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Are Oil Prices headed higher?

Oil did the trick last week. Falling oil futures meant (mostly) rising indices around the world. Despite terrorism outbreaks and a slight decline in U.S. consumer confidence, all three major markets showed gains last week. The Dow, S&P 500 and Nasdaq Composite were up 2.2%, 2.5% and 3.9%, respectively. So the recovery rally is under way. Does it now only depend on oil prices, whether stocks go up or down? I don’t think that oil prices should have such an influence on short term investment decisions. Last weeks rally, however, used falling oil prices as a convenient catalyst. Oil Futures dipped below $40.-/barrel after spending two weeks above the $40.- mark. This more relaxed attitude towards future supply might be tested this week, however. An al Qaeda attack on Saudi Arabian oil facilities left at least 22 dead and demonstrated the seriousness with which al Qaeda views its previously announced goal of disrupting oil supply and fomenting dissent in the Saudi kingdom. 

Are higher oil prices inflationary or deflationary?

It was a little over 30 years ago when the world was hit by the first oil shock — an OPEC embargo on the West that led to a quadrupling of the price of crude petroleum in late 1973 and early 1974.  A second shock hit during the Iranian Revolution of 1979 that resulted in a near tripling of oil prices.  Both of these shocks led to rapid inflation and severe recessions in the global economy.  A less dramatic shock in 1990 prior to the Gulf War led to a similar outcome. Over this 30-year period, there has been a very tight relationship between the ups and downs of the oil and business cycles. [image: image2.png]5 China oi domand, in miions of barolsiday
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Oil prices declined from their pre-war level of $35.- to $25.- in April 2004, before rising slowly but inexorably to almost $42.-/barrel last week. It took a little over one year to get there, so I would call this 68% price increase painful, but not necessarily an oil shock. Nevertheless, consumers (and therefore politicians) are upset, the rethoric heats up, and “us” and “them” is being used more frequently these days. Since we are in the business of identifying investment opportunities instead of winning popularity contests, lets try to find out, whether rising oil prices are inflationary or deflationary and what that means for our portfolios:
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So far, the rise in oil prices came about due to increased global demand (especially from China) not a decrease in supply. Chinese demand is currently increasing three times as fast as the trend during the 1990s. Global demand was rising by about one million barrels per day every year in the 1990s. Chinese demand is now rising at that speed by itself. "China's exploding demand for oil has put energy markets at increased risk of disruptive price spikes and crashes, according to a study by an influential forecasting group. Oil analyst Daniel Yergin, chairman of Cambridge Energy Research Associates and co-author of the study, said China has become a decisive but unpredictable player in world oil markets, because its fast-growing manufacturing economy is prone to sudden shifts in petroleum demand. "China will be the most dynamic element in the oil market for several years," Mr. Yergin said. China last year passed Japan to become the world's second-largest oil market, after the U.S. There's little doubt in my mind that as China's economy cools, so will its demand for oil.

Morgan Stanley’s Andy Xie said last week: “China accounted for 31% of the increase in global oil consumption between 1992 and 2002.  The world's marginal buyer will be running at a much slower speed for a while. … While the oil price may drop sharply in the near term, its long-term trend is likely to be upward, mainly due to the China factor.  As China becomes bigger relative to the world and its auto sector becomes more important in its own economy, it is likely to account for half of the global increase in oil consumption.  Oil should enjoy more pricing power in such a faster Chinese growth environment. … If left to its own devices, an extra-polation of recent trends suggests that China's oil consumption could double over the next decade, from 7 million barrels per day in 2004 to 14 million barrels per day by 2014. … Considering the limited spare capacity in Saudi Arabia, the China factor, alone, could drive up the oil price above $80 over the next ten years.  At that price, China would have to spend $300 billion to import crude and related products per annum by then.  It would be a huge drag on the Chinese economy, to say nothing of its impact on the rest of the oil-consuming world.”

In this context it seems that rising oil prices must be viewed as deflationary, as a tax on businesses and consumers and as detrimental to global growth. German Bundesbank President, Axel Weber seems to be in the camp of those who think that an oil price shock is deflationary rather than inflationary. 

What about price inflation? Since the economy is less dependent on oil than it once was, some economists say they aren't as concerned about the recent spike in prices. Energy input per unit of economic output is now less than half what it was 20 years ago. Moreover, when adjusted for inflation, crude oil prices are currently a lot lower than they were in 1981. The trick is to differentiate between price level effects (adjustments to internal business calculations) and inflation (modification of consumer behavior). The price of oil tripled during the past 5 years. The consumer price index (CPI) however rose by an astoundigly small 14% in the same time span. Price level effects are barely perceptible and inflationary expectations seem to have increased only recently.

Bill Gross summarized the inflation/deflation debate as follows: “All is well until something tips the walker [the economy on the high wire] to one side of the wire or the other. Higher inflation, geopolitical crisis, and financial market volatility all can tip the American consumer or the Chinese growth juggernaut to the opposite side of the wire. Inflation and deflation in this levered world coexist nearly side-by-side. Is it any wonder that in the space of the last six months we have had headline speeches promoting the dangers of deflation only to be followed by fears of accelerating inflation?”
To answer my question whether oil prices are inflationary or deflationary: In the short run rising oil prices seem to be a deflationary force. However, in the long run and due to leverage in our modern economies, this danger/ benefit can reverse and cause modification of consumer behavior. Only then will inflation become a real danger. 
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