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3. CONCLUDING ~REMARKS

The effects on the domestic economy of an .

increase in the real world-oil price will depend on what pricing
policy is adopted for domestically produced crude oil. In the
recent Federal election the two main parties put forward different oil-

pricing policies : the Liberals favouring world-parity pricing for

domestic crude and the Labor party proposing to hold the rise in the L.
domestic price below the rise in world prices. In this paper the 2.
multi-sectoral ORANI model:of the Australian economy has been used to

compare the short-run effects on the economy of a rise in world oil 3.
prices under the alternative domestic pricing policies. Full wage

indexation and fixed real domestic absorption were assumed.

The results indicate that the policy of restricting the
rise in domestic oil prices when world-oil prices rise produces
short-Tun gains in terms of the domestic price level, G.N.P.,
aggregate employment and the balance of trade as compared with the
policy of world parity pricing. The effect of the policy on individ-
ual industries arises from the fact that it allows a lower domestic-
cost level than would result from world parity pricing. Industries
which engage in international trade are best placed to take advantage
of this relative cost reduction. The results presented here show
that it is these industries, especially the exporting industries, which
have most at stake, in the short rum, in decisions about oilipricing

policy.

It must be emphasized that this paper has concentrated
solely on short-run effects. No consideration has been given here to

longer run questions about resource allocation or the incentive to
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The export related industries are a second group which is
projected to experience strong output advantage as a consequence of
the price-indexation and price-freeze policies. Although not
exporting directly, this group produces commodities that are sold
mainly to export industries. A good example is the meat producer,
Northern beef. Beef is not exported on the hoof but only after

processing in the meat products industry (industry 18). Note again

that the agricultural industries are strongly represented in the export-

related group.

The major import competing industries also stand to gain
from policies which tend to hold down domestic costs. The extent to
which an industry competes with imports depends on both the share
of imports in the total absorption by the domestic economy of
commodities classified to that industry, and the users' elasticity
of substitution between imports and the domestic mozwnm.u Industries
in the textiles, clothing and footwear sector and in the metal

products sector are good examples of industries which face strong

import competition.

The output response of industries primarily supplying
investment goods will depend on the way in which the aggregate
investment budget (which is assumed fixed in all the simulations) is
reallocated amongst industries under the three domestic crude oil-

pricing scenarios following the two per cent increase in the real

1. The relevant substitution elasticities and import shares from

the ORANI data base can be found in Dixon et al. (1982}, Table 45.4.

THE SHORT-RUN EFFECTS ON
THE AUSTRALIAN ECONOMY OF ALTERNATIVE

OIL-PRICING POLICIES

by
Peter J. Higgs

*
La Trobe University

1. INTRODUCTION

Vincent, Dixon, Parmenter and Sams (1979) have shown how
the om»zHH model can be used to analyze the short-term effects on the
Australian economy of a change in the pricing policy applied to
domestic crude oil. This paper uses a similar lmﬂrom to compare the
short-term effects of the alternative oil-pricing policies that were
proposed by the Liberal and Labor parties in the recent Federal
election. The Liberal kun<~ proposed, and is currently implementing,

a policy of world parity pricing. That is, the price of all domestic

* The author would like to thank Brian Parmenter, Peter Dixon,
David Vincent, Russell Rimmer and Alan Powell for their encouragement
and assistance. Full responsibility lies with the author.

The paper is a condensed version of an honours thesis submitted by
the author to La Trobe University. Copies of the full thesis can be
obtained by writing to the author whose current address is

IMPACT Research Centre, 153 Barry Street, Carlton 3053.

1. ORANI is a multisectoral model of the Australian economy and is fully
described in Dixon, Parmenter, Sutton and Vincent (1982).

2. Current Political Notes (1980).
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TabLe 2.2 continued ....

67.
68.
71.
72.
73.
74.
75.
77.
78.
78.
80.
81.
82,
83.
96.

76.
60.
61.
88.

10.
15.
17.
19,
20.
22.
23.
26.
27.

Metal products,n.e.c.
Motor vehicles, parts
Aircraft building
Scientific equipment
Electronic equipment
Household appliances
Electrical machinexy
Construction equipment
Other machinery
Leather products
Rubber products
Plastic products
Signs, writing equipment
Other manufacturing
Air transport

Selected industries supplying

investment goods
Agricultural machinery
Ready-mixed concrete
Concrete products
Buildings, n.e.c.

Non-trading industries

Other farming non-traded
Forestry

Crude oil

Services to mining

Milk products

Fruit and vegetable products
Flour and cereal products
Bread, cakes

Soft drinks, cordials

Beer and malt

0.02
0.03
0.01
0.02
0.01
- 0.01
0.02
0.03
0.03
0.02
0.02
0.02
0.02
0.01
0.02

0.07
- 0.01
- 0.00
- 0.01

0.01
0.03
0.00
0.01
0.00
0.00
0.01
0.00
- 0.00
- 0.00

0.13
0.17
0.08
0.13
0.06
~ 0.06
0.12
0.20
0.16
0.10
0.10
0.10
0.13
0.05
0.12

0.40
- 0.05
- 0.03
-~ 0.07

0.07
0.17
0.00
0.04
0.01
0.00
0.04
0.00
~ 0.00
-~ 0.01

continued ...

An underlying ten percent inflation rate was assumed
to occur in the world and domestic economies. This assumption
is important as it determines the extent of the squeeze on the
real price of domestic crude oil which occurs under scenario (3).
The results presented are a comparison of the corresponding three
sets of projections. It is important to note that the paper is

confined to comparing the short-run effects of the policies. It

has nothing to say about the longer run issues of resource alloca-

tion and incentives for exploration.

In conducting the simulations a two percent increase in
the real price of crude oil on world markets was assumed. The model
was nrmw shocked with whatever increase in the domestic price of oil
products would be implied by this world-price increase under each of
the three pricing scenarios. The domestic price increases were
derived on the basis of the shares of domestic and imported crude
oil in the cost of refined oil. These shares were calculated using
data, updated to July 1980, from a Broken Hill Proprietary Company

Limited (B.H.P.) econometric model of refinery costs (B.H.P., 1980).

The economic environment assumed in the simulations is the same as that

assumed in Vincent et al, wuoqm~ pp. 84-86). Briefly, a short-run
assumption of fixed industry-specific capital stocks is imposed,
real domestic absorption is assumed to be independent of domestic oil
uwwnw=m.u real wages are held constant via 100 per cent indexation

of money wage rates to the C.P.I. and all domestic labour markets are

assumed to be slack.

1. That is real domestic absorption is assumed to be determined by
other arms of government policy (fiscal and monetary policy for
example) which are not modelled in ORANI. Thus because any
taxes collected from increases in domestic crude oil prices will
cut real domestic absorption, the government is assumed to take
action that effectively adds back to real domestic absorption
what the increase in taxes takes out, via, for example, a
compensatory income tax cut.
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TABLE 2.2
Industry Output Projections: Comparisons of . ) TABLE N,.H
the Effects of:a Two Per Cent Real Increase in a
the World Pricelof Crude 0il Under Alternative Macro Projections : Comparisons of the Effects of
Domestic Crude '0il-Pricing Scenarios . a ‘Two Per Cent Real Increase in the World Price

of Crude 0il Under Alternative Domestic Crude
Oil-Pricing Scenarios
Comparisons between projected outputs

Effect under Effect under
indexation minus price freeze minus Comparisons b
ORANI effect under world effect under world
number parity pricing parity pricing _..u».manﬁ .”Sawn.. mm.mmnn under .
indexation minus price freeze minus
N Variable effect under world effect under worlid
Export industries - parity pricing parity pricing

1. Pastoral zone 0.03 .17

2. Wheat-sheep Zone 0.03 0.16 ORANI index of consumer - 0.06 - 0.37

3. High rainfall zome 0.05 0.29 prices

11. Fishing 0.12 0.73 Aggregate employment 0.02 0.13

12. Iron 0.01 0.06 {persons) ©

13. Other metallic minerals 0.06 0.34 Aggregate exports 0.07 0.42

14, Coal 0.12 0.72 (foreign currency value)

18. Meat products 0.04 0.26 Aggregate imports - 0.02 - 0.10
25. Food products, n.e.c. 0.10 0.61 {foreign currency value)

30. Prepared fibres 0.9 0.34 Balance of trade/G.N.P. 0.01 0.07
63. Basic iron and steel 0.07 0.45
s Real gross national 0.01 0.09
64, Other basic metals 0.07 0.43 product
Export related industries

4. Northern beef 0.04 0.26 a. All projections are in percentage change form except for

5. Milk cattle 0.02 0.10 Balance of trade/G.N.P. where the change in the balance of

6. Other farming export 0.05 0.29 trade is expressed as a percentage of the G.N.P.. .

8. Poultry 0.01 0.08 b. To compare the effects of the world oil-price increase under
9. Services to agriculture 0.03 0.20 the price-freeze scenario with the effects under the indexa-
49. .n?wspamw fertilizers 0.03 0.19 tion scenario simply subtract column one from column two.
69. Ship and boat building 0.06 0.39
70. Locomotives 0.03 0.16 c. Aggregate employment calculated in persons is based on the
76. Agricultural machinery 0.07 .40 ) assumption that hours worked per person are constant.
93. Road transport 0.02 0.15
94. Railway transport 0.03 0.19
95  Water transport 0.02 0.15

continued ...
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