“Black Gold, Texas Tea”

Most Baby Boomers can remember the Clampetts from the classic TV show , “The Beverly Hillbillies.”  Jed was out hunting and shot oil instead of possum,, became wealthy, and moved to Beverly Hills.  Oil made his family rich and afforded his mansion, the cement pond, and all those other luxuries they had. 

Though forty years have passed since the show aired, the interest in and importance of oil is still with us, probably more than ever.  Oil is the life-blood of modern industry and without it any country will shut down quickly. Although automotive gasoline is by far the most readily known petroleum product, one glance around a room or around one’s yard will provide a host of petroleum based products.   It is not just necessary for modern industry but for the convenience of most consumers as well.

Which brings us to the theme of this column:  oil prices. The price of a barrel of oil has steadily increased to where $50 per barrel is normal (and many experts indicate it will go much higher in the not-so-distant future).   Yet there are many daily fluctuations in the price of oil—not all of them show up in the price at the pump.  Can we explain the increase in the price of oil and these fluctuations?  We will try. 

Oil is a commodity and like other commodities is heavily influenced by supply and demand.  For years the supply has been relatively constant, affording the world with a modest but sufficient surplus to minimize any small disruptions in output.  Recently, the emergence of China as a manufacturing powerhouse has severely impacted the supply-demand equation.  China now far exceeds its own internal capacity and has tapped the world markets to quench its every increasing thirst.  Yet supply has not increased significantly; thus, with the demand higher and supply consistent, it is not surprising prices have risen. Then there is the terrorism premium; experts indicate the war in the Mideast and tensions there have added a $10 per barrel  premium to the price of oil. 

Examine the process of oil as it comes to us from the Mideast.  It must be pumped out of the ground and transported by pipeline to a port where it is then loaded onto a supertanker.  Weeks later the tanker arrives at a U.S. port and the oil unloaded to a refinery where the various products are distilled—especially gasoline.  By pipeline and truck transport it eventually finds its way to your neighborhood gas station and is available for you when you need to fill your tank.  All this is simple enough.  By why is it when oil prices jump, you immediately feel the impact on your pocketbook that day when you visit  the pump?  After all, that newly expensive barrel of oil takes considerable time to get to your pump but the price increase is felt immediately.  Why?

We can thank our accountant buddies for that.  Fifty years ago, the prevalent method of determining cost of goods sold was FIFO—first in, first out.  That is, the accountants presumed inventory was like a pipeline and as new goods are produced, the older ones are moved closer to the front and eventually purchased.  Costs to produce are basically associated with the goods as they are produced.  In our oil example, the cost for the barrel would be estimated as it comes out of the ground, it would be tracked and as sold, the old cost calculated to determine profit.  Sounds reasonable, hey!

Well, comes along inflation in the seventies.  All of a sudden, costs increases in the production process must be paired with older units.  Under FIFO, as you sell goods, you allocate older costs but by the time you sell an older good, under inflation, the true costs of production have increased and you have lost money.  The accountants invented LIFO.  Instead of allocating the cost to units as they are produced, the cost of a unit is calculated when it is sold and considered to be the cost of  currently producing a unit.  Therefore, any inflationary effects would be eliminated.  In our oil example, as the cost of a barrel increases, that new more expensive cost is directly applied to oil (or gas) that is currently being sold.  Presto.  The current higher price of oil impacts you directly today at the pump rather than at some future timeframe.

But that is only a partial explanation for changes in the price of a barrel of oil.  Another factor is that the worldwide price of a barrel of oil is set from what is called West Texas Intermediate Crude.  In other words, the U.S. dollar is the benchmark for the world’s oil prices.  Lately the value of the dollar to other currencies has been constantly declining. So what a dollar can buy today overseas is much less than it could a year ago.  If you are a Saudi Royal Prince and your country lives off oil royalties, if the amount you get (dollars) is declining, you will tend to increase the price (in dollars) to make up for the loss of its value.  Which is exactly what has (and is) happening..

The final factor in the changing price of gasoline is due to refineries and supply available.  Due mostly to NIMBY and environmental concerns, no new refineries have been built in the US for over twenty years.  Meanwhile, smaller ones have been shut down.  Yet demand has been constantly rising.  Therefore it is not uncommon for refineries to be running at 95 percent capacity, an unusually high number.  With little room for error, any change in the status of refineries will impact the supply of gasoline available and hence the price.  Shutdown of refineries for routine maintenance or due to accidents will impact supply and hence increase the price of gas, independent of the price of oil.  This is exactly what happened in late February and resulted in the latest price spike.

Oil, you can’t live without it.  In this case, you are at the mercies of a wide variety of economic factors.  You have no choice but to go with the flow.

