
Oil Price Fall Impacts Other Markets
The dominant theme for markets over the past 2 months 
has been the fall in the oil price, down 48% from the peak 
in June this year to the present level of $60 / barrel.  The 
effect has been to boost bond returns, with 10 year gilts 
producing a 4.9% return in the 2 months to end November 
-  lower oil prices imply lower inflation, in the short term at 
least.  Equity markets outside of Europe produced positive, 
though volatile, returns as the prospects for growth in the 
global economy have improved with the collapse in the 
price of oil.  Currencies have diverged against sterling, with 
the dollar appreciating as the US now has the best growth 
outlook for 2015 and the US Federal Reserve is likely to 
be the first of the developed world central banks to raise 
their interest rates.  The yen, by contrast, has weakened 
as the re-election of Shinzo Abe as Prime Minister, by an 
overwhelming majority, has opened the door to further 
quantitative easing.  

Where Now For Oil Prices?

The questions now are how low can the oil price fall and 
when, if ever, should we expect a recovery.  Whilst it is a 
thankless task trying to predict short term movements in 
any commodity, it is worth bearing in mind that the current 
excess of supply over demand is only 1m barrels of oil / day 
(bl/d) out of a total production of 85m bl/d.  This surplus 
reflects reduced demand from the slowing economies of 
China, Japan and Europe along with increased supply from 
shale oil production in the US.  Shale oil fields typically have 
a life span of 12 months and since a high proportion are 
uneconomic at $60 /bl it is likely that US shale production, 
currently 4m bl/d, will reduce materially within a year.  

From a supply perspective much attention has also been 
focused on Saudi Arabia’s refusal to cut production to 
bring supply and demand back into balance.  However, 
the Saudis have never acted without the support of other 
OPEC members and cannot be expected to cut production 
unilaterally.  In the past, the pain of lower prices has 
typically forced OPEC members who are more dependent 
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•	 The	fall	in	the	oil	price	is	likely	to	raise	global	economic	growth	by	1%	in	2015

•	 	Inflation	to	remain	low,	so	interest	rate	rises	in	the	US	and	UK	are	postponed

•	 Equity	markets	should	be	supported	in	2015	by	low	interest	rates	and	faster	growth

•	 We	wish	all	our	readers	a	Merry	Christmas	and	a	Happy	New	Year
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on oil revenues than Saudi Arabia to reach agreement on 
production cuts that restore balance. Although the next 
OPEC meeting is not scheduled until June 2015, it would 
not be surprising if an emergency meeting were convened 
before then.

Total	Return	for	Market

2	months	 
to	30	Nov

12	months 
to	30	Nov

% %

Currencies	v	£ Rate

US dollar
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1.257
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Japan

0.15
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7.6
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Equities Index

USA
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All Ord
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5.2
2.1
5.8

-0.1
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1.0
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Hedge Funds
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2.9
-4.8
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20.0
-9.0
6.2
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At the same time demand for oil should recover as a fall in 
the oil price of $40 is likely to add 1.0% to global economic 
growth, with benefits accruing in particular to Japan and 
China, where a high proportion of energy is imported.   
One way or another, we expect prices to move closer to 
the average cost of marginal production of around $75 / bl, 
though further weakness in the short term is quite possible. 

Interest Rates To Stay Low

A lower oil price means inflation over the coming months 
will remain subdued in all the major countries and may turn 
into deflation in Europe.  In the UK, CPI inflation may fall 
as low as 0.7% year on year in early 2015, before rising to 
average around 1.3% for the year.  

This means that the Bank of England will be under little 
pressure to raise UK interest rates in the next six months 
even though unemployment is now low enough to promote 
real wage growth.  Wages are already growing by more 
than inflation and this, together with sustained low interest 
rates and a boost to consumer spending from lower oil 
prices should underwrite growth of at least 2.5% in the 
UK in 2015.  There is a chance that the oil price bonus at 
this stage in the economic cycle proves to be the catalyst 
the world needs to shift to a faster rate of growth.  Were 
this to be the case, bond yields would rise in anticipation 
of higher inflation, though at present there is little sign of 
this happening.

Equity Markets Supported

US equities have been hitting new highs, even though the 
market is expensively valued, because company earnings 
continue to power ahead (see graph below).  With the 
prospect now of economic growth accelerating, we expect 
this trend to continue, especially as the Federal Reserve 
shows no signs of raising interest rates in the near term.  
Europe is struggling with deflation and excessive debt, but 
we expect the belated introduction of quantitative easing 
by the European central bank early in 2015 and faster 
global growth will lift European equity markets.  In Japan, 
Shinzo Abe has the mandate to press ahead with structural 
reform and if he delivers what he promises, this should be a 
positive for the stock market.  The UK market has been held 
back by the preponderance of energy and mining stocks, 
but other sectors, especially the consumer cyclical stocks, 
are performing strongly.  With our portfolios overweighted 
in these areas we are finishing 2014 on a strong note, and 
expect further equity gains in the coming year.

Finally, best wishes for Christmas and the New Year.

Matthew	Hunt 

Source:  Valu-Trac
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