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Higher oil prices likely to slow growth not derail it 
 
Many investors are probably wondering whether the recent increase in oil prices will push the economy 
back into recession. We do not think so. This report will examine why the economy is likely to slow down 
in response to the increase in oil prices not fall into recession again. 
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As consumers, we know that paying more for 
essential items like food and energy can take 
money away from other goods and services. But 
that does not mean that every increase in food and 
energy prices will derail the economic expansion. If 
you think about it, energy prices are higher today 
than they were during the recession. Yet the 
economy has expanded during the past 20 months 
at the same time that energy prices have 
increased.  

Our work indicates that there is no specific oil 
price, which if exceeded, would cause the economy 
to falter and fall back into recession. Obviously, if 
the price of oil goes high enough, the economy 
could go back into recession. But there are several 
factors which determine what that price might be. 
First, if the economy is strong, oil prices can rise 
further before the economy falters. And second, if 
the increase in oil prices is perceived to be 
temporary, then a spike in prices may not hurt the 
economy. So let’s look at these two factors.

 

 
 

Past performance is not a guarantee of future results. 
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To begin with, it is important to know if the 
economy is strong or weak when energy prices are 
going up. This week’s chart updates the 
comparison of copper prices to crude oil prices 
discussed in several previous reports. We look at 
this ratio because it can tell us whether oil prices 
are increasing too fast relative to the state of the 
economy.   
 
The chart shows that during the past two years, 
the line on the graph has been moving upward, 
although not smoothly. If the line is increasing, 
copper prices are usually going up faster than oil 
prices are increasing. This usually means that the 
economy is strong, and rising energy prices are not 
likely to hurt the economy. If the line is 
decreasing, it usually means that the economy is 
weak and rising energy prices are likely to hurt the 
economy. In other words, the copper/oil ratio is a 
proxy for the impact of energy prices on the 
economy. 
 
During the past couple of years, oil prices have 
occasionally increased faster than copper prices, 
and the line on the chart has dipped temporarily as 
it has during the past month. However, this is not 
a major problem. We would only be concerned if 
oil prices increased much faster than copper 
prices, and the line on the graph started to fall 
substantially. This would suggest that the economy 
was no longer strong enough to withstand the 
increase in oil prices and was at risk of falling back 
into recession. Fortunately, that is not happening. 
But if the turmoil in the Middle East spreads to 
Saudi Arabia, and oil prices go substantially higher 
in a short period of time, then the line on the 
graph could drop much more, indicating a bigger 
risk of recession.  
 
The second reason that an increase in oil prices is 
not always bad for the economy is consumers and 
businesses do not usually cut spending if they 
think that an increase in the price of oil is just 
temporary. It is when consumers think that oil 
prices will stay high or increase on sustained basis 

that they are likely to change spending habits.  
Fortunately, this is not happening either. 
 
The crude oil futures market can tell us what 
traders and investors expect oil prices to do during 
the next year or two. Since the beginning of the 
year, the nearby price of U.S. crude oil has 
increased significantly whereas the differed crude 
oil price for delivery of oil 12 months into the 
future has not increased nearly as much. This is 
telling us that traders expect the current turmoil to 
boost prices temporarily, and a year from now, oil 
prices may not be substantially higher.  
 
We would be more concerned about the economy 
falling back into recession if the differed price of 
crude oil was rising much faster than the nearby 
prices. That would signal that oil prices were 
expected to go up and stay high for a long period 
of time. This would probably dampen spending and 
hurt the economy more than a temporary spike in 
oil prices taking place now. 
 
In summary, there is no magic price for crude oil 
that will cause the economy to fall back into 
recession. If the economy is strong, oil prices can 
rise modestly without hurting the economy. But, if 
the economy is weak, then even a modest increase 
in oil prices could harm the economy. Fortunately, 
the ratio of copper prices to crude oil prices 
suggests that the economy is strong enough to 
withstand the recent jump in oil prices, and 
economic growth is only likely to slow down, not 
stop. More important, the crude oil futures market 
is signaling that the increase in oil prices during 
the past month is likely to be temporary. 
Consequently, consumers and businesses are 
unlikely to change spending habits. If the markets 
were signaling that the increase in oil prices was 
going to get worse over the next year, then the 
risk of the economy falling back into recession 
would be greater. Together, these indicators are 
consistent with our view that the economy is likely 
to grow at a modest rate this year, not fall back 
into recession. 
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Information provided in this report is for educational and illustrative purposes only and should not be construed as individualized 
investment advice. The investment or strategy discussed may not be suitable for all investors. Investors must make their own decisions 
based on their specific investment objectives and financial circumstances. The Standard & Poor’s indexes are unmanaged, weighted 
indexes of stocks providing a broad indicator of price movement. Individual investors cannot directly purchase an index.  
 
Wells Fargo Advisors is the trade name used by two separate registered broker-dealers: Wells Fargo Advisors, LLC, and Wells Fargo 
Advisors Financial Network, LLC, Members SIPC, non-bank affiliates of Wells Fargo & Company.   
 
H.D. Vest Investment ServicesSM, Member SIPC, a non-bank subsidiary of Wells Fargo & Company, and an affiliate of Wells Fargo 
Advisors. 
 
©2011 Wells Fargo Advisors, LLC. All rights reserved.   
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Important Information, Risk Factors and Disclaimers: 
 
 Past performance is not a guarantee of future results. 
 An index is not managed and is unavailable for direct investment. 
 Buying commodity based investments allow for a source of diversification for those sophisticated 

persons who wish to add commodities to their portfolios and who are prepared to assume the risks 
inherent in these markets.  Any investment represents a transaction in a non-income –producing 
commodity and is highly speculative.  Therefore, commodities should not represent a significant 
portion of an individual’s portfolio. 

 Investing in foreign securities presents certain unique risks not associated with domestic investments, 
such as currency fluctuation and political and economic changes.  This may result in greater price 
volatility. 

 
 
 
 
 


