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Markets have endured a torrid three months, driven by concerns over interest rate moves in the US, the ongoing trade war between 
the US and China and faltering Brexit negotiations.   The average equity market has fallen by c9% since 1st October, erasing gains from 
earlier in the year and setting up 2018 to be possibly the worst year for markets since 2008. 

That said, whilst it has been a very difficult year for equity investors, it has been materially worse for those investing in oil. Earlier in 
the year oil prices rallied to $86 a barrel, a high not seen for three years, before plummeting a staggering 29% since the beginning of 
October.  Oil is now down nearly 10% for 2018. With investors understandably concerned mainly with equity market valuations, it is 
easy to underestimate the significance of oil price movements and their impact on the global economy.  This month we consider  what 
has caused the huge swing in prices over the year and how the price of oil might affect the global economy during this period of high 
uncertainty across all asset classes. 

What governs the price of oil? 

We know that supply and demand govern the prices of all assets.  
Yet with oil, it is not so much “what” as “who” governs the oil 
price?  In the main, prices are controlled by a small number of large 
producers collaborating as one entity.  OPEC (the Organisation of 
the Petroleum Exporting Countries) produces more than 40% of 
the global supply of oil. 

OPEC is controlled by the likes of Saudi Arabia, Iraq and Iran and 
because they are major exporters (and therefore beneficiaries of 
oil revenue), they are incentivised to maximise their profits from oil 
production.  This incentive grows during times when the economic 
environment is tough because the temptation is to increase prices 
to boost revenues, however this is a delicate exercise because the 
global economy can be very sensitive to increasing oil prices (to be 
covered later) and therefore boosting prices at the wrong time can 
further exacerbate already present weaknesses in the global 
economy.   

So, if the major producers can control the price of oil, why would 
they let the price fall and subsequently damage their export 
revenues in the process?  Political meddling plays a massive role.  
Iran and Saudi Arabia are arch enemies and Saudi has often used its 
‘supply power’ to cripple Iran at strategic points throughout 
history.   

For example, in Jan 1977 the Shah of Iran announced to the world 
that the country was “broke”, adding that “We have squandered 
every cent we had only to find ourselves checkmated by a single 
move from Saudi Arabia” after the Saudis defied an OPEC plan to 
boost oil prices by 15%.   Saudi had damaged its own economy for 
the greater benefit of crippling its arch rival’s economy even more 
in the process. 

Likewise, at the beginning of 2016 the price of oil was below $30 a 
barrel, having been forced down from c$111 only 18 months 
earlier. This was caused in September 2014 by the Saudis boosting 
oil production by half a percent to 9.6 million barrels per day in 
markets already saturated with cheap oil.   This time, Saudi’s 
intention was to both damage Iran and to cripple growing 
competition from American and Canadian producers of lower 
quality oil.  

Yet OPEC can only take the pain for so long, reliant as they are on 
black gold for the health of their own economies too.  After 
bottoming out in February 2016, prices rose steadily but steeply 
when OPEC agreed to cut production and in addition, on 8th May 
2018 Donald Trump announced that he would be withdrawing the 
US from the nuclear deal with Iran. In pulling out of the deal Trump 
reinstated US sanctions that prevent third parties from dealing 
with US markets if they also have dealings with Iran. As the world’s 
fifth largest oil producer, these sanctions damaged Iran’s oil 
exports and according to Bloomberg, Iranian exports of crude oil 
fell 39% between April and October, further restricting supply and 
as a result boosting prices. 

What do higher oil prices mean for the global economy? 

High oil prices put upwards pressure on inflation. If oil costs more 
to buy, the cost of producing goods made from oil, heating homes 
and transportation also increases. This therefore is bad news for 
net importers of oil.    

Rising oil prices are often cited as a barometer for identifying when 
the next recessionary cycle will commence and historically many 
recessions have occurred during peaks in the oil price. (see the 
chart overleaf). 

December 2018 Oil Spills 



 

Mountstone Partners Ltd is registered in England. Registered number 08076218. Authorised and regulated by the Financial Conduct Authority. 

Likewise, when the price of oil starts to fall, this helps to reduce the 
inflationary pressures that have built up, at least in the short-term.  
This means that there is less pressure on central banks to increase 
interest rates, which in turn helps to keep an economy growing.  It 
should be unsurprising that President Trump is one of the biggest 
advocates of low oil prices.  Although he had a hand in inflating oil 
prices through sanctions on Iran, Trump has this year continually 
‘encouraged’ OPEC to stop cutting supply, in an attempt to push 
the oil price lower.  Anything that helps to boost the US economy is 
applauded at the White House, particularly when it helps to 
counteract the economic impact of Trump’s trade war with China.   

 

 

 

 

 

 

The murder of Saudi journalist Jamal Khashoggi on 2nd October this 
year at the Saudi Arabian consulate in Istanbul shocked the world.  
During his career, Khashoggi was a well-known critic of the Saudi 
crown prince, Mohammed bin Salman, and the Turkish government 
are adamant that he personally gave direct orders for the killing.  

Trump used the assassination as a pressure point on the Saudis, 
forcing them to reduce oil prices in order to avoid tough US 
economic sanctions for the assassination.  Trump has subsequently 
been steady in his support of the crown prince, despite the CIA 
concluding that he was indeed responsible for authorising 
Khashoggi’s murder. Oil might well be the reason. 

What next? 

Although we have reached recent lows for the oil price, it is 
possible that the price may stabilise at this new level for a while. At 
a meeting in Austria on 7th December OPEC agreed to cut 
production of oil by 1.2 million barrels a day beginning in January 
2019 and oil prices bounced on the back of this news.  At the same 
time demand for oil in 2019 is estimated to break the 100 million 
barrels a day mark and if cuts remain in place this should help 
support the price through next year.  However, bear in mind that 
this is balanced with fears that the global economy may be starting 
to slow down, and that demand may well fall as a result.   

Stock market instability has led to 2018 being a terrible year for 
equity investors, and the average stock market has fallen by over 
10% year-to-date.  Lower oil prices have helped to cushion the 
blow for now and we hope that early 2019 will not herald the start 
of the next phase of higher prices.     
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