
 

With the backdrop of conflict in the Middle 
East, energy is again on the mind of investors. 
On September 14, 2019, pre‐dawn drone 
a acks on the Khurais oil field and Abqaiq oil 
processing facility in Saudi Arabia knocked out 
5.5% of global oil supply, about 5.7 million bar‐
rels/day. In the wake of the a ack Brent oil 
price futures shot up by 12%.1 Shortly therea er 
oil prices retreated, as Saudi Arabia’s Energy 
minister said that the country’s oil supply would 
be fully back online by the end of September.2 
 
Ini ally, Iranian‐allied Houthi rebels from Yem‐
en claimed responsibility, however in the days 
that followed, Saudi Arabia, U.S., Germany, 
France and Britain all named Iran as responsible 
for the a acks. Iran denies any direct involve‐
ment and considers the a acks as a “legi mate 
defense” to the ongoing Saudi war with the 
Yemeni Houthis.3 While the geopoli cal implica‐

ons remain fluid and unknown, and the blame 
game has heightened tensions with Iran, we’re 
thankful to see U.S. officials a emp ng to build 
a coali on to address Iranian aggression in the 
Gulf.4  
 
Nevertheless, these events reignited concerns 
that a spike in oil prices could push an already 
precarious global economy into recession.5 In 
this month’s missive we’ll look back at previous 
oil shock events, the economic ramifica ons, 
and how in the past the U.S. and global econo‐
mies were much more energy intensive. 
 
1920 
According to a research paper by UCSD Profes‐
sor James D. Hamilton, tled “Historical Oil 
Shocks,” gasoline market problems on the U.S. 
West Coast in 1920 may have been the first oil‐
related shock of the transporta on era. He 
notes that petroleum was less important to the 
economy at this me than a er World War II 
and that this instance was confined to the West 
Coast. However he also points out, “that these 
shortages coincided with a U.S. business cycle 
contrac on that the NBER dates as beginning 
January 1920 and ending July 1921, a correla‐

on which as we will see would be repeated 
quite frequently later in the century.”6  
 

“In the spring and summer of 1920 a serious 
gasoline famine crippled the en re West Coast, 
shu ng down businesses and threatening vital 
services. Motorists endured hour‐long lines to 
receive 2‐gallon ra ons, and, in many locali es, 
fuel was unavailable for as long as a week at a 

me… [A]uthori es in Wenatchee, Washington, 
grounded almost 100 automobiles a er spo ng 
them late one Saturday night ‘on pleasure bent.’ 
Police ordered distributors not to serve these 
‘joyriders’ for the dura on of the shortage. Se‐
a le police began arres ng drivers who le  
their parked vehicles idling.”7 

 
1956 
In July 1956 Egypt na onalized the Suez Canal, 
leading to Bri sh, French and Israeli forces 
a emp ng to regain control of the waterway, 
through which 1‐1.5 million barrels/day of oil 
traveled. Forty ships were sunk during the con‐
flict and pumping sta ons for the Iraq Petrole‐
um Company pipeline were also damaged. By 
November 1956 total oil produc on in the Mid‐
dle East was down 1.7 million barrels/day, or 
10.1% of total global output at that me. This 
would be the biggest percentage of total oil pro‐
duc on removed by any subsequent oil shock 
over the following decades. While the economic 
impact was more immediate in Europe, an 18% 
decline in real U.S. exports began in the first 
quarter of 1957, contribu ng to the recession 
that began in August 1957.8 
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1973 
On October 6, 1973 Egypt and Syria a acked Israeli 
forces, launching the short‐lived, but longer‐las ng in 
consequence, Arab‐Israeli War.9 Prior to the war 
ending in Israeli victory on October 25, Arab‐state 
OPEC members, upset with U.S. support for Israel, 
embargoed oil exports to the U.S. and some Western 
European countries. The embargo lasted only six 
months, but oil prices tripled in that me. This 
caused a surge in infla on and collapse in consumer 
confidence, leading to a recession and significant 
equity bear market in the U.S.10  
 
1979 
Nearly six years later, Iran’s pro‐western monarch 
was overthrown, causing another oil price shock. This 
strengthened the no on that oil price shocks can 
cause recessions, due to the nega ve impact on dis‐
cre onary income and thus consump on. Further, 
the oil price shock helped drag the economy into 
recession, again, as corporate profits were reduced 
by higher input costs and higher employee wages 
that were needed to keep pace with rising prices.11 

 
Turning To The Present Day 
While the September a acks cause considera on of 
the vulnerability of Middle Eastern oil infrastructure, 
the energy intensity of today’s global economy is 
much lower than in the past. For example, during the 
1970’s a tank of gas consumed a significantly larger 
share of household budgets than it does today. Ac‐
cording to BCA Research, “energy is no more expen‐
sive rela ve to the PCE basket than it was at the end 
of the 1970’s, allowing fuel efficiency gains to trans‐
late directly to increased discre onary income.”12 
Given that energy as a percentage of personal con‐
sump on is well below the level where it was 30 
years ago, consump on would be somewhat impact‐
ed by higher oil prices, but not by the magnitude ex‐
perienced in the 1970’s. See Exhibit 1. 

Our Energy Dependence is Lower than Ever  
The U.S. now ranks as the world’s largest oil produc‐
er and is approaching status as a net exporter of oil.13 
As a result, it is likely that the U.S. is less suscep ble 
to an unplanned oil supply outage than it was during 
the Arab oil embargo or other events noted previ‐
ously. Said differently, the tax imposed by higher oil 
prices is lower than it was then and is no longer paid 
to foreign na ons. While higher energy prices would 
s ll act like a tax on consumers, some of that tax rev‐
enue would now benefit U.S. companies. The par es 
and locali es involved in domes c oil produc on 
would all likely share at least some benefit. Further, 
if the U.S. does become a net exporter of oil, higher 
prices would likely narrow the trade deficit.14  
 
From the Past to the Present to the Future 
Going back to the 1800s, the primary sources of fuel 
were biomass, such as wood, despite the fact that 
almost all of the energy was lost during the process 
of burning. During the 20th century, energy demand 
con nued to accelerate with the growth of advanced 
economies and improvements in living standards. It 
was at this me that fossil fuels improved on the in‐
efficiency of biomass, as they only lose “about 40 to 
70 percent of their embodied energy when convert‐
ed into electrical or mechanical energy.”15 Now, ac‐
cording to McKinsey & Co., four factors are set to 
drive a decoupling between economic growth and 
energy demand.  
 
•  The growing use of renewables, driven by declin‐

ing costs of produc on, transporta on, and stor‐
age, is fundamental to energy demand leveling off 
over the next thirty years.  

• Energy efficiency is improving due to technology 
and behavioral changes. 

• Electrifica on is more efficient than the internal 
combus on engine (ICE). For example, a passen‐
ger electric vehicle (EV) requires only one‐third of 

Exhibit 1: Energy Goods and Services as a Percentage of Personal Consump on Expenditures  

Source: Federal Reserve Bank of St. Louis Economic Database, 2019  
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the energy in comparison to an ICE, per mile driv‐
en. 

• Declining energy intensity is a result of the shi  
from industrial to service economies. 

 
Over the long‐term, we believe these factors will 
meaningfully contribute to the decline in the US 
economy’s sensi vity to the costs of fossil fuels. 
However, in the near‐term, progress isn’t happening 
in a straight line. The Trump Administra on has un‐
dertaken new efforts to roll back various Obama era 
rules geared at cu ng greenhouse gas emissions 
from two sectors most responsible for greenhouse 
gas16 emissions, power and automobiles. For exam‐
ple, the Trump Administra on’s Affordable Clean 
Energy Rule, seeks to give states the op on to im‐
pose easier restric ons on u li es’ ability to emit 
greenhouse gases. Separate from the ques on of 
whether or not this is good policy, these efforts are a 
factor which could slow the shi  towards renewable 
sources of energy. 
 
Ul mately, it is our hope and expecta on that the 
declining cost of renewable energy will mean that 
over the course of the next decade renewables 
should become cost compe ve with the cost of run‐
ning exis ng fossil fuel power plants, as well as the 
cost of new conven onal power plants not yet built. 
We believe that will in turn drive renewables share 
of the world’s energy mix. According to McKinsey & 
Co., renewables are likely to contribute more than 
half of the world’s electricity by 2035.17 

 
Conclusion 
The oil intensity of the U.S. economy has declined. In 
fact, it is around a third of what it was during the 
Arab oil embargo of the 1970’s.18 Addi onally, the 
total energy intensity of the economy will likely con‐

nue to fall even more.  Given the importance of 
energy as a cost, it is very likely this will prove to be a 
tailwind for many businesses and the economy as a 
whole. Addi onally, energy efficiency and decarboni‐
za on will provide opportuni es for forward thinking 
companies to capitalize on these changes. Further, 
the US economy is approximately 70% consumer‐
oriented and less trade intensive rela ve to most 
other countries. This has been reinforced as the U.S. 
economy has generally shi ed from manufacturing 
to services, which will likely limit the impact of higher 
corporate input costs in an oil price shock.  
 
In the near‐term however, geopoli cal conflict in the 
Middle East and nega ve consequences for the ener‐
gy sectors can certainly add to the worries of inves‐
tors. As it pertains to inves ng in the sector, the pric‐
es of energy stocks already reflect this reality. Ac‐
cording to Bloomberg, the S&P 500 Energy Sector 

was the worst performing sector for the year 
through September 30th, as well as in the third quar‐
ter. That leaves some stocks in the energy sector 
looking inexpensive and offering dividend yields 
which are a rac ve rela ve to bonds in today’s low 
interest rate environment. 
 
Recent data regarding both the manufacturing and 
services economies have kept markets ski sh and 
pundits focused on downside risks. It’s true that 
weak economic data has been spreading. The ISM 
manufacturing index declined to 47.8, its lowest level 
since 2009, versus expecta ons for a rebound (a 
reading below 50 shows contrac on).19 Addi onally, 
the September ISM Non‐manufacturing Index read‐
ing of 52.6 provided some evidence that manufactur‐
ing weakness has spread to the much larger services 
sector as well. That level is down from August’s read‐
ing of 56.4 and market expecta ons for a reading of 
55.3.20 Offse ng these disappoin ng data points, 
the jobs report showed a 136K rise in nonfarm pay‐
rolls‐‐be er than many feared. The unemployment 
rate, at 3.5%, is not yet showing an increase that typ‐
ically precedes a recession.21  See Exhibit 2 where 
shaded areas indicate prior recessions. 

For the me‐being we are staying focused on high 
quality companies which we believe should on aver‐
age be able to both execute and outperform in a 
weak economic environment. That said, we are not 
yet shi ing our strategy on the basis that a recession 
is more likely than not in the next 12 months. Quan‐

ta vely, we believe the consensus infers that we 
will avoid a recession in the near‐term. See Exhibit 3 
from Bloomberg Economics which as of September 
30th indicates cause for concern, but not that a re‐
cession is more likely than not.   

Exhibit 2: U.S. Unemployment Rate  

Source: Federal Reserve Bank of St. Louis Economic Database, 2019  
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M A R K E T  S T A T S  
S&P 500    2977        
DOW JONES      26917 
10 YR T-BOND     1.68% 
 

As of  09/30/2019 
Source: Bloomberg 
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According to BCA Research, global financial 
condi ons have eased meaningfully and it ap‐
pears global leading indicators are in the pro‐
cess of bo oming as well.22 These things 
should lead to be er economic data in the 
coming months. Goldman Sachs Economic Re‐
search agrees that recession fears are some‐
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Exhibit 3: Bloomberg Recession Model 

Source: Bloomberg Economics 

what overblown and that an October rate cut 
will likely be the last from the Fed.23 In conclu‐
sion, equity market returns year to date have 
been strong, but the economic forces at play 
indicate to us that we should expect markets to 
remain choppy through the end of the year and 
poten ally into the 2020 elec on. Stay tuned. 


