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Exploring how oil limits affect the
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Why oil prices can’t rise very high, for very long
Posted on April 19, 2018 by Gail Tverberg

Oil prices are now as high as they have been for three years. At this writing, Brent is $74.14 per barrel and West
Texas Intermediate is at $68.76. These prices aren’t really very high, if a person looks at the situation from a
longer term point of view than the last three years.

Figure 1. EIA chart of weekly average Brent oil prices, through April 13, 2018.

There is always a question of how high oil prices can go, and for how long.
In fact, we have many resources, of many kinds, whose prices of extraction keep rising higher. For example,
obtaining fresh water for the world’s population keeps getting more and more expensive. Some parts of the
world need to resort to desalination.
The world economy cannot withstand high prices for any of these resources for very long. Certainly, it cannot
withstand high prices for a combination of necessary resources, because people need to cut back on other
purchases, in order to afford the necessities whose prices are rising. This article is a guest post by another
actuary, who goes by the pseudonym Shunyata. He explains in a different way why high resource prices cannot
last, whether they are for oil, or natural gas, water, or even fresh air.
Dear Readers:
As you are no doubt aware, Gail has created a fantastic portfolio of blogs that explore our
energy/financial/economic system, blogs that reveal many hidden or misunderstood aspects of our situation. I
have found these discussions invaluable and share them wherever I am able; to solve our societal problems we
need to develop a societal understanding of these issues.
The problem I face is helping other people, like my grandparents, get a foothold in this complex discussion.
They can understand why oil might “run out,” but trying to understand the problematic financial situation is

more difficult. I like metaphors to explain things – metaphors that allow my grandparents to understand the
major elements of the situation. The metaphors I am using are to the oil industry. My grandparents have been
following the oil situation for a long time. If a person has been following the oil industry, they may be helpful.
Below you will see how I explain Gail’s detailed writing to my grandparents in three short chapters. I hope you
find this outline helpful in your own discussions, and I welcome your suggestions for improving the
transparency of the story.
PRODUCTION COST
What if air had to be produced from wells and purchased by businesses and families to conduct their normal
affairs?
If air is readily available in the ground, we can always extract what we need, making it easy for businesses and
families to operate, or even to grow.
What happens if air becomes harder to extract? Perhaps the easy air is gone and we are increasingly looking at
extracting deep water air, or air dissolved in shale stone.
Technology may be able to help; sometimes it can help a lot. But there is an immediate production cost shock in
funding the development of that technology. This cost shock occurs whether we are talking about conventional
air or solar-based renewable air.
There is a lower but permanent increase in production cost, both to fund the complexity of the technology (a
deep water air rig just costs more to operate than a land rig) and to pay off any debt needed to build the new
technological infrastructure. This cost increase occurs whether we are talking about conventional air or solarbased renewable air.
This cost increase is a permanent drag on the economy. Wages don’t rise to compensate for the higher cost of
air. There is no substitute for air, and air simply isn’t available in the quantities the economy previously enjoyed
– unless we stop doing things that we were doing before and redirect those resources toward producing the
same amount of air we used to have.
DEBT
In a modern financial system, we use “money” as a proxy for economic activity. In a barter system, I can obtain
goods and services by trading my work product for your work product. But carting around packages of finished
goods is unwieldy, so we use “money” as a medium of exchange. If you and I are both willing to trade our
finished goods for a symbolic piece of paper, then I can trade my goods and services for paper, bring that paper
to you and trade it for your goods and services. This medium of exchange makes it easy to trade complex goods
and services over long distances, or at different points in time.
How would lending work in this barter system? Someone could produce many finished goods, trade it for
symbolic paper, but not immediately trade it for other goods, and “save” their paper for later. Debt is a process

of borrowing someone else’s saved symbolic paper to purchase goods and services for themselves. This is helpful
when I need to build a deep water air rig but don’t have the money myself. I can borrow someone else’s money
and pay them back later, after my rig is bringing in revenue.
This simple borrowing process only works if some people aren’t consuming goods and services in the economy,
and are instead allowing others to “borrow” their ability to consume. What if there isn’t enough saving to make
large borrowing possible? What if I want to maximize economic activity and don’t want people to defer their
own individual consumption?
If we want more funding than barter can provide, this can be done in more than one way:
[a] Money can be loaned into existence. This happens every day, when people decide to buy a car, and take out a
loan for that purpose. Or people buy something with a credit card, and decide to carry a balance, rather than pay
it off immediately. Nearly all loans today represent new money to the system.
[b] Governments can also obtain money by issuing bonds. Or they can simply issue money certificates without
having any backing for the money.
Let’s call the process of adding funding to the economy, over and above what would be available by debt,
“money printing.” In each of these cases, symbolic paper is added to the economy without previous work having
been performed.
[1] Money printing can be helpful when it represents an investment in growing the overall economy. Investment
in deep water air rigs will make air more available in the economy and will spur an expansion of economic
activity. In this case the goods and services in the economy eventually “grow into” the amount of money that has
been printed and the extra economic activity in the future is used to repay the debt.
[2] Money printing is unhelpful when it simply becomes someone’s savings (i.e. growing wealth inequality). The
economy is still obligated to repay the debt (usually through taxes) and economic activity becomes sequestered
in wealthy people’s savings, without ever creating demand for someone else’s product.
[3] Money printing is also unhelpful when it is used to fund more air consumption without any investment in air
production. For example, a family that borrows money for an air vacation (or for basic daily air subsistence):
Now has a debt–repayment of which will reduce future air consumption
Has created no permanent demand for air and does not require permanently expanding air production for
the economy–so their vacation air demand tends to increase the cost of air for all other consumers.
PRICE
What happens when we put these two chapters together? When air becomes more difficult to extract:
[1] Production cost goes up permanently.
[2] Economic activity is redirected to maintain air production, and overall economic activity is reduced. With
reduced overall economic activity there is a reduced need for air, resulting in excess air supply and a temporary

reduction in air price.
[3] If air consumers spend their available money on air and defer other purchases, there is an additional
reduction in economic activity, additional excess supply and further reduction in air price.
[4] Reduced price means less revenue to air producers.
[5] Owners of idled air rigs still have debts to pay (money borrowed to build air rig in the first place). They are
willing to undercut the market price of air just to get revenue to pay their debts, even if they aren’t making a
profit otherwise. This drives the price even lower.
So air prices fall, even though the cost of air production continues to rise.
This begins to look like an economic crisis. A natural response of governments is to print money so that
consumers have more money available to purchase air, without deferring other purchases.
This can work for a while, but ultimately fails when there is no overall growth in economic activity to match the
increased money supply. The debt comes due (usually in the form of higher taxes). There isn’t enough
productive activity in the economy to easily pay back the debt. As a result, consumers must defer even more of
their consumption to repay debt, ultimately resulting in even lower air prices.
Eventually either the debt market or air market runs the risk of failing entirely.
[1] When economic activity falters, people can no longer repay their debts (or earn enough income to pay taxes
toward government debt). Either of these outcomes is bad both for borrowers and lenders.
[2] If economic activity falters, market forces push air producers to a zero-profit price point. At this point,
producers have enough money to keep the rigs running and cover debt payments, but no more. Ultimately this
cannibalizes the ability of air producers to maintain existing air supplies. They are unable to purchase
replacement machines, if any one breaks. They cannot make new investments.
Clearly, this situation cannot continue. High prices cannot be passed on to consumers, or they will be unable to
buy other necessities of life. At the same time, if the producers do not get high enough prices, they cannot
continue to provide the air or any other commodity that is needed.
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“Argentina is seeking International Monetary Fund aid after a series of drastic interest rate rises failed to stop the slide in the
peso, pushing a country that only recently restored its credibility with investors back towards a financial crisis.”
https://www.ft.com/content/9024ee04-52b7-11e8-b24e-cad6aa67e23e
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“Emerging market currencies have swooned against the US dollar in the second quarter, leaving the asset class on
track for its worst run since jitters over China ignited a heavy rout three years ago, according to a key gauge.
“JPMorgan’s EM currency index has dropped 5.1 per cent since the end of March, Bloomberg data show. It is the
biggest retreat since the third quarter of 2015…
“”Broad dollar strength has delivered a brutal second quarter for EM so far,” said Chris Turner, head of currencies
strategy at ING.”
https://www.ft.com/content/d77bb21a-52a8-11e8-b24e-cad6aa67e23e
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“Spurred on by massive investor demand for government bond yields, some African states are also issuing
“record levels” of foreign currency debt, pushing their countries to the brink of debt distress, the IMF said. It
said that about 40% of low-income countries in the region are now in debt distress or at high risk, adding that
refinancing such debt could soon become more costly.”
https://news.sky.com/story/african-nations-at-risk-of-economy-crippling-debt-imf-warns-11363998

Gail Tverberg says:
May 9, 2018 at 6:31 am

