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April 2011 Executive Summary

Standish Global Macro Strategist Tom Higgins argues that the global economy can
absorb the recent rise in oil prices. A sustained $10 increase in the price of oil would
trim growth only modestly, he says. Europeans seem more concerned than the U.S.
about the spillover effect to core inflation, with the European Central Bank possibly

The colla pse of raising interest rates this year amid concern over inflationary pressure. The worst
po | itica | regi mes | n effects c‘)f the oil prif:e increases are. likely t.o be felt in the far more .ener.gy-intensive

o economies of emerging Asia and Africa. While painful, the current price rises, he says,
TU NiSia a ﬂd Egy pt a ﬂd are tolerable for the global economy. However, given the continued geopolitical

uncertainty in the Middle East and North Africa, he says that a further surge in oil
prices could seriously undermine growth.

the eruption of civil
war in Libya have raised
concerns a bOUt brOader Geopolitical Risk Returns to the Middle East

. - . . At the start of this year, forecasters highlighted three major risks to the global economy:
|n5ta bl | |ty In the M | d d |e the lack of a resolution to Europe’s sovereign debt woes; fiscal problems at the U.S. state

Ea St an d N 0 rt h Afrl ca and local levels; and the potential for overheating in some emerging market economies.
Popular opinion was that as long as none of these situations seriously worsened, the

and the implications outlook for the global economy was relatively optimistic for 2011.
for world oil prices.

However, recent developments in the Middle East have altered this calculus. The collapse
of political regimes in Tunisia and Egypt and the eruption of civil war in Libya have

raised concerns about broader instability in the Middle East and North Africa and the
implications for world oil prices. Brent crude prices have already jumped nearly 15%
since mid-February to over $116/barrel.! Empirical analysis suggests the global economy
can absorb a shock of this magnitude, but this assumes oil prices are nearing a peak
and the increase will prove temporary.

The repercussions may be more severe if unrest spread to other oil producers, such as

STAND]SH Saudi Arabia or Iran. Supply disruptions of this order could pose a serious threat to the

global economy. We are closely monitoring the situation, but it is very difficult to judge
the probability of such an outcome.

1 Reuters, March 22, 2011,
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The U.S. economy

is roughly half as oil
intensive as it was
during the oil crises of
the mid-1970s? This is
due to a combination
of increased energy
efficiency and the
transition toward a more
service-based economy.

Figure 1- Tensions in Middle East Have Put Pressure on Oil Prices
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Source: Bloomberg as of March 8, 2011

The Impact of High Qil Prices

Estimating the impact of the rise in oil prices on the global economy is a three-step
process for us: 1) determining the magnitude of the increase; 2) figuring out whether
that increase is temporary or permanent; 3) assessing the effects on economic activity.
We can evaluate the effect on global economic activity by looking at the oil intensity and
foreign oil dependence for different countries and regions. Oil intensity is defined as how
many barrels of oil it takes to produce a unit of gross domestic product (GDP).

The U.S. economy is roughly half as oil intensive as it was during the oil crises of
the mid-1970s.? This is primarily due to a combination of increased energy efficiency
and the transition toward a more service-based economy. The International Energy
Agency (IEA) estimates that a sustained $10 increase in the price of oil would shave
about 0.3 percentage points off U.S. output. This would lower the Bloomberg consensus
forecast for U.S. GDP growth from 3.2% to 2.9% in 2011. The IEA also estimates that
higher energy prices would push up headline inflation as measured by the consumer
price index (CPI) by roughly 0.5 percentage points, which would raise the Bloomberg
consensus from 1.9% to about 2.4%.

Yet, we believe the effects on U.S. core inflation, which excludes food and energy prices,
are less clear. In recent years, there has been less pass through of oil price shocks to
underlying inflation. We believe this may be partly due to the weakening of the labor
union movement in the United States, which has reduced the ability of workers to insist
on pay raises to compensate for higher energy prices. Union membership has declined
from 20.1% in 1983 to 11.9% in 2010. In any case, given the Federal Reserve's focus on
core inflation, it has tended to view higher energy prices as more of a disinflationary
shock that acts as a tax on consumption rather than a transmission mechanism for
broader inflationary pressures.

2 "Analysis of the Impact of High Oil Prices on the Global Economy,” International Energy Agency, May 2004.
All further references to the effect of oil price rises on GDP growth are taken from this same report.

3 Bureau of Labor Statistics, Union Members Summary, 2010.
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We believe the worst
effects of higher energy
prices would likely be
felt in the emerging
market economies
of Asia and Africa.
These areas tend

to have a higher
level of oil intensity
than developed
markets because
they tend to be more
manufacturing-based.

The European Central Bank (ECB), which focuses on headline inflation, does not
share the Fed's view. Instead, the ECB worries the increase in commodity prices will
eventually be passed through to core inflation.* As a result, the central bank is reported to
be contemplating hiking interest rates as soon as its April 2011 meeting to combat
price pressures. Such a move could aggravate any pull back in consumer demand
associated with higher oil prices. The IEA estimates that a $10 rise in the price of oil
subtracts around 0.5 percentage point from eurozone output. This would reduce the
Bloomberg consensus forecast for eurozone GDP growth from 1.6% to 1.1% in 2011. The
eurozone would be more negatively affected than the U.S. because the region is more
dependent on foreign oil, receiving roughly 83% of its oil from abroad, compared with
only 50% for the United States.”

We believe the worst effects of higher energy prices would likely be felt in the emerging
market economies of Asia and Africa. These areas tend to have a higher level of oil
intensity than developed markets because they tend to be more manufacturing-based.
The IEA estimates a sustained $10 increase in the price of oil subtracts 0.8 percentage
points from output in Asia and twice that amount for Africa. Higher energy prices are
also likely to exacerbate inflationary pressures in these regions as markets have already
begun to price this into the forward curves.

By contrast, the impact of higher energy costs may be more muted in Latin America,
given large oil reserves in countries such as Mexico and Venezuela. For some oil
exporters in the Middle East and Russia, a sustained increase in oil prices may even
have a positive impact on output. However, we believe the net effect on global
economic growth would almost certainly be negative. Indeed, the IEA estimates that
a sustained $10 increase in the price of oil would subtract 0.5 percentage points off
global growth. This would reduce the International Monetary Fund forecast for global
growth from 4.4% to 3.9% in 2017.

We believe such an outcome for global growth would be disappointing, but tolerable.
That would change quickly if civil unrest were to spread to Saudi Arabia or Iran. The
Saudi Kingdom sits on top of approximately one-fifth of the world's proven oil reserves,
and is the largest oil producer and exporter in the world.® Iran accounts for an additional
10% of the world's proven reserves and is the second largest producer in the world.’
We believe that scenario is a low probability event. Saudi Arabia’s King Abdullah has
promised $36 billion in benefits to his population and Iranian leaders have taken a more
hard line approach with protesters.? Nevertheless, investor anxiety about the geopolitical
situation in the Middle East implies oil prices could remain elevated for some time. We
believe investors need to keep a close watch on new developments that might adversely
affect the price of oil.

4 "Oil Chaos Could Divide Fed, ECB on Inflation Strategy,” Reuters, February 27, 2011.

5 CIA World Factbook, 2009

6 "“Independent Statistics and Analysis,” The Energy Information Administration, January 2011
7 lbid.

8 "As Protesters Roil Neighbors, Saudis Quash Rallies,” Associated Press, March 11, 2011; “Iran Cracks Down
on Protesters,” Financial Times, March 1, 2011.
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