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Opinion

FROM THE CAPITAL

Don’t blame oil

The reasoning for market behaviour goes beyond moves in one commodity

John Robertson*

liding oil prices have been setting the
Stone for equity markets. There is no his-

tory to suggest a permanently high cor-
relation. Changes in other intervening factors
in a complicated global economic setting will
break the nexus eventually.

Conceptually, one would expect falling oil
prices to give mainstream equity and bond
markets a fillip. Rising oil prices, on the other
hand, are likely to herald inflationary pressures,
higher interest rates and reduced household
spending, all of which are bad for markets.

Real life has been more complicated. The
table below summarises 10 phases in oil prices
since the first oil price shock in the early 1970s.
The last column of the table shows changes in
the S&P 500 over these same periods.

Historically, strong oil price rises such as in
periods 1, 3 and 6 in the table have coincided
with falling or weak increases in security prices.
Against this trend, the rise in period 8 accom-
panied a rapid appreciation in equity prices.

Since 1970, the direction of equity market
and oil price returns had coincided 44% of the
time. This jumped to 54% after 2000 and has
been running in excess of 65% since.

The 71% oil price fall in period 4 followed by
a prolonged period of little change in prices
during period 5 came with record rises in
equity prices, also as expected.

The 71% fall in period 7, however, came with
a large fall in equity prices. While the latest
(coincidental) 71% fall in prices in period 10 has
become a market preoccupation, the reaction
has been relatively modest.

The near-term correlation between oil prices
and US equity prices has been unusually
strong. The persistence of the connection has
made traders reluctant to bet against its con-
tinuation despite doubts about the existence
of any sustaining fundamental linkages.

Rigged? Pointing to oil movements to explain
markets is far too simplistic an approach

Some analysts characterised the initial
phases of the current oil price slump in late
2014 as beneficial for global growth and equity
markets. They will have recognised the exist-
ence of losers, namely, oil exporters but would
have been cheered by potentially beneficial
effects on household consumption spending
in Japan, Europe and the US.

The touted benefits have not materialised as
expected. Beneficiaries of lower oil prices have
been coy about taking advantage of the wind-
fall. The priority being placed on debt manage-
ment in Europe and the US has limited the flow
through into spending effects. Some scepti-
cism about its permanence has been evident,
although that will erode over time.

While the growth impact has been muted,
oil price changes have also created problems.
Prices have aggravated geopolitical risks.
Unprecedented political challenges already
faced by Saudi Arabia and Russia have been
exacerbated by the plunge in the price of one
of their primary sources of income. Low prices
are disrupting relations among political neigh-
bours and adding to an already complicated
international setting.

The political coalition that had managed the
oil market has given way to a free for all in
which no group or entity is able or willing to

Oil price reaction

Period From To Oil price (%A) S&P500 (%A)
1 March 1973 January 1974 349.2 -13.4
2 January 1974 July 1978 -2.1 4.3
3 July 1978 November 1979 200.9 5.4
4 November 1979 July 1986 -70.8 122.4
5 July 1986 December 1998 -2.2 420.6
6 December1998 June 2008 1084.2 4.1
7 June 2008 February 2009 -70.8 -42.6
8 February 2009 April 2011 181.1 85.5
9 April 2011 June 2014 -4.4 43.8
10 June 2014 Jan 2016 -71.5 -3.4

exert influence. This has added market volatil-
ity. Markets will get used to the resulting uncer-
tainty but, until then, the absence of an
acknowledged  replacement  adjustment
mechanism will contribute volatility.

Another reason for an out of character reac-
tion to low oil prices is that inflation is not the
problem it used to be. More to the point, poli-
cymakers are openly canvassing the threat of
deflation as an impending macroeconomic
danger. Falling oil prices have aggravated, at
least in the minds of some, a perilous deflation-
ary bias in the world economy. With the nerv-
ousness of central bankers on display, low oil
prices are translating into a market threat
rather than a benefit.

To some extent, commentators are latching
onto the oil price as an explanatory variable in
a complicated macroeconomic environment
in which structural and cyclical factors are
interacting in different ways.

The bias in US monetary policy has changed
as quantitative easing has been wound back
and the first of the interest rate rises from the
Federal Reserve has been anticipated. There is
some argument about whether the central
bank has mistimed its policy switch so badly
that it now risks tipping the US into recession.

A strengthening US dollar has curtailed US
exports and damaged its manufacturing out-
put growth placing a lid on higher-wage jobs
growth and, consequently, consumer spend-
ing. Falling oil sector capital spending has also
curtailed growth. Meanwhile, corporate earn-
ings have begun contracting.

Globally, the pattern of growth has deterio-
rated. China'’s inexperienced policymakers are
attempting a structural adjustment having
relinquished many of their previously success-
ful policy tools. They have subsequently con-
tributed market disruption by appearing
disappointingly uncertain at times and timid in
the implementation of their policy.

Several of the largest developing nations
have been battling growth-sapping structural
problems. At the same time, Europe and Japan
have been able to offer only minimal addi-
tional momentum.

Commentators habitually look for simplistic
explanations for complex interactions among
huge numbers of economic variables. Oil
prices are being used as an indicator of cur-
rently legitimate worries about global growth
outcomes. This will continue until it stops and
until those preoccupied with oil prices latch
onto another overly simplistic explanation for
why markets are behaving as they are. ¥
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