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Oll and the seven myth

While it's hard to say when the uptrend will reverse, it must be noted that
It is psychology, rather than fundamentals, that is spurring oil prices

Myth often
transcends
reality at the
late stages of a

Ruchir Sharma

T IS one of the most powerful mo-

mentum marketsin history. Across

the globe, almost all stocks that

have outperformed the bench-

marks over the past year belong to
the just one group. Six out of the world's
10largest companies by market value are
drawn from this sector. Pension plans
and hedge funds have been pouring
record sums of money into the space.
Conversations around office water cool-
ers and living rooms revolve around the
same financial topic. It is fashionable to
throw about forecasts of much higher
prices, which are already up 100% over
the pastyear and are pasted on every oth-
er magazine cover.

So s this early 2000 or mid-2008? The
parallels are indeed striking between the
late stages of the tech mania and the cur-
rent oil boom. Both mega trends were

corresponding

has contracted by 5% so far this year, as
demand destruction is in the works.
While it is hard to get a fix on latest Chi-
nese demand, growth in oil demand is
unlikely to be as high as the 5% annual
run-rate of the past five years, given the
marginal slowdownin China’s economy.

nearly 90% of the growth since 2004 in
new ‘oil' capacity coming from bio-fuels,
synthetic oil and natural gas liquids. Fur-
thermore, higher per capitaincomes are
often associated with greater energy effi-
ciency and the increased urbanisation
projected for emerging markets could

Myth 3: Emerging market demand is priceeven translate into lower per capita oil
inelastic. For every commodity, demand deensumption with the greater use of
struction sets in at some pointhe 1960s
and’70s, the re-industrialisation of Japan
and Europe propelled commaodity prices
higher, but at a certain juncture, the de-
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mand for commodities recoiled. Copper
consumption peaked at 0.45% of global
economy inthe mid-1960s while the de-
mand for nickel started to fall in the
1970s after reaching 0.2% of global GDP.
For the previous oil price boom, the
breaking pointwasinlate 1979 whenthe

Myth 1: The oil price surge is due to a drofotal spend on that commodity exceeded

powe rful rooted ina powerful economic shift; while
the tech boom was associated with sever-
: al technological breakthroughs and new
tren d . W h I l e ‘killer applications’ for mass use, the oil-led
] . commodity boomis attributed to the rapid
the 0Ol | pnce industrialisation of emerging markets.
At some point, however, investor
imagination begins to overstate reality.
su rg e over th € With oil prices doubling since mid-2007,
without any major
paSt decade change in the supply-demand dynamic,
there are now widespread signs that the
i myth has again transcended the truth.
IS largely While it's hard to predict exactly when
. the deeply entrenched uptrend will re-
rooted in verse, itsimportantto be fully aware that
psychology rather than fundamentals is
currently spurring oil prices. Here are
fU nd ame ntal S, some of the most popular misconcep-
tions that come through in any discus-
the blow-off sion about oil.
this year IS in output growthWhile there is some rea-
son to be genuinely concerned about
: long-term supply constraints in oil,
d rnven more growthin production has not hitawall as
yet. Global oil supplies have beenincreas-
by hype th an ing 2% annually over the past five years
and supply of crude is more than ade-
guate to meet demand this year as well.
any Ch ang ed Still, the marketis worried that the de-
pendence on OPEC supply has recently
d eman d - been growing as estimates for North Sea
and Russian crude production have been
steadily declining. In addition, global
Su p p Iy spare capacity has fallen to 2% of produc-
. tion from a historical average of 3% to
dyn amic 5%. But this hardly justifies the doubling

in oil prices over the past year. The last
time prices rose at such a meteoric pace
wasinthe 1970s when there were actual
supply disruptions.

7% of global GDP.

Over justthe pasttenyears, the weight
of il in the global economy has moved
from a low of 1.5% of GDP to over 7% of
GDP again. The experience of the 1980s
could be instructive in the current con-
text as well. Even as Japan and Europe
continued to grow strongly in the 1980s,
oil consumption remained essentially flat
through that decade as both the regions
strived to achieve better fuel efficiency
and switched to alternative sources of en-
ergy, such as nuclear power. With gov-
ernments in many emerging markets fi-
nally raising oil prices at the retail level
this year, oil demand is bound to de-
crease. As a case in point, the Indonesian
government is budgeting a 10% decline
involume growth for 2008 on the back of
a 30% adjustment in il prices.

1981

mass transportation.
Myth 5: The tidal fund flow into oil and

The key difference between Chinaand
India is that the latter cannot afford to
keep subsiding oil prices or further cut-
ting taxes on oil products due to the large
fiscal deficit. China doesn't face the same
compulsion to raise prices as itis running
afiscal surplus amounting to nearly 1%
of GDP. If the incumbent government
had been more sensible in spending the
revenue windfall from the runaway
growth of the past four years, then it

other commodity products will keep raisingvould be in a much better shape to ab-

their prices in financial marketasset allo-
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When oil spending as a share of GDP hit 7%
in 1979, global oil demand contracted by
10% over the next 3 years

sorb the global oil price shock.
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cation into commodity funds has risen
dramatically over the past year, with the
total influx in the first quarter of 2008 ex-
ceeding the total inflow of 2007. Many
commentators argue that this trend has a
long way to go as total allocation to com-
modity-related assets is still below 5% of
total financial assets. Late last year, during
the heady months of the emerging mar-
ket boom, similar arguments were
bandied about with regard to a potential
re-rating of emerging markets stocks. Yet,
the reality is that while momentum can
drive markets for a while, flows can
quickly reverse once it becomes apparent
that the underlying fundamentals are de-
teriorating; indeed this is the case with
the Indian and Chinese equity markets
this year. Even if pension plans keep in-
creasing their strategic allocation to com-
modities, the process is likely to be grad-
ual and spread over time.

World Expenditures on Oil as a Percent of GDP: Annual average, 1971
thru 2007 with 2008 estimale assuming $110 oil price
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Myth 7: A 1970s-style decade lies ahead fi
the global economy. Until late 2007, the rise irf
oil prices did not pose a problem for the globa
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economyin contrast to the 1970s when
the oil price increase largely represented
asupply shock, in this decade itis mainly
a reflection of booming economic de-
mand in the developingworld andill last
year any major inflationary impact was
offset by high productivity growth in the
global economy. Over the past six
months, the price of oil has risen at its
fastest pace inrecenthistory even as glob-
al economic demand has slowed due to
fears of supply shortages, which is why it
is now leading to fears of a 1970s redux.
But the situation today is more analo-
gous to late 1979 — the oil price shock
has already happened with prices again
rising by 900% over the past decade. The
global economy is at a point similar to
1979 when demand and the price of il

Myth 6: Retail gasoline and diesel prices istarted to decline.
emerging markets such as India are too low by Over the past 30 years, every major oil

global standardhe retail prices of petrol
and diesel vary greatly across the world,
reflecting the very different tax structures

implemented by each country. Venezuela

price setback has been demand-, not sup-
ply-led. Now with evidence mounting to
suggest that demand is eroding — from
the collapse in SUV sales in the US to a

Myth 2: Emerging market demandis main  Myth 4: Better standards of living in develreportedly sells gasoline atamere 3cents  change in the subsidy regime in many
oping countries will only increase oil conper litre while Turkey charges $2.80 for a

determinant of oil pricesgnlike most other
commodities, where Chinais indeed the
price-setter, OECD demand is still the
most relevant factorwhen it comesto oil.
The US consumes 25% of global oil com-

sumptionAs the demand patterns of the
1980s show, when oil gets too expensive
consumers look for different sources of
energy and succeed in finding them. A

litre. India’s latest price for petrolisinline

with the global average, although it is
lower by 30% for diesel. Still, at $0.85 per
litre, India is selling diesel at a more ex-

developing countries — it's only a matter
of time before the psychology of ever-ris-
ing oil prices breaks on the marketplace.

(The author is head of emerging markets

pared to 9% for China. US oil demand

similar move has been underway with

pensive price than China.
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0 run the race
of Inheritance
In the US of A

AMERICANS, IT COULD BE SAID, DON'T REALLY SEEM TO
electa person as President, they elect animage. The US
presidential process, with its carefully crafted speeches, its
man-management campaigns, huge money;, allin the end seem
to boil down to a catchphrase. Much about itis remarkable, yet
there is something wrong about a democratic system where a
person, alaAl Gore, can actually win the popular vote and yet
not get the presidency. But just occasionally, like Kennedy, an
individual, a ‘real person’ seems to break through the glaze of
words and images. Barack Obama certainly seems to be one
such remarkable man. Yet, the question of race in Americais a
bit more complex than the picture of a black man finally
breaking through the last barriers.

Given the intertwining of race with power and class, itis a
moot point whether all African-Americans see a black manin
Obama, one that represents them unambiguously. Indeed,
there is some debate about his very ‘blackness’, since he is of
mixed parentage. There's even been talk of a ‘hierarchy’ of race,
where people of mixed-parentage origin occupy a somewhat
higher space than the African-Americans or native Indians. In
fact, the term mestizathough invoked more for Latin America
and the Spanish-speaking world, was used specifically to
denote this racial/class category.

However, the fact remains that the contest between Obama
and John McCain to be the President of the United States is
going to be epochal in American history. There isn't perhaps,
given the industry-military combine which calls the shots in
America, much real change to be expected, even if Obama were
towin, on critical issues like foreign policy, immigration or even
climate change for that matter. Yet, it will surely, even if merely
inthe realm of symbolism, be about a black man in contest with
awhite man of the old guard.

Anditis perhaps in the lineage, the historical and personal
narratives that Obama and McCain inheritand even to an
extent represent, that the true extent of the momentousness of
an Obamais revealed. “For two centuries, the men of my family
were raised to go to war as officers in America’s armed services,”
Mccain wrote. His lineage is that of the conquerors, the people
who enslaved others, who built the American empire. His fami-
ly narrative could be said to be that of the defenders of the
supremacy of white America. McCain himself followed the
legacy as an honoured Vietnam war veteran. In essence
perhaps, his inherited worldview is utterly different from that of
Obama. The latter’s father is said to have been a Kenyan
goatherd. Itis perfectly possible that he faced the full extent of
the repression that the empire of the white colonialists
unleashed. British rule in Africa was one of the worst episodes
in all the inhuman history of colonialism in that part of the
world. It was an attempt to deny the Africans their history, to
make it the ‘dark continent’, to, say, through ‘ethnography’
make the ‘inferiority’ of the Africans a ‘fact of knowledge’,
written down as a researched, verified truth in books. The
residue of this system of knowledge would be the segregation
and racial oppression Obama’s father would have experienced
even after moving to the US.

Obamathe son perhaps didn’t ever get to know his father at
all. Butthis historical narrative would, in some sense, be the
one which framed Barack Obama’s life. In that, he represents
the personal memory of the history of racism. The US
presidential process might have squeezed much of this memory
from Obama’s campaign and perhaps his person too. But the
sheer significance of these two familial, inherited narratives
competing to make it to the White House, of these two people
contesting to be the leader of the most powerful nation on
earth, is quite staggering.

Najeeb Mubarki

PERSPECTIVES

Rising food prices: The blame game

Arun
Firodia

shortage of food all over the world. Even in
America there is talk of ‘rationing'.

Whoisto blame? Fingers are pointed to ethanol —
apetrol substitute. Itis said that American farmers are
diverting corn to making ethanol and hence the rise
in world food prices. There is also a serious debate
whether it is wise to use land for production of
ethanol. Voices have been raised to say that land
should be reserved for foodgrains and not for ethanol.

Well said. Butwho exactly is consuming the food-
grains? Over 70% of the foodgrains produced in
America are consumed by cows and pigs for produc-
ing meat. Unfortunately, animals are very inefficient
convertors of foodgrains to meat. A cow takes in 16
kg of foodgrains to develop one kg of beef. Obvious-
ly, grain is used more efficiently when consumed di-
rectly by humans. If humans were to directly con-
sume grains rather than cycle them through animals
to eattheir meat, there would be enough food to feed
the world and there would be no ‘food shortage’.

An average American eats 125 kg of meat every
year and all Americans put together consume, hold
your breath, 35,000,000 tonnes of meat every year.
Chinese situation is even more alarming. An average
Chinese (whose diet used to consist of plenty of veg-
etables) now consumes 70 kg of meat every year.
Mostly pork butincreasingly beeftoo. All Chinese put
together eat 100,000,000 tonnes of meat every year.
World meat consumption has surged five-fold in the
past 50 years, forcing diversion of foodgrains to feed
the animals. Even in countries like Thailand the pro-
portion of foodgrains diverted to animals has jumped
from 1% to 30%. Since demand for foodgrainsis rac-
ing ahead of supply the price of foodgrains is rising.

For countries like China or the US, meat is food.
Foodgrain is not food. They don't care if foodgrain
prices rise. As long as meat prices are under control

FOOD prices are going up. There is a serious

they are not bothered. China even maintains a
‘strategic reserve’ of hundreds of thousands of live
pigs whom they release in the market to keep pork
prices under check.

Why do they feed their animals with grains? Why
don't they just let them graze in the rangelands and
consume grass? Well, the number of animals raised
for meat productionis 50,000 million, eight times the
human population. There isn't enough rangeland to
let so many animals roam around and graze. Second-
ly, animals would grow faster if fed with foodgrains
and other nutrients rather than grass. Naturally, meat
factories would like to feed the animals (or let us say
overfeed them) with foodgrains.

Meat is an inefficient energy provider. Would you
believe that a beef-eater needs more energy walking
one kilometre than a car travelling one kilometre? An

If humans were to directly
consume grains rather
than cycle them through
animals, to eat their meat,
there would be enough
food to feed the world
and there would be no
food shortage

example would prove this point. The beef eater would
spend 70 kcalories inwalking one kilometre. Letus say
he gets this energy back by eating a piece of beef con-
taining 70 kcalories. The beef-cow would have eaten
foodgrains containing 1,120 kcalories to produce this
piece of beef. The meat supply chain would necessitate
further 1,120 calories in the meat processing factory,
chilled storage during transportation, warehousing, re-
tailing and at beef-eater's domestic refrigerator totalling
2,240 kcalories. What quantity of petrol would contain
2,240 kcalories? 70 mls of petrol! And a car would go
more than one kilometre in that 70 ml petrol!

Present Indian meat consumption is 3 kg per capi-
ta per year and all Indians put together consume 3
million tonnes of meat every year. As and when India
becomes rich, Indians may start consuming meat at
Chinese levels. India would then need 100,000,000
tonnes of meat since India’s population would reach
present Chinese population figures. Presently Indian
cows feed on grass and Indian pigs feed on garbage
but large meat factories would have to be set up by
well experienced MNCs to yield such high meat out-
put. These factories will feed their animals on food-
grains. Imagine the pressure on food prices when
over 70% of India’s foodgrains will go to feed the an-
imals producing meat. There isn't enough land in In-
dia or even the entire world to produce foodgrains to
support such gigantic animal population.

And what about water? 10,000 litres of water are
needed to produce 1 kg of beef. Where is the water to
produce so many million million tonnes of meat? An
animal generates 100 times more waste than a hu-
man being. Howto dispose off the waste generated by
50,000 million animals? Raising the animals, meat
processing, chilled storage, transportation, retailing
and storing the meat in deep freezer at home all re-
quire huge amount of energy. A significant portion of
fossil fuels is needed to power the meat industry.
Surely earth’s limited resources cannot sustain two
burgeoning populations — human beings and ani-
mals. Very soon groundwater will dry up and forests
will give way to grazing lands. One billion cows and
one billion pigs of rich countries will compete with
world’s poor for food and water. As their population is
rising faster than human population one doesn't
have to be a rocket scientist to know who is winning.
And to know why food prices are rising.

(The author is chairman, Kinetic Group
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