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Overview

Oil at $130 a barrel has captured the attention of financial markets.  While the recent 
surge has a strong whiff of speculation about it, this does not imply that prices are about 
to collapse or that the economic impacts of high oil prices are any less serious.  
However, investors should realize that, in the end, higher oil prices may be more potent 
in slowing economic growth than in boosting inflation.  The path that oil takes from here 
will be important for both the economy and the performance of different asset classes.  
However, the uncertainty around that path speaks most loudly to the need to maintain a 
balanced, diversified portfolio.

Reasons for Higher Oil Prices

Several factors have contributed to the oil price surge including supply fears, geopolitical 
concerns, strong demand from emerging economies, a weak U.S. dollar, and increased 
speculation. While distinguishing the relative impacts of each is difficult, it is important to 
understand the dynamics at work when considering where oil prices go from here.  

Supply Fears & Geopolitical Risk: In the 1970s, oil prices surged because of 
supply disruptions, first due to an OPEC oil embargo after the Yom Kippur war and 
later due to the Iranian revolution.  This decade has also seen disruptions, actual 
and threatened, due to hurricane damage, the war in Iraq, tensions with Iran and 
Venezuela and lawlessness in Nigeria.    

Emerging Economies: While extraordinary economic growth rates in countries 
like China and India have boosted oil demand, it is important to maintain 
perspective around this.  In 2003, the U.S. accounted for 25.2% of global oil 
demand and China accounted for 7.0%.  Despite booming Chinese growth, by the 
fourth quarter of 2007, U.S. demand declined marginally to 23.9% of global 
demand while China’s share rose only slightly to 9.1%.  While the oil demand of 
growing emerging economies is important, it is by no means the whole story. 

Weak U.S. Dollar: The U.S. dollar has weakened by almost 40% relative to other 
major currencies since 2002.  As a result, many investors have hedged against the 
falling dollar by investing in commodities, including oil.  

Speculation’s Role in Higher Oil Prices

As recently as five years ago, the average price of a barrel of West Texas Intermediate 
crude oil was below $30.  A year ago it was $63.  Last week, it topped $135.  Some 
people have argued that this extraordinary surge in oil prices is largely a rational 
reflection of tightening supply and demand conditions.  However, on the face of it, this is 
hard to accept. 
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In fact in a normal market, fundamentals would seem to support falling rather than rising 
oil prices.   

• While oil supplies have grown slowly, this should not have surprised oil market 
professionals who have long understood that the world is running short of easily 
accessible crude oil deposits.

• Worldwide oil demand has grown by just 1.3% per year over the past three years, 
as rising prices dampened much of the increased demand generated by a 
booming world economy.

• World economic growth is now decelerating, partly due to higher oil prices but also 
reflecting the continued fallout from the U.S. sub-prime crisis.

But the market for oil has never been normal.  Few markets are so impacted by weather 
conditions in both consumption and production.  Few markets depend so heavily on the 
whims of despotic and unstable regimes.  Few markets are less subject to pure 
competitive forces as the world’s most famous cartel limits supply and the world’s 
competing superpowers build strategic stockpiles bolstering demand.  

Because of this uncertainty, oil is natural market for speculation, and speculation has run 
rampant in oil in the last few years.  The chart below illustrates the surge in oil trading by 
speculators (i.e., those who have no commercial interest in the physical supply or 
demand for oil) on the NYMEX.  It shows that the increase in speculation has outpaced 
the increase in commercial interest by almost 5 times.  Other data point to a sharp rise in 
speculation in oil futures in over-the-counter markets.  While speculation may not explain 
all of the most recent oil price surge, it is a significant factor to consider.
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Source: U.S. Commodity Futures Trading Commission (CFTC).  Speculation is defined as the 
total of long and spread positions held by non-commercial entities.  Entities are classified as 
commercial by CFTC if traders are using futures or option contracts for hedging purposes.   Data 
shown represents total reportable positions as provided by CFTC for Crude Oil (Light Sweet) on 
the New York Mercantile Exchange.
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The Impact of Oil on Economic Growth

But even if today’s oil prices reflect a speculative frenzy, this tells us little about when the 
fever will break, or how.  The tech bubble of the 1990s and the real estate bubble of the 
2000s reached their speculative peaks long after the rational money had fled the party.  
This being the case, investors should consider very carefully what a continuation of high 
oil prices could mean for the economy and markets. 

The most important point to recognize is that, despite recent increases in food and 
energy prices, more expensive oil ultimately represents a greater drag on economic 
growth than a spur to inflation.  The reason for this is our dependence on foreign oil.  In 
2007, the U.S. imported 60% of the crude oil we used.  And that is what makes the 
impact of oil price hikes so different from that of other goods and services.  If, for 
example, milk prices go up, the American consumer’s loss is the American farmer’s gain. 
But if oil prices go up, the American consumer’s loss is mostly lost to the entire 
economy. 

One way to quantify this drag on economic growth is to look at the total cost of 
petroleum imports relative to nominal GDP. This ratio has gone up and down over the 
years, reflecting our rising dependence on foreign oil along with growth in the economy 
and swings in oil prices. Before the first oil crisis in 1973, oil imports accounted for less 
than half a percent of GDP, but by 1980 they had climbed to over 3%, contributing to 
much of the economic misery of the 1970s.  From 1980 on, this ratio drifted down falling 
back to 0.5% of GDP in 1999.  Since then, however, it has reversed course once more, 
and by the first quarter of this year it reached an all-time record high of 3.25% of GDP.

If oil prices remain at current levels, this economic drag could downgrade the economic 
outlook from a solid second-half bounce back to a much more languid and uncertain 
rebound.

Economic Drag of Oil Prices
Petroleum Imports as a Share of GDP

Source: Bureau of Economic Analysis
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Inflation Concerns

On the other hand, the inflation impact of more expensive oil is probably less than many 
fear.  Energy costs are highly visible and higher energy prices are feeding through to 
higher transportation costs and higher chemical and fertilizer prices.  However, in the 
United States, wages represent by far the biggest driver of inflation. In the 1970s, higher 
oil prices quickly led to higher wages which, in turn, boosted business costs and 
consumer prices; today, because of declining union power and the globalization of labor 
markets, workers are less able to extract compensation for higher energy prices.  Wage 
growth in recent months has actually decelerated, and with weakening labor markets, 
prospects for sharp wage increases remain remote.  This is the number one reason why, 
even after five years of blistering oil price increases, the overall U.S. inflation rate was 
3.9% year-over-year in April, still below its 50-year average rate of 4.1%.

Two Paths for Oil Prices and their Implications for Investors

Although many recognize the speculation inherent in current oil prices, predicting a peak 
in the oil frenzy is a dangerous exercise.  Nevertheless, it is worth considering the 
investment implications of alternative paths for oil.

It could be that oil prices have now so far overshot any reasonable basis that they must 
come down.  High oil prices are encouraging investments in exploration and alternative 
energy sources as well as promoting conservation efforts among consumers.  High 
current prices are also slowing world economic growth, further dampening demand.  
Moreover, if prices stall or edge down, financial market speculators may move to more 
promising fields generating sharper price declines.  Given the U.S.’s dependence on 
foreign oil, a sharp decline in oil prices could trigger rallies in the U.S. dollar and U.S. 
stocks while long-term Treasury interest rates could move higher - not because of a fear 
of inflation but because of a renewed confidence in prospects for economic expansion.

Or, it could be that oil prices remain at current or even higher levels throughout this year.  
If this happens, the entire positive impact of the economic stimulus package could be 
negated by the impact of high oil prices on consumer wallets and attitudes.  In this case, 
a flight to quality would seem in order with Treasuries and high-quality stocks 
outperforming their riskier counterparts and investments in commodity producing 
companies and countries doing better than money in commodity consumers.

Conclusion

However, looking at oil in 2008 provides a more basic insight:  even in the best of times, 
because of the nature of oil markets, forecasting is fraught with peril.  Add a speculative 
frenzy to the mix and it becomes even more difficult.  Because of this, it makes sense for 
long-term investors to straddle the oil bet – invest in oil producers and oil consumers, 
invest in stocks and bonds and have investments which will benefit from a rising dollar 
as well as a falling dollar.  Perhaps the most important insight to the oil question is that 
some economic questions just don’t have a clear and predictable answer, and the best 
investment strategy is a diversified one which can fare well in any of the alternative paths 
down which oil might lead us in the years ahead.
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Opinions and estimates offered constitute our judgment and are subject to change without 
notice, as are statements of financial market trends, which are based on current market 
conditions. We believe the information provided here is reliable, but do not warrant its 
accuracy or completeness. This material is not intended as an offer or solicitation for the 
purchase or sale of any financial instrument. The views and strategies described may not 
be suitable for all investors. This material has been prepared for informational purposes 
only, and is not intended to provide, and should not be relied on for, accounting, legal or 
tax advice. References to future returns are not promises or even estimates of actual 
returns a client portfolio may achieve. Any forecasts contained herein are for illustrative 
purposes only and are not to be relied upon as advice or interpreted as a recommendation.
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