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Investors Respond to Strikes on the Saudi Arabia Oil
Facilities
The weekend attack on Saudi oil facilities quickly deflected attention away from
what had been a building renewal of risk appetites among global investors. In
early Monday trading, Brent crude futures were trading higher by $5.21, or 8.6
percent, to $65.48 a barrel. West Texas Intermediate was trading at $59.46 a
barrel, higher by $4.59. Both benchmarks had traded even higher at the opening.
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“The good news for
the U.S. is that
domestic oil
production has
surged in recent
years. As a result,
there should be no
interruption in the
domestic supply,
although the price will
likely be higher for an
indeterminate period.”

With longer-term memories mindful of the potential global economic impact of
sharply higher oil prices, the focus following the attack quickly shifted to the
extent and duration of the lost production. It is estimated that 5.7 million barrels of
daily oil production, or roughly 5 percent of global consumption, has been
disrupted. Some of that lost production can be replaced relatively quickly with the
restart of excess capacity, but full restoration of the kingdom’s output is likely to
take weeks. And some of that interrupted production could be replaced by
existing storage inventories. In the U.S., President Trump moved to tap the
strategic petroleum reserve if needed to stabilize markets.
Stocks in Saudi Arabia fell by 3 percent when trading opened following the
attack, but subsequently recovered much of that lost ground. Japanese markets
are closed on Monday, but elsewhere in Asia stocks prices were mixed, but
showed little evidence of disorderly trading. In Europe, prices are down across
the board, with the Stoxx 600 index down by less than 0.5 percent. Oil producers
in Norway and Russia are notably higher. Equity futures in the U.S. are indicating
a down opening of approximately 0.4 percent. Safe-haven assets are trading
higher as expected. The yield on the ten-year U.S. Treasury note is lower by six
basis points at 1.83 percent, and gold is higher by $14.63 to $1,503.00 an ounce
(a basis point is 1/100th of a percent). The Japanese yen and Swiss Franc are
trading higher as well.
Investors Weigh the Severity of a Disruption in Oil Production
Rebels in Yemen claimed responsibility, but the U.S. quickly pointed to Iran as
being responsible, whether directly or through its proxies in the region, including
in Yemen. This comes at a time when tensions between the U.S. and Iran are
already elevated, with the U.S. having pulled out of the nuclear accord and
following several recent incidents disrupting shipping traffic in the Persian Gulf.
It also comes at a time when investors were shaking off their worries from August
over the seemingly intractable trade war between the U.S. and China, the threat
of a no-deal Brexit, and increasing talk of recession. During the previous three
weeks, the S&P 500 had risen by almost six percent, while the yield on the ten-

year note had climbed from 1.49 to 1.90 percent. The MSCI ACWI Ex-U.S. index had climbed by just over five
percent.
Suddenly, however, investors are reminded of the risk that oil supply disruption poses to the global economy.
The degree of that risk depends not only on the extent and duration of the supply disruption caused by this
attack but also the extent of any new risk premium investors now price into crude to reflect its potential
vulnerability to future attacks, acting as a tax on future economic activity. It also depends on the response from
the U.S. and Saudi Arabia, and to what extent that might cause a further rise in the oil risk premium.
The U.S. Oil Supply Hedges Some Risk
The good news for the U.S. is that domestic oil production has surged in recent years. As a result, there should
be no interruption in the domestic supply, although the price will likely be higher for an indeterminate period. To
the extent that higher prices show up at the gasoline pump, U.S. consumers will feel a little pain. But, WTI is
now trading at a price similar to where it was trading in the spring, at that time causing little headache for the
strong consumer sector.
In addition, the Federal Reserve meets this week and is widely expected to lower the overnight rate by another
quarter-point, following a similar cut in July. And this follows last week’s ECB announcement of additional
stimulus.
But there is no denying that the rising confidence of the past several weeks has been interrupted. Investors
must now wait for any response to the attack before deciding if an adjustment to risk exposures is warranted.
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