What do recent developments in oil
markets mean for the economy?
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Gasoline Price increase | Price controls Key factors Business cycle
shortages peak
Nov 47- Dec 47 | Nov 47-Jan 48 no strong demand, Nov 48
(37%) (threatened) supply
constraints
May 52 Jun 53 (10%) yes strike, Jul 53
controls lifted
Nov 56-Dec 56 | Jan 57-Feb 57 yes Suez Crisis Aug 57
(Europe) (9%) (Europe)
none none no Apr 60
none Feb 69 (7%) no strike, strong Dec 69
Nov 70 (8%) demand, supply
constraints
Jun 73 Apr 73-Sep 73 yes strong demand, Nov 73
Dec 73- Mar 74 (16%) supply
Nov 73-Feb 74 constraints,
(51%) OAPEC embargo
May 79-Jul 79 | May 79-Jan 80 yes Iranian Jan 80
(57%) revolution
none Nov 80-Feb 81 yes Iran-lraq War, Jul 81
(45%) controls lifted
none Aug 90-Oct 90 no Gulf War | Jul 90
(93%)
none Dec 99-Nov 00 no strong demand Mar 01
(38%)
none Nov 02-Mar 03 no Venezuela unrest, none
(28%) Gulf War 1
none Feb 07-Jun 08 no strong demand, Dec 07
(145%) stagnant supply




Potential output or aggregate
demand?

Consider exogenous disruption in oil
supply of 1m barrel/day

Option to individual firm: buy same
guantity as before at higher price

loss = price per barrel x 1 million

If firm does something other than this,
value of loss must be less than dollar
value of lost oll



Example:

 Energy costs = 5% of GDP

* 2% decrease in supply of energy
 0.1% loss in GDP



 Demand side: suppose gasoline price
increases $1/gal

 If consumers buy same quantity x gals as

nefore, must decrease spending or saving

0y $X

 very slow recycling of OPEC or domestic
oll company profits




Gasoline has increased
60¢/gal since Jan

Americans consume 140
B gal/year

If tried to buy same
amount of gasoline, must
cut other spending by $84
Blyear

0.6% slowdown in GDP
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Pre-2007 estimated impulse-response function (and 95% confidence

Intervals) relating 100 times log of real consumption spending to X

Response of total consumption
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Reproduces Figure 8a in Edelstein and Kilian (2007)



Pre-2007 estimated impulse-response functions.
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Reproduces Figure 8b-d in Edelstein and Kilian (2007)



Pre-2007 estimated impulse-response functions.

Motor vehicles
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Reproduces Figure 8e in Edelstein and Kilian (2007)
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U.S. domestic light truck sales
(thousands of units)
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Dynamic Simulations of Real GDP

o=
=
m —
< From AR(4)
From Model with Qil Prices and AR(4)
uy
28
-
ﬂ —
i
E
o
. =
O
53
20
;D“- —
E
=
m —
=
2007q1 200793 2008q1 2008g3 2009q1 2009q3

MNote: Simulations begin in 2007g4. Model with oil prices is Equation 3.8 of Hamilton (2003).

According to this model, we’re still OK
(2011:Q2 price below 2008:Q2 means NOPI = 0)



Pre-2007 estimated impulse-response functions.

Consumer sentiment

-10

-15

-20

-25 \ \ \ \ \ \ \ \ \ \ \ \

]
o 1 2 3 4 5 6 7 8 9 10 11 12 1

\ \
3 14 15

Reproduces Figure 11a in Edelstein and Kilian (2007)
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Consumer sentiment (black) and
negative of real gasoline price (blue)
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Energy expenditures as a share of total consumption
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