
A. Is methanol viable? - are the fundamentals versus fossil oil sound? 

Summary 

Methanol was an important fuel at the birth of the automotive industry but due to the significant fall in the cost of 

oil in the early 20th century, petrol and diesel became the fuels of choice. During the 1970s, methanol was seen 

as the alternative fuel with most potential to contribute to resolving the oil crises in the medium and long-term.   

However, falling oil prices in the mid 1980s once again pushed methanol into the background.    

Now however, the economics are swinging strongly in favour of methanol as rising oil prices are being forecast to 

be robust into the long-term. A crossroads has been reached where methanol costs are becoming competitive 

with diesel and petrol prices and are expected to continue to fall relative to petrol and diesel. Also methanolôs 

well established environmental benefits are finally being more widely recognised.   

It is important to try to establish whether the medium and long-term economic case for methanol viability is sound 

this time around.    

To do this it is essential to establish as far as possible:- 

 why the oil price forecasts were wrong in the 1980s  

 what has changed since then to make todayôs high prices more robust in the short-term 

 whether the oil supply/demand fundamentals going forward will support high oil prices into the medium / 

long-term.   

Zero-m has analysed the history and current situation and finds that the oil price forecasts were wrong in the 

1980s because of flawed analysis of both supply and demand. Several changes have occurred in the oil markets 

since then which fully explain todayôs higher prices and confirm that forecasts of high oil prices into the medium 

and long-term are firmly grounded in and supported by likely future market fundamentals. 

 

Once again oil is running out and clean alternatives must be found 

The arguments being made for new initiatives in renewable and other alternative fuels today are very much the 

same ones being made in the early 1980s, i.e. conventional oil supply is peaking and will soon decline, there is a 

need to improve supply security and now additionally, there is an increasing need for cleaner, low carbon fuels - 

even if they are more costly.   

Are these arguments still premature such that attempts to introduce methanol will fail again on economic grounds 

- or has the world moved so that once the early introduction costs have been borne by fuel duty relief long run 

economics will underpin methanolôs competitiveness in the market?  

The key questions requiring an answer to establish whether or not methanol will succeed 

commercially and be viable this time are:-  

 Why were the oil price forecasts wrong in the 1980s? ï why, after oil prices rose so sharply in the 1970s 

to make such an apparently clear and robust case for methanol, did they then fall back so far in the mid 

1980s to totally undermine that case, and why, against early 1980s expectations, did prices then stay below 

the cost of methanol throughout the 1990s, not reviving until recently?  

 What has changed since then to make todayõs high oil price forecasts more robust in the short-

term? - with the answers to the above questions in mind, and with oil prices back over $50/barrel, again 

high enough to make methanol economic after launch costs have been covered, what, if anything, has 

changed in oil markets since the 1980s and 1990s to make oil prices stay high and therefore methanol 

introduction more likely to succeed commercially this time around? 



 Do the oil supply/demand fundamentals going forward support high oil prices into the medium and 

long-term? - looking into the future, are the key oil supply/demand trends, which dictate oil prices, now set 

to support methanol economics into the medium and long-term, or is the 1980s history of oil demand 

collapse and falling oil prices, followed by many years of low prices, likely to repeat itself? 

A.1. Why the oil price forecasts were wrong in the 1980s  

A.1.1. Why did oil prices rise so high in the 1970s and fall back in the 1980s? 

The oil price rises in the 1970s were largely unforeseen.   By the early 1980s high oil price levels had very much 

become an accepted fact such that by 1980, oil price forecasts generally anticipated upwards movements from 

the then current level of ~$30/barrel (in 1980 money) towards $110 to $160 per barrel (in 2008 money) by the 

year 2000. 

As Figure A-1 shows, as time went on these forecasts proved to be spectacularly wrong.  Oil prices fell to an 

average of approximately $10/barrel for the next 20 years or so. 

 

Figure A-1 1981 official oil Industry oil price forecasts and actual oil price path 

In the 1960s and early 1970s both World GDP growth and oil demand were assumed to be fairly robust to 

smoothly rising oil prices. 

But the growing strength of OPEC and the reducing ability of the majors to invest in new oil capacity in the 

Middle East structurally reduced the ability of world oil capacity to keep up with the very high rate of demand 

growth at the time.   

The Yom Kippur War in 1973 and the Iranian Revolution in 1979 both came at times when supply was becoming 

stretched and very little spare capacity was available. Because both events were accompanied by real cuts in 

physical oil production, prices did not rise smoothly, but spiked sharply.  Suddenly, on both occasions, there 

were more buyers than sellers.  Some panic set in due to the fact that the Middle Eastern oil producers controlled 

so much of world oil.  As a result prices were bid sharply higher.   



Once prices were high it naturally suited the OPEC cartel to withdraw production as demand fell in order to keep 

prices up.  This meant that the market was exposed to very significantly higher prices, much higher than the pre-

1973 level, for longer than would have been the case without the OPEC production cuts. 

This in turn meant that the OECD was put further into recession so that demand fell more steeply and further 

than it might otherwise have done. As a result, particularly after the 1979 price shock, a very large supply 

overhang began to build. 

By 1980, high oil prices had been the norm for 6-7 years and the 1979 oil price hikes due to the Iranian 

Revolution were fresh in the industryôs mind. There was full expectation that the apparently successful OPEC 

strategy of restricting their output to keep supply in balance with growing fuel demand would continue and so it 

was widely forecast that high prices would persist or further increase. 

However, in making these forecasts, fundamental errors had been made relating to both supply and demand.   

The extended period of very high prices over 4-5 years following the 1979 crisis resulted in a major unforeseen 

fall in demand. This was initially matched by a similar withdrawal of supply by OPEC. But this eventually proved 

unsustainable as new non-OPEC supply sources were encouraged and demand still failed to recover to the 

growth rates seen prior to 1973 and 1979. 

A.1.2. Oil demand fell faster and further than expected 

A.1.2.1 The impact of high oil prices on fuel efficiency was greater than expected 

It seems certain that in addition to believing GDP to be more robust to oil price than it was, the forecasters of the 

early 1980s underestimated how oil efficient the developed economies could become. After all, oil demand had 

recovered to its pre-1973 growth rate within 2 years of the 1973 oil crisis despite oil prices having more than 

tripled.    

Figure A-2 Impact of oil prices on oil demand 1965 - 2008 



Figure A-2 shows that from 1979, total oil demand fell very sharply from a previously steep growth trend.  

Furthermore, after 1979, the oil intensity of GDP has never recovered to pre-crisis levels as can be seen from the 

blue 1985-2008 demand growth trend line.   

As the 1980s and 1990s progressed it became clear that part of the error was to underestimate:  

 The scope for more people quickly to choose smaller cars  

 The potential for all vehicles to be made more fuel efficient over a medium-term period 

 How much non US OECD governments would increase fuel taxes to hasten investment in fuel efficiency 

Overall the high prices irreversibly encouraged smaller cars and better fuel efficiencies, which have kept 

transport fuel demand growth well below what it might otherwise have been. 

A.1.2.2 The impact of high oil prices on oil substitution was greater than expected 

With hindsight a further component of the error was to underestimate the scope for oil to be substituted out of the 

western economies in the form of:- 

 fuel oil displaced by price from power generation by newly competitive coal and natural gas, 

 middle distillates from OECD commercial and home heating markets by growing supplies of natural gas.   

 fuel oil displaced from non-transport uses on environmental grounds due to high sulphur content  

 

 

Figure A-3 above shows how fuel oil immediately began to be displaced from static markets like power and 

industry by cheaper coal and gas after the 1973 crisis. The substitution accelerated after the 1979 oil crisis 

doubled prices again.   

This meant that increasing quantities of fuel oil and middle distillates were now available as ñnew supplyò to 

refiners for processing into additional supplies of transport fuel. Hence an unexpectedly large reduction in 

demand for oil in non-transport markets became, at the same time, an unexpectedly large contributor to new 

supply for transport markets.   

Figure A-3 The impact of high oil prices on oil the product mix 



By 2008 fuel oil consumption was down to 9.3 million barrels/day, only approximately 11% of total world oil 

consumption of 84.4 million barrels per day of crude oil. This effectively reduced crude oil demand by 4.4 million 

barrels per day and turned it into 4.4 million barrels per day of unexpected new supply.   

The fuel oil displacement from power generation markets was not only responsible for creating a new supply of 

oil for making into petrol and diesel, but also, as explained below, it set a new fundamental floor for the oil price.   

A.1.3. High oil prices stimulated significant non-OPEC oil capacity growth  

In the early 1980s, overestimating demand led on to the idea that non-OPEC oil supply could not grow fast 

enough to help OPEC oil easily meet the forecast oil demand growth without the need either for more costly 

conventional oil exploration and development, or for investment in costly alternatives to oil. 

The higher than expected prices persisting for longer than expected during the early post crisis years and the 

new, more stable, $25-$30/barrel (in 2008 money) coal linked oil price level thereafter, all directly or indirectly 

resulting from OPEC action, meant that all oil producers, OPEC and non-OPEC alike, benefited from OPECôs 

production cuts.    

Non-OPEC majors in particular made larger windfall profits than they would have otherwise while prices were 

very high and were encouraged therefore to invest enthusiastically in new oil exploration and production, which, 

with a lag, generated more new capacity a few years earlier than would otherwise have been the case.   

Even with its viability limited to $30/barrel in 2008 money, Non-OPEC oil supply/capacity continued to grow and 

would help meet recovering world oil demand growth through the late 1980s up until the late 1990s. In fact it was 

1997 before OPEC again supplied the world with as much oil as they had done in 1977.   

 

Figure A-4  World oil production trends 

A.1.4. In the 1980s the oil price fell sharply as OPECõs production/price control strategy failed 

The combination of lower than anticipated demand growth together with an increase in supply of non-OPEC oil, 



that was stimulated by, and at the same time, unrestricted by OPECôs strategy, rendered OPECôs strategy 

unsustainable. 

 

Figure A-5 shows that even though OPEC absorbed the impact of falling demand for 5 years or more by 

reducing production dramatically from 32 million barrels per day (mbd) in 1979, to 17.2mbd by 1985, it was still 

not enough to keep the pressure on oil prices. 

By mid 1985 OPEC had in the region of 14.4 mbd of spare capacity with Saudi Arabia producing only 4 mbd out 

of a potential capacity for 9.5 mbd.  Despite this huge effort by OPEC, the overhang of oil production capacity, 

compared to the actual level of supply, became so large that they were no longer willing, or perhaps able, to hold 

prices up if that meant demand would continue to fall and reduce their revenues even further.   

In 1985-6 the pricing of crude oil supplies by Middle East suppliers, lead by Saudi Arabia, was changed to a 

netback basis that guaranteed refiners a margin by pricing the oil at the value of finished products, such as petrol 

and diesel, plus a guaranteed margin. As a result refiners began to refine much more oil and make more finished 

fuel, which caused the market to be further over-supplied. In 1986 prices fell rapidly to a low of $8/barrel in 

money of the day, before rising a little to stabilise at a level that was then sustained for nearly 20 years.    

A.1.5. The collapse of the Soviet Union extended the period of over-supply 

In addition, the collapse of the Soviet Union also helped to postpone demand pressure on oil prices. Former 

Soviet Union (FSU) oil demand fell significantly after the political collapse in 1989/90 and has remained steady at 

a much lower level since. 

A.1.6. A new oil price floor was established ð higher than pre-1973 price levels 

Prior to 1973 fuel oil was cheaper, cleaner and far more convenient to use as a power generation fuel than coal.  

It had become the power fuel of choice around the developed world and its share of the market was large and 

Figure A-5  Impact of oil prices on OPEC oil production 


