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The effect of oil price on industrial production

and on stock returns

Introduction

A large body of research suggests that oil price variations have strong con-

sequences on economic activity. Oil price increase is considered bad news in

oil importing countries. An increase in oil price leads to a rise in production

costs, because oil is a basic input in the production process. Moreover, oil price

increases have a negative effect on investment by increasing firms’ costs.

There are two distinguishing features of oil in the post war world economy.

The first one is that oil is a major resource that has been used around the world.

Second, oil price hikes in the post war era appear to be dominated by shocks

exogenous to the rest of the economy, specifically by strike activity and coal

prices. Hamilton [7] studies the oil price changes in US and concludes that “. . .

derived from events which truly were exogenous with respect to the American

economy, such that the nationalization of Iranian assets, the Suez crisis, the

secular decline in energy reserves, strikes by oil and coal workers, and other

economic developments specific to the energy sector”.

Hamilton [7] finds that all but one of the US recessions since WWII have

been precede by a dramatic increase in the price of crude petroleum, although

this does not mean that oil shocks causes these recessions, there is evidence that

oil shocks were a contributing factor in at least some of the US recessions prior

to 1972.
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These functions should be normalized but in our setting this is not necessary

given that payoffs are always 0 or 1.

In order to simplify the analysis we formulate the following assumptions:

Assumption 1: There is Common Knowledge between any subjects i and j,

on the game in which they are enrolled, a reduced form of the game is

represented in figure 1 (page 105).

Assumption 2: Each subject has only psychological considerations over other

individuals payoffs on the part of material payoffs which directly depends

on himself.

This implies that at the moment of computing the psychological payoffs of

individual i when naming subject j, he considers that the random selected link

is the link ij. That is, player i is not going to introduce in his psychological

payoffs (respect to individual j) considerations about the strategies that other

players are playing with individual j.

In figure 5 we compute payoffs according to utility function defined above of

any two subjects i and j in N .

The Nash equilibria in pure strategies in the 2-player reduced NEM game

remain:

NE
0

2 = {(0, 0), (1, 1), (1, 2), (2, 1), (2, 2), (2, 3), (3, 2), (3, 3), (3, 4), (4, 3), (4, 4)} .

However, the main difference within this model is that if the condition 1 <

1+ θrkhk holds ∀k 6= h, then (0, 0) is not an efficient equilibrium. And therefore,

120




�	 	=�� ������ �� B��
� 	"	�� ���I	

 ��	��W
 ���	 ������� �� ��
 �� 	Z
�	�


	=�� ������ �� 
�	 &E� ��	� C�) ���	2 ���� 
�� � �	 � ������ 	 	6� ���
���

B�� �� ���I	

 � �� 
��� 	=�� ������ �� �$ 
�	�
�	�
 ��� "	�� %	B �	�� 	 ��


�	 �) 
�	�
�	�
2

/*/



Figure 5: utility table
i \ j 0 1 2 3 4
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