barrel, put this key reference price for oil since the early 1980s into uncharted territory. Among oil market traders, the talk is of a further rise to $50 within a few months.

But the problems of the occupation in Iraq play only a minor role in the story of oil's rise. Stockbuilding, including by the US government's strategic petroleum reserve, and speculation linked to fears of further supply disruption in the Middle East are secondary factors. Buoyant global demand, in a year that is set to be the best for the world economy since the boom of 2000, is the prime cause.

The question is whether that economic recovery is about to run out of fuel. In the past three decades, whenever oil prices have risen sharply a downturn in the world economy has followed: not just after the huge shocks of the 1970s but also after the smaller peaks of 1990 and 2000.

[image: image3.png]



Americans maintain
thirst for gas guzzlers [image: image4.png]



 

[image: image5.jpg]



This week Rich Sopron, internet sales manager at the Larry Roesch Chevrolet dealership in Bensenville, Illinois, will scan his e-mails for signs of interest from prospective buyers of large sport utility vehicles (SUVs). Read
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George Magnus, chief economist of UBS, says that in March he was not worried about oil. Now he is not so sure. "At $32 or $33 a barrel, a higher oil price would not have a significant effect on our forecasts. But if it's at $40 and still rising, then it becomes more worrying. I think we're now at the bottom of a range where we do start worrying about growth," he says.

Around the world, investors and businesses have been feeling the effects of a high oil price. Along with worries about the effect of higher US interest rates and the expected slowdown in China, it has contributed to a 5 per cent fall in the S&P500 index from its peak last month and a fall of 11 per cent in Japan's Nikkei index.

The oil price has prompted a number of airlines, including American, British Airways, Qantas and SAS, to add extra charges to some fares. It has already made some Americans reconsider their infatuation with their gas-guzzling SUVs (see below). According to Lee Scott, chief executive of Wal-Mart, the biggest retailer in the US, it is taking more than $7 a week from the disposable income of his average customer.

President George W. Bush has described the oil price as "an issue of deep concern". He has been talking to the leaders of the Organisation of Petroleum Exporting Countries in an attempt to persuade them that its current levels are excessive. Tony Blair, similarly, has said Britain is in "constant discussion with Opec". The prime minister took a "very keen interest" in the oil price, he said recently, "because we have learnt from history it can have a severe impact on our economy".

It is easy to see why the politicians are running scared: voters hurt by higher fuel prices have a tendency to hit back. In the US, John Kerry, the Democratic presidential candidate, uses the price of petrol as a component in his "middle-class misery index", intended to show how "families are struggling to keep up with everyday costs" under Mr Bush. In Britain the government has been drawing up plans to deal with any fresh outbreak of the protests against fuel taxes that threatened to bring the country to a standstill in September 2000.
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In theory a steep rise in oil prices can hit economies in several ways. There is the effect on inflation, pushing central banks and governments towards tighter monetary and fiscal policy. There is also a transfer of resources away from oil consumers to oil producers. Because the producing countries tend to increase their spending by less than the consuming countries cut theirs, the net effect on global demand is negative. In their extreme form, those two effects together produce the "stagflation" that characterised the 1970s.

Also, in a subtler effect, which some economists believe is actually the most powerful, a steep rise in oil prices upsets the pattern of demand in the economy. Companies that have invested in making vehicles with high fuel consumption, for example, find their products are no longer in demand, and the disruption causes a period of slower growth.

In practice, however, at $40 a barrel those effects are likely to be muted. . When oil's real price, adjusted for general inflation, is taken into account - using the US consumer prices index - oil is not much dearer than it was for most of the 1980s and 1990s (see chart).

Another reassuring point is that, while oil prices have been rising for much of the past two years, the US dollar in which that price is denominated has been falling against other leading currencies. Even after the dollar's recent recovery, a rise of about 90 per cent in the oil price in dollar terms since the start of 2002 translates to a rise of about 40 per cent in euro terms, and 60 per cent in yen terms.

The danger of central banks being pushed into raising interest rates hastily to suppress inflation is also much lower than at the end of the 1980s. Spare capacity in most large developed economies is high. Central banks seem content to refrain from aggressive rate rises. After its last meeting earlier this month, the Federal Open Market Committee, which sets US interest rates, said it could be "measured" about raising rates, and gave no hint that the rising oil price would change its mind.
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James Hamilton of the University of California at San Diego, who has specialised in the economics of oil shocks, believes the causes of the current price rise are another source of comfort. "The shocks of 1973 and 1979, and others such as 1956 and 1990 that were also economically damaging, were all associated with disruption to supply. That element is not there this time, and that makes it less damaging for the world economy," he says. "At the moment it is surging demand that is driving the price up." The price surge in 2000, similarly demand-led, was followed by recessions in many developed countries. But that downturn was more attributable to the hangover after the investment party of the 1990s.

For all those reasons, estimates - by the International Monetary Fund, the Organisation for Economic Co-operation and Development, and the International Energy Agency - that a $10 a barrel rise in oil, sustained for a year, would take just 0.5 per cent or so from world gross domestic product look realistic rather than complacent.

In the context of the IMF's forecast that the world economy will grow by 4.6 per cent in 2004 and 4.4 per cent in 2005 - based on an assumption of $30 oil this year - the rise in oil so far is an irritant, rather than a crisis. This is not, at least not yet, the next great oil shock.

Such a generally reassuring assessment, however, needs four important qualifications. First, while the impact of high-priced oil on the strongly-growing developed economies may be small, the damage done to emerging markets and the poorest countries - with their greater oil dependency and more fragile economies - will be greater.
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Developed countries have become much more efficient in their use of oil over the past three decades. The US has become roughly twice as energy- efficient, in terms of the oil and gas needed for each dollar of output, since 1977. Germany and France have actually cut their consumption.

But China and Africa are more than twice as energy-intensive as the OECD average, and India almost three times, in terms of oil use per dollar of GDP (see chart). The IEA estimates that a $10 oil price rise sustained for a year would take 0.8 per cent from the GDP of China, 1 per cent from India, 1.8 per cent from Thailand, and 3 per cent from sub-Saharan Africa.

Second, the high oil price may be like an opportunistic infection that does not matter much when the world economy is in robust health but is more serious when growth flags. The economic outlook is clouded by the prospect of rising interest rates, even if at a measured pace, in the US and elsewhere; by the need for fiscal consolidation in many developed countries, meaning higher taxes and slower growth in government spending; and by the imbalance in global demand that has left the US with a huge, growing and ultimately unsustainable current account deficit. If such problems begin to affect growth, perhaps starting next year, oil at $40 or more per barrel would be more troubling than it is today.

Third, oil prices could of course continue to rise, especially if current prices do not appear to be having much of a moderating effect on demand. US oil consumption, for example, has just hit record levels.

Paul Horsnell, energy analyst at Barclays Capital, says that, if oil prices remain above $40 for a week or two, perceptions of the "normal" range would be swiftly recalibrated. "If that happens and traders see the world has not ended, and there was nothing magical about $40 that derails economic growth or results in any extra supply or inventory, then we will start get comfortable with prices at these levels," he says. And if $40 is "normal", a move to $50 is certainly possible.
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The International Energy Forum, bringing together oil producing and consumer countries, is to meet this week, while Opec meets on June 3. But there are no great expectations of a decision to turn the market round.

Fourth, and most dangerous, is the risk that supply from the Middle East could be threatened by terrorism or political upheaval. If oil prices of $40 a barrel do not yet reflect any serious supply problems, more extensive disruption would be bound to push it higher, possibly significantly so.

The big question is over Saudi Arabia, the world's biggest oil supplier and traditionally the marginal "swing producer". Confidence in Saudi supply was shaken by the attack on a petrochemical plant two weeks ago. Three of the assailants had worked at the plant.

Hopes of a flood of cheap Iraqi oil may so far have been disappointed, but the oil market could still be a great deal worse. If, on the other hand, events in the Middle East conspired to push oil prices still higher, comparisons with the 1970s would not be fanciful, but painful.

...........................................................................................................................................

Americans maintain thirst for gas guzzlers
By Jeremy Grant
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This week Rich Sopron, internet sales manager at the Larry Roesch Chevrolet dealership in Bensenville, Illinois, will scan his e-mails for signs of interest from prospective buyers of large sport utility vehicles (SUVs).

He is not holding out much hope. In the past few weeks, inquiries have slumped to zero. Before, he would receive an average of 10 inquiries a month for the vehicles.

This week, a customer at Mr Sopron's dealership traded in a 14 miles-per-gallon Ford Expedition SUV for a Chevrolet Aveo, a tiny car produced by GM's Daewoo affiliate in South Korea. Miles per gallon: double that of the Expedition.

Mr Sopron says: "For someone to come in here and trade an Expedition for an Aveo - we've never seen that."

In a country where a bottle of mineral water has long cost more than a gallon of fuel, the surge in fuel prices is having some effect on US car-buying habits. This weekend, a gallon of petrol, though below highs of $2.40 in some states recently, remained stubbornly above $2.

Earlier this month, 38 per cent of consumers in a survey by Harris Interactive, a New York-based polling firm, and Kelley Blue Book, considered a benchmark for vehicle price comparisons in the US, said the high price of fuel was affecting customers' buying decisions.

But the change in buying patterns has been limited - so far - to the biggest gas-guzzlers on US highways: the largest SUVs that are accumulating on Mr Sopron's garage lot. Below the largest SUVs comes a range of medium and small-sized SUVs, many of them smaller than some ordinary cars. Jim Padilla, Ford's chief operating officer, says: "I don't think we're seeing a dramatic impact on [overall vehicle] sales."

Edmunds.com, a California-based automotive group that analyses nationwide sales trends, says consumers who need the features offered by the largest SUVs - such as massive towing capacity - are still buying. Mike Chung, the group's pricing and market analyst, says: "It's the people on the margins, who are not sure whether they really need a large SUV, who are not buying."

Last month, sales of trucks - a category that includes pick-ups as well as SUVs - rose 6.8 per cent from a year earlier, while ordinary car sales fell 3 per cent. Csaba Csere, editor-in-chief of Michigan-based Car & Driver magazine, says: "Everybody is complaining but in truth [petrol] prices are not at high enough levels to cause those major changes in consumer preferences."

Paul Ballew, executive director of market and industry analysis at General Motors, says: "The other thing that's important from previous cycles is that we're not experiencing gas shortages. The thing that drove the change [in buying patterns] last time was queues at gas stations, which had a much bigger impact than just the price."

David Littman, chief economist at Comerica Bank in Detroit, says US vehicle sales were buoyed not only by financing incentives in the first quarter but also by the Bush administration's tax refunds. But he argues that the effects of the refunds peaked in that quarter. "The deceleration of the economic impact of tax refunds, combined with continued high oil prices, may mean auto sales get slammed [eventually] by 5 to 7 per cent," he says.

There are also concerns about high inventory levels. Merrill Lynch calculates that April's US vehicle inventories were 21 per cent above the five-year average for that month. In a recent report - entitled Where Do You Put An Extra 650,000 Cars and Trucks? - the bank said the build-up was the largest in 13 years.

The prospect of rising interest rates, and consequent perceptions of the beginning of the end of cheap vehicle leases, may also curb US auto sales.

Discomfort over fuel prices has prompted some change in how people use vehicles. Christine Feuell, SUV group marketing manager at Ford, says: "We've noticed that people are using car pools more, and taking shuttles to work." But she says Ford believes that petrol prices would have to hit $3 per gallon before there was any "wholesale" shift towards more fuel-efficient vehicles, such as ordinary cars or even hybrid petrol-electric vehicles.

While sales of hybrids are brisk - there is a four to six-month waiting list for Toyota's Prius hybrid - the segment still accounts for less than 1 per cent of the roughly 17m vehicles sold annually in the US.
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