
The French Center on the United States at Ifri

1
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 [A shorter version of this text appeared in European Voice (Brussels)]

Do you remember December 1998 and oil at $9 per barrel? When prices
plunge, people tend to think that they will remain low. But there is more: the lower
prices fall the more people feel sure we have entered a “new paradigm” of low oil
prices. Illogical you might think? Right. For all their imperfections, real or imagined, oil
markets tend to behave roughly in accordance with the most basic economic laws.
Low prices tend to spur demand and drive exploration and development budgets
down, paving the way for prices to eventually redress. That is what economists call a
commodity cycle-and oil is just another commodity after all. From 1997 to 2003,
production decisions by OPEC countries (the cartel of oil producing governments)
has made commodity cycles shorter and sharper-the cartel tends to overshoot in
both directions as it tries to adjust its output to the “call” on its oil.

In 2004 the global oil economy has gone through exceptional circumstances.
For the first time since the beginning of the oil industry some 14 decades ago, oil
demand stretched available production capacity to the limit. Add a “fear premium”
that some traders put near $10 a barrel and you get the almost $50 oil we briefly
experienced a few weeks ago. In this context, it has become near-dogma, in energy
policy circles, that we have entered a new era of high oil prices. Forget the $20 long-
term equilibrium price that most would have bet on just a few years ago. For
consumers world-wide, so are we said, the party is over. Demand from emerging
countries is soaring-with China in the lead-not to mention the oil-hungry US
economy. On the supply side, opportunities for international oil companies to replace
reserves from “greenfield”, exploration-led projects, seem to be getting scarce.
Access to Russia’s brownfields (mainly through equity participation in Russian private
companies), as well as to ultra-heavy oil in North America, and to development-led
projects in OPEC countries, are critical to oil reserve replacement. As for OPEC
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countries themselves, they lack either the will, or the possibility, or both, to
significantly expand oil production capacities. Structural factors-supply and demand
balance, not to mention the beginning of “the end of oil”-will ensure that oil remains
much more expensive in the foreseeable future than it has been since the mid-1980s.

This new “conventional wisdom” is almost certain to be proven wrong. What we
are now experiencing, like so many times before, is the difficulty to resist the
temptation to see a “new paradigm” emerging behind the circumstances of the day.
When prices are high, people tend to think they will remain so. And the higher the
prices the firmer the belief. But economic laws seem to be hard to dispose of. There
are now many signs that the oil market may be on the verge of softening. The
Chinese economy has already significantly cooled down as a result of able
macroeconomic management by the country’s economic authorities. Commercial oil
stocks have been rebuilding world-wide from their lows of the last two years, and
there may be more here than meets the eye as analysts see quite a lot of unreported
stock building. Contrary to what one may read from the newspapers, international oil
companies are investing heavily into upstream projects. A number of significant
projects will be coming on-stream between the fall of 2004 and the end of 2005-from
West Africa, the Gulf of Mexico, the Caspian, Latin America, Asia, and, yes, extra-
heavy “non-conventional” oil from North America. Finally, almost every OPEC
country, except maybe Venezuela and, for obvious reasons, Irak, is now desperate
installing new production capacity. And this time Gulf countries are no exceptions:
Iran, the UAE, and Saudi Arabia are all engaged in capacity expansion. More than
one million barrels a day of new OPEC capacity could come on-stream this year, with
more to come.

Of course, contingencies could overrule market fundamentals in the months to
come-the most cited one, if not the most probable, is a political upheaval in Saudi
Arabia. This possibility may keep traders nervous and continue to drive speculators’
hopes. But eventually the fear premium will recede and one may discover, sometime
in 2005, that the market is well oversupplied. The oil market is very sensitive and the
psychological factor is important: depending on anticipations, small changes in
supply and demand can make a big difference in the price. Given the real changes
that are already visible, it may take only a small reassessment of anticipations to
produce a significant price “correction”.

The creeping oil shock of the last two years has proven less disruptive than one
may have anticipated. But the fact that we can live with higher oil prices does not
mean that high prices are here to stay. Commodity cycles on the one hand, the
shaky management of marginal supply by OPEC countries on the other hand, are
very likely to create ample price swings with little relations, if any, to the actual
scarcity-or lack thereof-of oil resources. This is the “paradigm” we have been living in
for three decades-like it or not, this is the one we are bound to live with over the
years to come.


