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INSIGHTS INTO THE SOARING CRUDE OIL PRICE

If ever there was a systemic failure in mainstream fmtag, it is the oil price over the past thiee

years. Oil ministers, think tanks, learned scholars and mesdtanalysts alike have predicted {
impending reversion of crude oil prices to their ‘sustainadlell. Why have their forecasts prove
so desperately inaccurate? Matthew Simmons has long disputeéeckimical capability of Middle
East producers, particularly Saudi Arabia, to ramp up their outgbtRdbin at CIBC has writter
some perceptive pieces, passed to us by our good friends at GFedHe Montreal, casting douk
on the capacity of new fields to hit their schedules aneéptace in a timely fashion the lost outg
from maturing fields.

To these helpful analyses should be added two more contributions ti@rstbservation by Bianc
Research that the extensive subsidies to domestic oil consumptiadircimg countries and in mar
Asian countries, such as China, Malaysia and Thailand, metasaddwdng world oil prices exert littl
or no restraint on the growth of demand for gasoline in thesergzsimk combination of inelasticity
of gasoline demand in rich countries and subsidised demand in developingies means thg
higher market prices fail to retrain demand and thus stalflesenarket. Indeed, if the subsidies

increasing in value, then demand in these countries may evderateeSecond, David Galland,

an OTB feature for John Mauldin, describes the thesis ofeyefrown known as the Export Lar
Model (ELM). ELM asserts that it is not only the peaking out ature oil fields and national o
resources that matters, but its impact on oil available for exploet ELM model predicts that about
years after production peaks, net exports cease. As thestiwavs, this interval was shorter th
predicted for the UK and Indonesia.

The loss of exportable oil from such countries has intensifiednternational competition for th
remaining supplies of oil. Brown predicts that Mexico willpshs last barrel of oil to the US about
years from now. There is a report that Russia’s oil productiaw mave peaked earlier this year g
that Iran’s burgeoning consumption may equal its export rate by 2015. Haei@a oil sands offe
one of the few offsetting contexts of increasing export suppBrdwn is correct, the oil price wil
increase exponentially as other exporters, such as Saudi, thati®¥y withholding supplies from th
international market, their export revenues will actually imee®bviously, other sources of enef
— coal-to-oil, heavy oil, LNG etc. — will become more viableaaesult, but will be incapable ¢
substitution until productive capacity is developed.

ELM, UK and Indonesia,
Year over Year Changes in Net Exports
Year over year change in net exports for the
Export Land Model (ELM), UK and Indonesia

(et Froem mmeost neoent production peak to the last year of net oll expores)
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DIARY DATES

We look forward to lunch on Tuesday,™¥ay, with Jamie Strauss and his colleague James P
of BMO Capital Markets to discuss the investment potenfidiamonds and to provide an update
the uranium market after its significant price correctPlease contact Patricia if you like to atte
Please also sign up for what we expect to be a very inforenditiner with Bob Hoye, of Institutiona
Investors in Vancouver, at the Draycott Hotel on Wednesday 11th Bobewill explain his lates
prognosis for the markets, entitled ‘Rational de-exuberance’.

Peter Warburton

GERMANY: A QUESTION OF BALANCE
A full-page Analysisarticle in yesterday'$=T painted a consensual picture of Germany’s econg
prospects. It described Germany’s strengths — exports, and thealmdea housing boom — and
vulnerability, especially the imbalances that its hugderaurplus suggests. This is something
exchange rate might once have corrected, but can no longer dbescestlt is under-consumptio
But, as theFT points out, this is a low-level problem that almost any otieeintry would happily
swap. And, it is one with relatively straightforward curdse tapid fall in unemployment shou
already be adding robustness, while Germany’s fiscal positioesrtak possibility of tax cuts mo
realistic and more affordable than elsewhere. Yet then® isscaping the deep-rooted reluctance
German consumers to spend; in times of trouble, they prefer to savh, méams “adjustments cou

take many years to work through”. Meanwhile, the accompanyimgsciie startling, despite the fact

that they contain no new information. The contrast between ttermpatf German and US growth
stark, but, for me, it is the right-hand chart that carriesrtbst powerful message. We are back to
familiar theme of intra-EMU divergences: just look at thigparity in current account performan
between Germany and Spain. Without exchange rate flexibility, there sednagima-free cure.
Real GDP growth Current account balance
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EUROPE: TOO MUCH GLOOM?

The cautious optimism about Germany fits neatly with a paperfrom the Centre for Europed
Policy Studies (CEPS). Its author, Paul de Grauwe of Leunersity, notes how the Eurozone
productivity growth far outstripped that of the US in the 60s and 70s,arithwed to outpace it i
the 90s; it is only since 2000 that the Eurozone has slippegimably behind. (Prof de Grauwe do
not pause to pass judgement on the quality of US productivity deata 2000.) He then conducts
statistical (econometric) dissection of the reasons, comgutiat Europe’s recent loss of relati
momentum is a purely cyclical phenomenon, compounded by undue pessim@arigst consumer
and businesses. More controversially, he asserts (empiricddlrs) that structural reform, whil
desirable, is not as big an impediment as generally assumedhaaritlitope’s systems of social c4
are not intrinsically inconsistent with competitiveness. fideard shows that, for much of the past

years, this has been so. Unfortunately, he has chosen a poor benchmadsBing$sture prospects.
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CHINA: OLD TRUTHS

More information has become available about the Chinese earthdisalster, as the ramifications
the Myanmar cyclone continue to rock the region. In the 16 May isbiféeekly Alert Asialnt
makes two observations on China. First, Beijing seems to have enhanced itooregutatigh a swift
and more open response. Second, while this has played well with'€hiternational audience, o

habits die hard. Positive propaganda has been an important elésogimhagine that — a government

found guilty of spin!).
However, another Asialnt publication, the May editiomofth Asia Reviewhas served to reinforce

of

slightly different message. It is that we all have onlgaése knowledge, while our ignorance knows

no bounds. How many of the following facts did you know? China has jusof7éte world’s

landmass, but accounted for 33% of the global continental destructive earthoutdes20th century.

Nearly 50% of the world’s fatalities occurred in China, accagnfor nearly 600,000 deaths. The
were two earthquakes that killed more than 200,000, both in China —in 1920 and 1976.

Earthquakes are also widely distributed in China, with one gfhinale five or above occurring i
every province. 41% of the territory and 70% of cities with a population @bovition are located in
high-intensity zones. Nor is it just earthquakes to whichcthentry is prone. Other kinds of natur

disasters also abound, from storm and flood to drought and pestilenagthAs/erything else to do

with China, the figures are eye-watering. “On average, thezeabout 200m people affected
disasters every year, with several thousand people killed. Somgeople need to be resettled &
more than 40m ha of crops are affected. Some 3m house units collapse.”

Two thoughts follow on from this list. First, for as long asave been associated with Japan, th
have been concerns about what might happen economically if — mmakevlhhen — another bi
earthquake hits the Tokyo region (the last was the Great Kaartbdgtake of 1923, when abo
140,000 died). The build-up of production and financial clout in China nteahg#s exposure to th
forces of nature must now also become part of disaster plard@gpnd, we have been warn

repeatedly that the Chinese authorities fear mass protestse \Wiaee is pressure from economi

circumstances such as current rapid price rises, tilse@so scope for inflammatory mistak]
highlighted by natural disasters. That is already to be foundsinweek's earthquake. Given t
horrific toll, there will be intolerable pressure to know why schoolapsed so destructively.

RUSSIA: NEW FRONTIERS

If the message from China is to pay attention to old truths about natural phenonfsian Russia i
is the reverse. ThBaily Telegraph recently reported another leg in the race for ownership o
Arctic sea bed:Russia accused of annexing the Arctic for oil reserves by CafdmaArctic powers
are becoming increasingly aware of the mineral possibikinesare jockeying for position in the ra
to ownership. Thé&elegraph claims that this battle has accelerated with the dis@dabat Russia ha
sent a fleet of nuclear-powered icebreakers into the Arctiethiér this be continuation of the Cg
War in a new form or merely a response to the opportunit@sdad by high oil prices, it is unlikel
to go away given the importance of natural resources tadRusgsonomy and power. The North §
was not regarded as a feasible source of oil before the 1936s, gret today it is simply part of th
landscape, despite a price crash or two in between. Whathérctic is close enough to producti
to make a significant contribution to the next oil price ciasfoubtful, but the longer prices rise, t
more attractive a proposition it will become.

Robert Brooke
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