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Americans have likely been experiencing sticker shock when filling up their tanks recently, with gasoline prices hitting
seven-year highs. Winter heating bills are set to be similarly surprising.

The upgrade to our energy price forecast is likely to be a drag on consumer spending over the next few quarters. Fortunately, with excess savings built up over the pandemic, and healthy wage gains, consumers as a whole are well positioned
to weather the squeeze.
The dramatic rise in domestic oil and gas production over the past 15 years had made the U.S. a net energy exporter, and
this should provide a partial offset to the consumption drag.

Drivers have been getting a big dose of sticker shock in recent months when filling up their tanks, with the average price
of a gallon of gasoline topping $3 for the first time in seven years. Unfortunately, homeowners are also likely to face sizeable increases in heating costs this winter also. Since publishing our Quarterly Forecast in September, we have raised our
price forecasts for both crude oil and natural gas (for more details see Commodity Report) and this will have an impact on
the economic outlook. While these higher energy costs are likely to weigh on consumer spending in real terms, the impact
on the broader U.S. economy is smaller than in the past. The shale revolution has dramatically increased domestic oil and
gas production and eliminated the energy trade deficit, meaning much of the higher revenues for producers and knock-on
investment provide a partially offsetting boost to the U.S. economy.
Simplistically, higher energy prices act like a tax on consumption, leaving less income to be spent on other goods and services, and the recent increases would be poised to shave roughly 0.3 percentage points of real GDP growth in 2022 and 2023,
were it not for offsets from domestic production. Estimating this lift is more uncertain in the current environment given
labor shortages and supply constraints. Even with a likely net energy-related drag exerted on the US economy, we still see
growth advancing at a very healthy pace.
Chart 1: Prices at the Pump Highest in 7 Years

Consumer Budgets to Feel the Energy Squeeze
Just as consumers start hitting the road more frequently, not coincidentally, gasoline prices are about 60% above their year-ago levels
(Chart 1). That’s not really a fair comparison since oil prices fell
sharply earlier in the pandemic. However, even compared to two
years ago, prices at the pump are up roughly 30% higher. Wholesale
natural gas prices are up even more sharply, more than twice as high
as they were in October 2019. The Henry Hub price of natural gas
is at a level not witnessed in the shale gas era. Consumers may not
feel it until they start paying winter heating bills, but the EIA is
projecting that nearly half of American households that heat with
natural gas will pay 30% more this winter, and even steeper increases for the roughly 10% that use heating oil or propane.
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*End of Period.
Source: EIA, TD Economics. Last observation: October 25, 2021.
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It will come as small consolation for many consumers
whose budgets will be squeezed by the higher bills, but energy costs have a smaller impact on consumer budgets than
they did a generation ago, at roughly 4% of expenditures
(Chart 2). However, that number understates the impact
for most households who face energy costs are roughly 8%
of their total expenditures.1
We estimate our upgraded energy price forecast is likely to
knock between 0.3-0.5 percentage points off real quarterly
consumer spending growth through the end of 2022. This
drag is coming against what was expected to be solid underlying consumer spending growth of around 3% in 2022,
boosted by pent up demand for travel and services. Hence,
this headwind is enough to put a dent in household spending, but far from derail it.
One potential offset could also come from the $2.7 trillion
in excess savings (see report) consumers have built up over
the pandemic. These could be spent to a greater extent than
we currently assume to help cushion the impact. Also, the
gains in energy bills are coming at a time when wage gains
are picking up for many workers.

Domestic Oil and Gas Production Provides
Partial Offset
The cost impact on consumers and business would have
been the bulk of the story 15 years ago, but the U.S. energy
picture has changed since the shale revolution dramatically
increased domestic oil and gas production. As a result, the
U.S.’s longstanding energy trade deficit has tipped narrowly into surplus in recent years (Chart 3). That means
more of the “benefits” of higher prices in terms of increased
Chart 2: Energy a Smaller Share of Consumer Spending
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Chart 3: Energy Trade Deficits Have Vanished
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Source: BEA, TD Economics. Last observation: Q2-2021.

revenues and investment in the sector, and knock-ons to
related industry is reaped by the U.S. economy.
Based on past relationships, the increased investment in the
oil and gas sector, all else equal, could boost GDP growth
by 0.1%-points in 2022, offsetting a portion of the hit to
consumer budgets. And there would likely be multiplier
effects to industries that support the sector, making that
estimate likely on the low end.
Economic research2 examining the impact of the plunge in
oil prices in 2014 found that the initial stimulus of lower
oil prices was largely offset by the reduction in real investment in the oil sector. (Or in fact was a very modest positive, adding 0.2 percentage points to annual GDP growth.)
The key uncertainty is whether the impact will be symmetric with the recent increase in prices.
Anecdotal evidence suggests the boost could be smaller in
the current environment. For starters, investment in the oil
and gas sector was a smaller share of the economy immediately prior to the pandemic than it was back in 2014. Investment in mining exploration, shafts and wells has been
rising at a rapid clip over the past four quarters, in line with
the recovery in oil prices (Chart 4). However, its influence
on growth is smaller than it was in the 2014-2015 period
of price declines, suggesting less of a offset than was experienced in that episode.
Second, the oil and gas sector is facing similar constraints
on resources and labor as the rest of the economy. It may
not be able to ramp up as quickly as in the past given the
recent heightened producer focus on capital discipline. So
far, rig counts have not risen as much as recent price gains
@TD_Economics
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The Bottom Line

Chart 4: Oil and Gas Investment Smaller Share of
the Economy Than in 2014
Investment in Mining Exploration/Shafts/Wells*, Bil.Chn.2012$
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The dramatic run up in energy prices is likely to see costs
remain above what we previously expected for some time.
This is expected to weigh on consumer spending in the
near term, though mitigated to some extent by offsets from
excess savings and rising wages. But, when it comes to the
overall economy, the effect on growth in 2022 is likely to be
quite modest, or roughly two tenths of a percentage point.
With the U.S. economy expected to run in the 3.5-4%
range next year, that represents a modest drag, thanks to
the offsetting impact from domestic production.

*Seasonally adjusted annual rate.
Source: BEA, TD Economics. Last observation: Q3-2021.

Chart 5: Rig Counts (& Investment) Slow to Rise
1,800

Rig Count

US$/Barrel

1,600

Oil Rig Count (LHS)

1,400

Oil Price - WTI (RHS)

100

1,200

80

1,000

60

800
600

40

400

20

200
0
2014

120

2015

2016

2017

2018

2019

2020

2021

0

Source: Baker Hughes, Energy Information Administration, TD Economics. Last observation:
October 26, 2021.

suggest based on past relationships (Chart 5). These themes
were echoed in the Fed’s recent Beige book, which cited
growth and optimism in the sector. At the same time, ,the
report stated that supply chain problems continued to worsen, increasing lead times and raising the cost of production.
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Footnotes
1.
2.

The bottom three income quintiles, which by definition are 60% of households, spend 8% of their total outlay on energy goods and services.
BAUMEISTER, C., & KILIAN, L. (2016). Lower Oil Prices and the U.S. Economy: Is This Time Different? Brookings Papers on Economic Activity, 287–336. http://
www.jstor.org/stable/90000438
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Disclaimer
This report is provided by TD Economics. It is for informational and educational purposes only as of the date of writing, and may not be appropriate for other
purposes. The views and opinions expressed may change at any time based on market or other conditions and may not come to pass. This material is not intended
to be relied upon as investment advice or recommendations, does not constitute a solicitation to buy or sell securities and should not be considered specific legal,
investment or tax advice. The report does not provide material information about the business and affairs of TD Bank Group and the members of TD Economics
are not spokespersons for TD Bank Group with respect to its business and affairs. The information contained in this report has been drawn from sources believed
to be reliable, but is not guaranteed to be accurate or complete. This report contains economic analysis and views, including about future economic and financial
markets performance. These are based on certain assumptions and other factors, and are subject to inherent risks and uncertainties. The actual outcome may be
materially different. The Toronto-Dominion Bank and its affiliates and related entities that comprise the TD Bank Group are not liable for any errors or omissions in
the information, analysis or views contained in this report, or for any loss or damage suffered.
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