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How will the slump in oil prices affect the world economy? 

 The collapse in oil prices over the past few months will not transform the outlook for the world 
economy, but it should act as an “automatic stabiliser”, providing some reassurance to those 
fearing the worst. If, for example, the price of Brent settles at $85 per barrel, we estimate that it will 
boost global demand by around half a percentage point next year. It should also reduce inflation by 
a similar amount. Although this should make little difference to monetary policy in the US and UK, it 
is another factor which may encourage the ECB to further loosen policy in the coming months.  

 If it settles at $85 per barrel, the average price of Brent crude will be $20 lower next year than this 
year. This would be sufficient to transfer the equivalent of 0.9% of world GDP from oil producers 
to oil consumers. As net oil consumers tend to spend a higher proportion of their income than net 
producers, this should result in an increase in global demand.  

 Such a fall in oil prices would also mean that headline inflation in advanced economies next year 
will, on average, be around 0.5 percentage points lower than otherwise. But the impact on core 
inflation will be smaller, and there may be no effect on expected inflation over the longer term.  

 Despite the impact on headline inflation, lower oil prices should make little difference to monetary 
policy in the US. This is partly because the Fed has both an inflation and employment mandate. Any 
fall in inflation would strengthen the case for looser policy but this is likely to be offset by an increase 
in employment, which strengthens the case for tighter policy. The Bank of England is also likely to 
“look through” any reduction in headline inflation.  

 Central bankers are more likely to respond to a slump in oil prices in countries which are at risk of 
deflation. Indeed, cheap oil has already contributed to the BoJ’s recent decision to accelerate its 
asset purchases, and we expect the ECB to follow suit in the coming months. 

 Cheaper oil will have mixed effects on emerging economies. It will generally help to keep inflation 
low, and will reduce the twin deficits of countries which are large net oil importers, such as India 
and Turkey. Among the major oil producers, the wealthier Gulf states should be able to weather a 
period of lower oil prices, but prospects are bleaker for countries such as Venezuela and Russia, 
whose governments were less prudent when oil prices were high.  

 Overall, lower oil prices are a net positive for the global economy, primarily because they provide a 
windfall gain to consumers in advanced economies. But the slump in the oil price will do little to 
rejuvenate the key emerging economies, nor will it solve the problems of the euro-zone or Japan.  
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After four years of relative stability, the price of 
Brent crude has collapsed from $115 per barrel in 
June to around $83 at the time of writing. In this 
Focus we consider the reasons for this fall and the 
outlook for prices in the coming years. We then 
discuss the impact of cheaper oil on demand, 
inflation and monetary policy in advanced 
economies. And we finish by outlining some of the 
implications for emerging economies.  

What has happened to oil prices? 
The price of Brent crude averaged approximately 
$110 per barrel between the beginning of 2011 
and the middle of this year, and it traded in a 
relatively narrow range during that period. But 
since June, prices have slumped. (See Chart 1.) 
Indeed, the oil price has fallen below the $90pb 
which we predicted for the end of this. (See our 
Commodities Update, “Oil price falls sharper than 
even we expected”, published on 17th October.) 

CHART 1: PRICE OF BRENT CRUDE (PER BARREL) 
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Admittedly, the fall in prices is partly due to the 
strength of the dollar, but even the euro price has 
fallen significantly, as Chart 1 also shows. 
Moreover, prices of all the major benchmark 
crudes have fallen. In short, whichever way you 
measure them, oil prices have fallen sharply in the 
past few months.  

The significance of a fall in oil prices depends to a 
large extent on whether it results from weak 
demand or from an increase in supply. If the price 
falls only because of weaker demand, then it 
should be seen primarily as a symptom of a global 

slowdown. In these circumstances, cheaper oil 
should help to limit the extent of the resulting 
downturn, acting as a kind of “automatic 
stabiliser”, although it is possible that consumers 
will chose to save more of their windfall if the 
overall economic outlook is particularly bleak. In 
contrast, a fall in oil prices which is driven by 
increased supply should have a positive impact on 
the world economy. 

Weak demand cannot explain the price slump 
There are some signs that global demand has 
weakened in the past few months. For example, 
the latest business surveys indicate that the euro-
zone continued to stagnate in Q3; China’s GDP 
increased at its slowest pace in five years in the 
same period; and Japan is coming out of its 
second-quarter contraction with very little 
momentum.  

CHART 2:  OIL PRICE AND GLOBAL MANUFACTURING PMI 
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However, these signs of weakness are not 
sufficient to explain such a sharp drop in oil 
prices. Global business surveys, which are the 
most reliable timely indicator of the health of the 
world economy, have not dropped sufficiently to 
explain the collapse in the oil price. (See Chart 2.) 
Moreover, the prices of industrial metals, which 
are more responsive to changes in global demand, 
have held up much better than the price of oil or 
agricultural commodities, suggesting that weak 
demand has not been the main driver of lower 
commodity prices. 

How will the slump in oil prices affect the world economy? 
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What’s more, growth has been quite rapid in some 
parts of the world during recent months. The 
annualised growth rate in the third quarter was 
3.5% in the US and 2.8% in the UK and we 
estimate that growth in the world economy as a 
whole actually accelerated slightly in Q3. (See 
Chart 3.) Moreover, we think activity is likely to 
slow only slightly in the coming quarters. 

CHART 3: GLOBAL PMI AND GLOBAL GROWTH  
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Given that there has not been a slump in global 
demand an improvement in supply conditions 
provides a more plausible explanation for the 
recent drop in oil prices. Our Commodities service 
provides detailed analysis of supply conditions, but 
the key development in the past few years has, of 
course, been the surge in US production due to the 
shale revolution. (See Chart 4.)   

CHART 4: OIL PRODUCTION (MILLION BARRELS PER DAY)  

Source – Bloomberg 

Until recently, increased US production did not 

lead to a fall in oil prices for several reasons. An 

unusually large amount of supply was offline due 

to the insurgency in Libya and sanctions on Iran. 

And the conflicts in Ukraine and Iraq probably 

kept the risk premium high. However, output from 

Libya is now returning, as Chart 4 also shows, and 

this has contributed to the market being 

significantly over-supplied. Meanwhile, fears that 

the geopolitical problems will disrupt supply have 

diminished. 

Oil prices likely to fall further 
Looking ahead, although we would not be 

surprised to see a modest rebound in prices before 

the end of this year, we expect prices to end 2016 

at around $80pb. This is due to both supply and 

demand factors. 

On the supply side, output of both conventional 

and unconventional oil should continue 

expanding rapidly during the coming year or two. 

Admittedly, the pace at which shale output 

increases may slow from the 30% y/y rate recorded 

in October, but fears that shale production will 

actually decline look wide of the mark. The 

average cost of producing shale oil is well below 

$85 per barrel and industry sources suggest that 

there is plenty of room for costs to continue falling 

rapidly. (See our Commodities Update, “Falls in oil 

prices not enough to cut output”, published on 27th 

October.) 

Output from expensive ultra-deep water wells is 

also likely to rise in the coming years, even if the 

oil price settles at $85 per barrel. The bulk of the 

capital expenditure on many of these wells has 

already been made, which means it will still be 

profitable to extract the oil so long as operating 

costs remain below the oil price. There is also 

scope for more production to come back online in 

conflict-affected countries (notably Libya and Iraq) 

and from Iran. And finally, we expect key OPEC 

members, led by Saudi Arabia, to take a sanguine 

view of the current weakness in oil prices. In our 

view, lower prices may even work in their favour 

in the longer term by encouraging demand for oil 

and making alternative energy sources, such as 

renewables, less competitive. 
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Meanwhile, the expansion of global energy 

demand is likely to be relatively sluggish by past 

standards. Although it is not falling off a cliff, as 

some fear, global growth is sure to remain weaker 

than in the pre-crisis period. There is also likely to 

be a substantial further improvement in energy 

efficiency. (See our latest Commodities Analyst 

“Time to look again at commodities”, published on 

20th October.)  

How much will cheaper oil boost demand? 
A good starting point in assessing the impact of 
falling oil prices on global demand is to look at the 
value of world oil production. At a price of $100 
per barrel, global consumption is worth just over 
4% of world GDP. (See Table 1.) A fall in the price 
of oil by $10pb therefore transfers the equivalent of 
0.4% of world GDP from oil producers to oil 
consumers. 

TABLE 1: GLOBAL OIL PRODUCTION (2014)  

Oil Price ($pb) 
Value of Annual 

Output ($ trillion) 

As a share of World 

GDP (%) 

$60 1.9 2.5 

$70 2.2 2.9 

$80 2.6 3.3 

$90 2.9 3.7 

$100 3.2 4.1 

$110 3.5 4.6 

$120 3.9 5.0 

$130 4.2 5.4 

Sources – BP, CE.  

The consequences of such a fall in oil prices for 
global demand depend on how consumers and 
producers respond. Overall, lower prices are likely 
to boost demand because oil consumers tend to 
spend a higher share of their income than oil 
producers. (See Chart 5.)  

The Gulf countries in particular have been 
cautious about spending their oil windfall in recent 
years. Since they have been living well within their 
means, they will not need to cut back their 
spending very sharply if oil prices remain at their 
current level. In contrast, when Western 
consumers find themselves paying less for petrol 

and other forms of energy, they are likely to 
increase their spending on other goods and 
services. It is this asymmetric reaction to cheaper 
oil which means that changes in the oil price 
influence global demand.   

CHART 5: NET OIL OUTPUT & SAVINGS RATES (2013) 
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The magnitude of the increase in demand is 

impossible to forecast with any certainty because it 

is difficult to measure and will vary between 

countries and over time. However, a useful rule of 

thumb is that in the short term (i.e. one or two 

years) oil consumers typically spend about half 

their windfall from lower prices whereas oil 

producers make no significant change to their 

expenditure.  

On this basis, the boost to demand from a $10 fall 

in the oil price would be around 0.2% of world 

GDP. If Brent settles at $85 per barrel, implying 

that the average oil price would be $20 lower in 

2015 than this year, this should, over time, boost 

global demand by around 0.4 percentage points. 

Chart 6 overleaf puts this in context by showing 

the change in the value of global oil production as 

a share of world GDP for each calendar year since 

2000. The rise in oil prices during the period from 

2002 to 2007 transferred resources to oil producers 

from net oil consumers. This will have acted as a 

drag on global growth. Subsequently, the fall in oil 

prices during the global financial crisis transferred 

approximately 1.8% of world GDP from producers 

to consumers in 2009, acting as an “automatic 

stabiliser” during the downturn.   
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CHART 6: OIL PRICE AND VALUE OF OIL PRODUCTION 

-2.0

-1.5

-1.0

-0.5

0.0

0.5

1.0

1.5

2.0

2.5

-120

-90

-60

-30

0

30

60

90

120

150

00 01 02 03 04 05 06 07 08 09 10 11 12 13 14 15

Change in value of oil output 
(% of world GDP, RHS)
Brent crude price ($pb, LHS)

If oil prices settle 
at $85pb

Collapse in price
of Brent benefits 
oil consumers

Sources – BP, Thomson Datastream, CE 

The bigger picture 
Any benefit to the global economy from lower oil 
prices should be seen in the context of the 
numerous other factors affecting global growth. In 
brief, strong recoveries are now underway in the 
US and UK, but the euro-zone and Japan are 
struggling with high debt burdens, weak demand 
and the spectre of deflation. Meanwhile, the key 
emerging economies have suffered a structural 
slowdown. With this in mind, our forecasts – 
which assume that oil prices will fall steadily over 
the next two years – are for global growth to 
accelerate slightly, from 2.8% this year to around 
3.3% in the coming two years. (See Table 2.)  

TABLE 2: GDP (% Y/Y) 

Country 2014f 2015f 2016f 

US 2.3 3.0 3.0 

Euro-zone 0.7 1.0 1.5 

Japan 0.9 0.5 0.8 

UK 3.0 3.0 3.0 

China 7.3 7.0 6.5 

India 5.0 5.5 6.0 

Russia 0.5 0.5 1.5 

Brazil 0.2 1.5 1.8 

World 2.8 3.3 3.3 

Source – Capital Economics 

The fall in the oil price should therefore help to 
support the global recovery, but is not sufficient to 
get growth back to its pre-crisis average, which 
was around 4% per year between 2000 and 2007. 
Nor is it enough to revive the fortunes of flagging 
regions such as the euro-zone and Japan.   

Implications for inflation and monetary policy  

It does not require an econometric model to work 

out that the slump in oil prices will lead to lower 

inflation. We estimate that, if oil prices stabilise 

around their current level, the rate of inflation of 

the energy price component of the consumer price 

index will drop to around minus 5% in advanced 

economies. This is illustrated in Chart 7, in which 

the year-on-year change in the oil price is 

projected forward on the assumption that Brent 

settles at $85 per barrel. 

CHART 7: OIL PRICES & OECD CPI ENERGY (% Y/Y)  
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As energy typically accounts for around 10% of the 

consumer price index in advanced economies, this 

in turn should drag down the headline inflation 

rate by around 0.5 percentage points compared to 

where it would have been. Indeed, we have 

recently revised down our forecast for headline 

inflation in the US from 1.9% to 1.4% for 2015.  

However, central banks in advanced economies 

do not typically react to movements in headline 

inflation, particularly if they result from changes in 

commodity prices. Instead, they are concerned 

about changes in core inflation and particularly 

expected inflation. The fall in oil prices will have a 

modest impact on core inflation, reducing it by 

around 0.2 percentage points on average. And it 

may have very little impact on expected inflation 

over the two-year time horizon which central 

banks usually consider. The implications of lower 

oil prices for monetary policy are not, therefore, as 

straightforward as might be assumed. 
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As it happens, we do not expect cheaper oil to 

make much difference to monetary policy in the 

US. This is partly because the Fed has both an 

inflation and an employment mandate. Cheaper 

gasoline will boost household spending on other 

goods and services. This should help to bring the 

US to “full employment” earlier rather than later, 

thus strengthening the case for tighter monetary 

policy. Over the coming year or two this is likely 

to cancel out any tendency for lower headline 

inflation to encourage the Fed to loosen policy.  

At present, we think the Fed is likely to raise its 

interest rates to around 2.75-3.00% by the end of 

2016, a view which has not changed because of 

the recent slump in oil prices, and we continue to 

think that the first rate hike may be as soon as 

March. (See our US Economics Weekly, “Market 

moves leave Fed with a tricky balancing act”, 

published on 17th October.) 

The slump in oil prices should also have little 

impact on the Bank of England’s monetary policy. 

The Bank of England has a well established track 

record of “looking through” movements in 

commodity prices when setting interest rates. 

Admittedly, we have recently pushed back our 

forecast of the UK’s first interest rate hike from 

February to the second quarter of 2015. But this is 

due to concerns expressed by members of the 

Monetary Policy Committee about the weakness of 

domestic price pressures and the slowdown in the 

euro-zone. It is not due to the fall in oil prices.  

Lower oil prices may, however, have a bigger 

impact on monetary policy in the euro-zone. 

Although the price of oil has fallen less when 

measured in euros than in dollars, it is still 20% 

below its peak in June and will therefore lead to 

further declines in inflation. Whereas other central 

banks may look through these effects, concern 

about the risk of outright deflation is likely to 

increase pressure on the ECB’s Governing Council 

to adopt “full-blown” QE – something that we 

think it will ultimately be forced to do.  

Finally, the slump in oil prices has already had 

some influence on the Bank of Japan, which faces 

similar concerns. Various factors prompted the BoJ 

to step up the pace of its asset purchases last 

Friday, but the BoJ noted that lower oil prices 

might contribute to delaying the end of the 

“deflationary mind-set”.  

Implications for emerging economies  

Our various emerging markets services are the 

place to look for detailed analysis of the impact of 

lower oil prices on developing economies, but a 

few points are worth making here. 

First, the implications of lower oil prices for 

emerging economies are largely country-specific. 

The consequences depend first and foremost on 

whether a country is a net oil importer or exporter 

(see Chart 8) and on a host of issues such as how 

large its reserves and budget deficit are before the 

oil price falls. In other words, there is no typical 

emerging economy.  

CHART 8: NET ENERGY EXPORTS (2012, % OF GDP) 
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The good news is that cheaper oil will help to 

reduce the current account and budget deficits of 

the large oil importers. It has already eased some 

of the pressure on the budget in India, where 

energy subsidies have cost the government around 

8% of its revenues in recent years. India’s 

government has taken advantage of the 

opportunity provided by lower oil prices to cut fuel 

subsidies. (See our Emerging Asia Economics 

Update, “Why fuel subsidy reform matters for India 

and Indonesia”, published on 20th October.) Turkey 
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and South Africa also stand to benefit significantly 

from the fall in oil prices, although the current 

account deficits of both countries will remain 

worryingly high.  

The implications of lower prices for the major oil 

producers vary. The Gulf countries have run large 

current account and budget surpluses during the 

past decade and are therefore in a good position 

to withstand a period of lower prices without 

running into serious macroeconomic problems. 

(See our Middle East Economics Focus, “Gulf: Fall 

in oil prices unlikely to trigger another ‘lost 

decade’”, published on 21st October.)  

Prospects are not so good for countries whose 

governments have been less prudent, such as 

Russia and Venezuela. In the near term, the 

Russian economy should also be able to cope with 

a period of lower oil prices, but we estimate that if 

prices stay around their current level for another 

two or three years Russia could face an economic 

crisis. If prices fall even further, the crunch point 

would come sooner. (See our Emerging Europe 

Economics Focus, “How and why lower oil prices 

matter for Russia’s economy”, published on 20th 

October.)   

What if oil prices fall much further?  

We have already highlighted our main conclusions 

about the impact of oil prices settling at $85 per 

barrel. A much sharper fall in oil prices to, say, 

$70 per barrel, would lead to larger benefits for 

consumers and a bigger fall in headline inflation. 

But it would also have several other effects, which 

are not significant at a price of $85 per barrel.  

First, a price of $70 per barrel would make more 

unconventional oil production unprofitable, 

meaning that there could be a contraction in shale 

output. It would also provide a much stronger 

incentive to Saudi Arabia and the other OPEC 

members to scale back production. Together, 

lower conventional and shale output could put a 

floor under the fall in oil prices. 

Second, much lower oil price might also force the 

large Gulf producers to begin to pare back their 

spending, as it would begin to put pressure on their 

budgets. And it may also trigger balance of 

payments and fiscal crises in countries such as 

Russia and Venezuela. While we do not expect oil 

prices to drop to $70 per barrel in the near term, 

that is indeed our forecast for the end of the 

current decade. 


