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THOUGHTS FROM OUR ECONOMICS TEAM

Whodunit? Oil and the Bond Market
Much has been made of declining oil prices in 2014. Both West Texas 
Intermediate (WTI) and Brent crude oil prices have fallen 40% year-
to-date. Nobody saw it coming. At the start of the year, forecasters 
guessed oil would be near $100 by December 2014. It counts as one of 
the largest annual oil price moves on record.

Investors often seek the smoking gun cause of any major market 
move. But we doubt there is a singular cause in the oil rout. Ignore 
analysts touting a simple explanation (e.g. the Saudis did it!). Supply, 
demand, broader US dollar strength and shifting investor sentiment are 
all at work. Bond investors should focus on how the decline in price 
will impact the bond market. For now, worries about disinflation have 
outweighed hopes that lower oil prices will spur economic growth.  

Whodunit? Supply and Demand
Both supply and demand factors help explain the move in oil prices. On 
the supply side, despite all the talk in recent years about “peak oil,” 
the world has never produced more oil than in 2014, with 93 million 
barrels per day produced as of October, up from 82 million per day in 
2007. US oil production over the last three years outpaced any period 
in American history—dating back to the 1920s! The US is producing 
more than 9 million barrels per day, up from 5 million to start the 
decade. Combine that with recovering global production (Libyan crude 
oil produced has risen nearly 800,000 barrels/day this year), and you 
get a global supply shock.

Meanwhile, global demand for crude has been weak due to slower 
global growth. Demand for crude rose just 0.8% year-over-year through 
October. Demand from the euro area, Japan, and emerging market 
countries has slowed. The IMF global growth forecasts have been 
consistently revised lower. The most recent forecast published by the 
international body has the world economy growing at only 3.8% in 
2014, down from 5.4% in 2010.

Whodunit? Investor Sentiment
But more than supply and demand play into recent oil price declines. 
Oil also may be caught up in a bigger trend of a stronger US dollar and 
overall weaker commodity prices. Iron ore prices have dropped 48%. 
Copper has trudged 13% lower. The Continuous Commodity Index is 
down 32% year-to-date.

On a related note, the last decade’s growth in commodity ETFs and 
derivatives means that investor sentiment—at least in the short-term—
plays a pivotal role in oil prices. Here’s how it works: if speculators 

believe the peak oil hype then their demand for oil futures will be high, 
and, as a result, the price of oil for future delivery will rise. Producers 
of oil may, in turn, withhold supply today and prefer to sell it later, at 
higher prices. Spot prices then rise.

Since 2008, speculative financial demand in oil futures has far outpaced 
actual oil demand. In effect, investors/speculators have been betting 
that “peak oil” and US dollar weakness would mean higher oil prices—
and for a while this bet worked. We suspect some of the recent move 
lower in price could be evidence of a speculative unwind. Net long 
positioning, according to the Commodity Futures Trading Commission, 
has dropped dramatically from historically high levels in the summer.

The whodunit does matter: if the drop in prices were due primarily 
to slumping demand, we’d be more worried about a global growth 
slowdown a la 2008-2009 given the magnitude of the move. But in 
light of the above complexity, we are less concerned. And, absent a 
demand surge (which we do not anticipate), a supply cutback (we’ll 
keep watching the weekly updates from US shale production for clues) 
or a change in investors’ views on the US dollar, it is difficult to see oil 
prices return to $100/barrel in 2015.

What Does It Mean For the Economy?
On the one hand, falling oil prices mean marginally better consumer 
spending and stronger net trade. A one-dollar decline in the average 
price of gasoline at the pump translates into almost $100 billion in 
annual savings for consumers if the price declines persist for a year. 
At just 5% of consumer spending this will be small but still a decent 
tailwind for the US economy. In terms of trade and the impact on GDP, 
the US’s net importer status means it will spend fewer dollars on oil 
imports. All else equal, fewer imports translates to stronger GDP growth.

However, consumption and trade aren’t the only components of GDP: 
investment matters, too. Many recent US oil and gas investments were 
made with oil prices above $100/barrel. Some ventures which might 
have been profitable at higher prices will no longer be economical. 
Investors pull back. As a result, we might expect cooling oil and gas 
investment to ding 2015 growth. The good news is that oil and gas 
investments account for less than 3% of GDP in the US and the US is 
still a net importer of energy.

And, globally, the growth impacts will also be mixed. Estimates from 
Bank of America Merrill Lynch suggest that a 30% decline in oil prices, 
if sustained over the course of next year, could add 40-50 basis points 
worth of GDP growth. The meager boost is because countries that are 
net importers of energy will benefit from the cost savings while net 
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exporters will likely see export revenue decline. Country wise, net oil 
importers should benefit from a growth perspective in the first year of 
lower oil prices (+1.4% for Turkey, +0.8% for India, 0.6% for Japan, 
0.5% for Brazil, and 0.4% for the US). Net oil exporters, we anticipate, 
will suffer in terms of GDP for the first year after the price shock (-0.7% 
for Mexico and -1.4% for Russia).

What Does It Mean For Bonds?
What, then, do oil price declines mean for the bond market? Any increase 
in GDP growth due to lower oil prices would likely nudge interest rates 
higher. That said, lower energy prices mean that headline inflation and 

inflation expectations will act as a countervailing force on interest rates. 
As gas prices and headline measures of inflation fall, so too will inflation 
expectations. The bond market is already anticipating lower inflation 
readings in the months ahead. A smaller inflation premium baked into 
bond prices translates into lower yields.

For now, the disinflationary pressures seem to be winning the interest 
rate battle.


