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The story for investors

Investment conclusions

The Ukraine crisis have added three layers of economic and financial
consequences: (a) the banning or disruption of Russian oil and gas
exports to the world, as well as grain supplies, all leading to fears of
inflationary pressures as prices rise (b) the sanctions on Russia’s
financial flows and assets (c) the uncertainties over the expansion of
the war and the impact of (a) and (b) on central bank interest rates
policies. We focus here on the impact of the disruption of oil
supplies and of the sharp rise in oil price on inflation. Our position
is very simple. Higher oil prices do impact inflation BUT the impact
is differentiated, works through complex paths and is measured by
very different CPIs. Hence the simplistic reaction “Higher oil prices,
Higher CPI ,We are all going to die” is simply wrong. This is true
for most Asian economies and China in particular.

In the last six months the main threat to global economy, was
accelerating inflation and the certainty of higher interest
rates, all caused by the loose monetary and fiscal policies of
the G20 economies. Now oil and gas prices have become the
villains of the piece, with Russia being the main trigger. We
show that the situation is far more complex and, as we have
pointed out before, the conclusions drawn by the media are
far too US-centrist to be valid everywhere, and Asia in
particular. The higher oil prices will not deflect the majority
of Asian central banks from their rates moves, all
unconnected from what the Fed does or will do. Blindingly
obvious examples, totally ignored by the media, are the
policies of Japan and China, no hikes and cuts respectively.

God (or was it Devil?) is in the details

Oil shocks and interest rates

Fig. 1 sets the global situation with oil in 2019 still holding the
top position among fossil fuels but keeping in mind the
diminishing future of the internal combustion engine.Fig.2 is
complex but illuminating. It is showing the multifaceted ways
that oil enters the costs of goods and services in the economy
of US in 2020.Of all the oil consumed in the US, 44.0% became
motor gas, of which the Transport Sector used 96.0%. That
particular Sector itself
accounted for 66.0% of all oil
consumed, with 65.0% of it in the form of motor gas and
24.0% of other distillates. The Industrial Sector also consumes
oil in producing petrochemicals, lubricants, paints etc. The
story becomes even more complex as sections within the
Transport Sector such as Aviation and Shipping navy have
different cost structures in terms of the percent of operational
costs accounted for by oil and, hence, will have different
reactions to oil price hikes. In marine transport, bunkering
may account between 50.0-60.0% of operating costs and in
airlines about 30.0%. Shipping operators can cut down fuel
costs by slower speeds and, hence, longer trips! In any case
heavy regular users of fuel oil, such as airlines and shipping
fleets have long terms contract and cover fuel costs by futures.
The usual reaction to a doubling the price of oil is not
necessarily to double their own prices ! None of the above is
to belittle the role of oil in CPI inflation but is to draw
attention to a much more nuanced intepretation and picture.

The markets’ reaction to the temporary doubling of oil prices
was to question the willingness of the Fed to hike in March
and to the vacillation of the ECB in sticking to its “No hike
for now” position. There is an inherent dilemma here in that
higher oil prices add to inflation but also may cause GDP
slowdown. The Fed appears to be sticking to its course, while
the ECB reduced the pace of its bond purchases.
Fig 1: The global uses of energy sources 2020
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Inflation is what is measured to be. Simple but not obvious
To understand the impact of higher oil pries on CPI inflation
we start by examining how the cost of oil is incorporated in
the CPI. In the USA (Fig. 4) Energy goods have a 7.5% weight of
which motor gasoline has a 4.0% weight. Oil on its own has a
0.8% weight. In 2/2022 the US CPI rose by 7.9% yoy and the
core index, which leaves out the volatile items of food and
fuel, rose by 6.4%. In other words 81.0% of the 7.9% rise was
caused by factors other than food and oil. One uncomfortable
truth which adds to the US-centricity media reaction to the
doubling of the oil prices, is the fact that the totally cardependent US public reacts with horror to gas-pump price
rises irrespective of their actual overall effects on the cost of
living. As Fig. 3 shows oil prices seem to move very closely
with US CPI inflation. However this does not signify at all
cause-effect, namely higher oil prices cause higher inflation.
FactBox: Fig. 3 Oil price ( black) and US inflation (red) 2015-2022
(Bloomberg)
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Fig.4: The components and weights of the US CPI

Fig 2: The uses of oil in the US, 2020

Source: USD EIA

A look at Asia, and conclusions
The evidence of the impact of oil price hikes on Asian inflation rates
is, of course varied. In the case of China the authorities do not
disclose the exact composition and weights of the CPI. Bloomberg
estimates the weight of energy at very low 2.3% with that of food at
nearly 20.0%.Some studies point out that over the 1999-2016 period
domestic shocks were the most important factors in consumer
inflation rather than external shocks such a those of oil price hikes.
The role of the oil shocks diminished “dramatically” since the 2008-9
financial crisis. In India the large import dependency for energy has
shown, according to the RBI, a more significant inflation impact.
Estimates point that every increase of USD 10 in the per barrel price
of oil leads to a 50 bps rise in inflation. This type of evidence can be
easily misinterpreted. In recent weeks the price of oil moved from
USD 60 per bbl. to USD 120. If the evidence is correct, the extra USD
60 should translate to 300 bps in additional inflation, an extra 3.0%.
However, for this to happen, the price of oil should rise and stay at
USD 120 for at least one year so as to fully translate to an extra 3.5%
yoy. If the price of oil falls halfway through the year, clearly inflation
will not stay at an extra 3.0% higher. Symmetrically, say, a USD 30
drop in the price of oil should lead to a fall in inflation by 1.5%. It is
truly amazing that spikes in the price of oil are invariably
extrapolated as annual events which, invariably, they are not,if they
are the result of extraordinary events. Lastly Hong Kong’s CPI gives
Transport a low 6.1% weight which includes the cost of fuel. In sum
keeping in mind the US-centric interpretations of the impact of oil
hikes, the conclusion is not that oil price hikes do not impact
inflation, but the impact will vary widely from country to country
and will depend on the persistence of the rise.

An IMF study in Sept.2017 covering the inflation experience of 72 advanced and developing countries over the 1970-2015 period
came to the following conclusions. A 10.0% rise in the global price of oil increased, on average, domestic inflation in all these
countries by 0.4 percentage points. A significant link but hardly dramatic. The period covered included the major oil crises in
1973-74, 1978 and 2007-8 as well as all the spikes associated with 7/11, Iraq wars etc.

November 5, 2021

Disclaimer
This material is prepared and issued by UCAP Hong Kong Asset Management Limited for information purposes only. This material may not be
distributed to the United States, Canada, Australia or to any other jurisdiction in which its distribution is unlawful.
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The views and opinions expressed in this material, which are subject to change without notice, are those of UCAP Hong Kong Asset
Management Limited at the time of publication. Some of the information contained herein including any expression of opinion or forecast has
been obtained from or is based on sources believed by us to be reliable as at the date of the publication but which it has not independently
verified. There is no guarantee that any investment strategies and processes discussed herein will be effective under all market conditions and
investors should evaluate their ability to invest for a long-term based on their individual risk profile especially during periods of downturn in
the market. UCAP Hong Kong Asset Management Limited makes no guarantees, representations, or warranties, and accepts no responsibility
or liability as to its accuracy or completeness. Expressions of opinion herein are subject to change without notice.
In addition, projections in this material reflect various assumptions of management concerning the anticipated future of the business ideas and
are subject to significant business and economic uncertainties and contingencies, many of which are beyond control of the management.
Accordingly, there will be no assurance that such projections will be realized. The actual results or investment return may vary from the
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reporting currency, changes in exchange rates may have an adverse effect on the value, price or income of that investment. In the case of
investments for which there is no recognized market, it may be difficult for investors to sell their investments or to obtain reliable information
about their value or the extent of the risk to which they are exposed. Investment in any market may be extremely volatile and subject to
sudden fluctuations of varying magnitude due to a wide range of direct and indirect, influences. Such characteristics can lead to considerable
losses being incurred by those exposed to such markets. Potential investor should ensure they fully understand the risks associated with any
investment and should consider their own investment objectives and risk tolerance level. They should make an independent assessment of the
merits of pursuing any investment and should consult their professional advisors before making any investment decision.
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