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Katrina and oil prices 

No safety net
Sep 8th 2005 | NEW YORK 
From The Economist print edition



Could the hurricane set off an energy crisis?
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Higher and higher
HURRICANE KATRINA could lead to “one of the biggest energy shocks since the 1970s, perhaps even the biggest.” So argues Daniel Yergin, a historian of oil and head of CERA, an energy consultancy. He is not alone. Various oil veterans, some of whom were fairly relaxed during the demand-fired rise in oil prices from $10 a barrel in 1999 to $70 recently, are now concerned that this storm could push the oil market into a global crisis and perhaps drag the world economy into recession.
At first blush, it is hard to take such gloomy views seriously. America's economy is growing at a healthy clip, as is the world economy. What is more, history shows clearly that natural disasters like hurricanes do not have an enduring impact on the economies of rich countries. The damage done to economic output in the short term is always made up (or more) later on by a reconstruction boom. The behaviour of oil markets also called the gloomy view into question. By midweek, crude oil prices—which had risen at first to a nominal record of $70.85 a barrel—had fallen back sharply, to around $65. 
So does that mean the oil sector has been spared Katrina's wrath? Not necessarily. First, Mr Yergin observes that no hurricane has ever destroyed as much of the entire value-chain of energy infrastructure, from offshore rigs to underwater pipelines to refineries and power lines on shore. On current evidence, Katrina's shockwaves will be wider, and last longer, than those of previous storms. 
The world crude-oil market will not suffer particularly. Although perhaps half of the output of the Gulf of Mexico, itself accounting for about a quarter of America's oil and gas output, is still shut down, prices have not shot up, because world markets were over-supplied with crude when the storm hit. The crunch is in refining and refined products such as petrol. OECD countries have agreed to release government crude-oil stocks, but America has no strategic stocks of petrol and Europe has too little to make a difference. 
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The world's refining sector was already stretched to the limit before Katrina hit (see chart). The problem was most acute in America, where demand has far outpaced refining capacity. As a result, America imports about a tenth of its petrol, up from just 4% a decade or so ago. Domestic refining volumes have gone up, but not enough; and Katrina has now knocked out eight refineries, representing perhaps a tenth of the country's capacity. 
Half of those refineries might be back on line within weeks—but officials say the others may take a couple of months. This would be “a huge problem, since there is not enough spare refining capacity globally,” says John Paisie of PFC Energy, a consultancy. Traders are already starting to fill the gap with petrol from European and South American markets, raising prices across the world. 
Fadel Gheit of Oppenheimer, a fund-management firm, is concerned. Most of the refinery workers, he points out, are still unable to return to their jobs as most lost their homes and many lost family members. He points out that the hurricane season is not over yet, and when it passes another menace will arrive: peak winter demand, which will replace demand for petrol with clamour for heating oil. 
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The second great unknown is how consumers will respond to short-term price rises and sporadic shortages. Already, prices in some areas have jumped a dollar since the storm, touching $4 a gallon or higher. In other places, brief shortages have been reported. With most commodities, higher prices dampen demand. Yet demand for petrol is pretty inelastic in the short term. Even if prices rise, soccer moms still have to go to work and drop off their children at school. Philip Verleger, an economist affiliated with the Institute for International Economics, a think-tank, suggests that it would take a doubling of petrol prices to reduce American petrol consumption by just 5%. He worries that “rising prices are going to require consumers to double expenditures on gasoline, electricity, and heating fuels. Other spending will be cut—and recession will follow.”
That remains a minority view among economists; but, for the first time since the 1970s oil shocks, there was semi-serious talk in official Washington this week of conservation measures. The full Senate Energy Committee sent a letter to George Bush asking him among other suggestions, to encourage federal government employees to share cars. Senator Pete Domenici, the Republican head of the committee, even floated an idea that Mr Bush hates: raising vehicle fuel-economy standards, which are close to a 20-year low. 
The third great unknown about oil is whether the world will see a second blow to the system before Katrina's damage is undone. This question is the more urgent since governments have now committed themselves to releasing a chunk of their official stocks of petroleum on to the open market. Once those are depleted, the world will be much less able to cope with the all too common surprises (coups, civil strife or terrorist attacks) that lead to supply disruptions in oil-producing countries.
What would happen if there were two moderate blows to the world oil economy at once? America's National Commission on Energy Policy (NCEP), a group of leading energy gurus and politicians from both parties, asked that question recently. In an elaborate exercise, the group “gamed” out the likely impacts of a natural calamity and a supply disruption amounting to just 4% of the world's oil supply. Their conclusion: prices would probably jump from $60 (their assumed baseline) to over $160, even without any massive al-Qaeda attack on vital Saudi oil infrastructure.
At the time of the first Gulf war, such a prognosis could never have been made. Back then, global demand was much lower and the world had plenty of spare production capacity. But today, as the run-up in prices before Katrina had already made clear, there is no safety net.
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