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Institutional Investors: Impact on Oil & Commodity Prices 
 
One of the basic principles of extracting oil is that when the 
current price plus interest rate exceeds future price, then the 
owner of underground oil should extract it.  The discerning reader 
understands that the term “Price” here refers to price net of 
“marginal extraction costs including storage, transportation and 
insurance”. 

By contrast, if the oil price in the future is expected to be higher 
than the current price plus interest rates, then the owner of the oil 
reservoir should not produce now but rather produce tomorrow at 
the higher prices and reap a larger economic “rent”. 

In the 1970s, OPEC was blamed for the high oil prices because of 
deliberate supply contraction that drove prices up. Nowadays 
OPEC is producing at nearly full capacity but oil prices keep rising. 
Many analysts believe that market fundamentals, global demand 
and supply do not justify the galloping oil prices. Why? 

Between the 1970s market and today’s market, major 
transformations have occurred not the least of which is “oil futures 
markets” and speculations therein.  Let’s illustrate the impact of 
these “paper markets” on oil prices by referring to a recent 
testimony in front of the United States Senate.   Specifically, Mr. 
Michael Masters, Wall Street hedge fund manager, testified before 
the US Senate on May 20, 2008.  Some of the highlights of his 
testimony are the following1: 

“What we are experiencing is a demand shock coming from a new 
category of participant in the commodities futures markets: 
Institutional Investors. Specifically, these are Corporate and 
Government Pension Funds, Sovereign Wealth Funds, University 
Endowments and other Institutional Investors. Collectively, these 
investors now account on average for a larger share of outstanding 
commodities futures contracts than any other market participant”. 

“These parties, who I call Index Speculators, allocate a portion of 
their portfolios to “investments” in the commodities futures 
market, and behave very differently from the traditional 
speculators that have always existed in this marketplace. I refer to 
them as “Index Speculators” because of their investing strategy: 
they distribute their allocation of dollars across the 25 key 
commodities futures according to the popular indices – the 

                                                           
1 www.money.cnn.com;  www.denver.rockymountainnews.com 

 

Standard & Poor’s - Goldman Sachs Commodity Index and the Dow 
Jones - AIG Commodity Index”. 

“In the popular press the explanation given most often for rising oil 
prices is the increased demand for oil from China. According to the 
DOE, annual Chinese demand for petroleum has increased over the 
last five years from 1.88 billion barrels to 2.8 billion barrels; an 
increase of 920 million barrels.  Over the same five-year period, 
Index Speculators demand for petroleum futures has increased by 
848 million barrels. The increase in demand from Index 
Speculators is almost equal to the increase in demand from China!” 

“In fact, Index Speculators have now stockpiled, via the futures 
market, the equivalent of 1.1 billion barrels of petroleum, 
effectively adding eight times as much oil to their own stockpile as 
the United States has added to the Strategic Petroleum Reserve 
over the last five years.” 

“One particularly troubling aspect of Index Speculator demand is 
that it actually increases the more prices increase. This explains 
the accelerating rate at which commodity futures prices (and 
actual commodity prices) are increasing. Rising prices attract more 
Index Speculators, whose tendency is to increase their allocation 
as prices rise. So their profit-motivated demand for futures is the 
inverse of what you would expect from price-sensitive consumer 
behavior”. 

Implications to Our Region 
 
Taken at face value, the above testimony has important 
implications to the current and future economic affairs in our 
region.  First, it suggests that if no action is taken, oil prices will 
continue to rise in the future.  

Prices of oil and other commodities, notably food, could become so 
“high” in the near future that they represent a real threat to the 
world economic growth and more importantly threaten the very 
survival of hundreds of millions in our world who are classified as 
“poor”. 

Economic history shows that financial “greed” in the presence of 
“bounded rationality” could threaten the stability of the global 
financial system; the subprime woes are living reminders!  

The drive to make “money” concomitant with absence of adequate 
regulatory measures could produce “unexpected shocks” that force 
the system to go back to normal or sustainable path.    

Alternatively, Western governments, especially the US, might 
intervene with stiff regulations regarding Institutional Investors in 
a manner that could abruptly terminate the speculative oil price 
spiral and force prices to go on a downward trend.   

Second, it suggests that some investors from our region, private 
investment funds and Sovereign Wealth Funds (SWF’s) are 
involved in commodity futures markets.  If true, then some of the 

http://www.money.cnn.com/
http://www.denver.rockymountainnews.com/
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rapid surge of liquidity, through higher oil prices can be decided 
internally.   

Finally, the testimony has implications for the trio: rising oil prices, 
pegging to the sliding US dollar and rising inflation in our region.  
More on this in future issues.     

Global Developments2 

The US dollar remains down against the Euro and the Yen, in 
addition to the Swiss Franc this week amidst high oil prices and 
weak US housing data. Both, the Euro and the British Pound 
somewhat faltered during the week due to weak economic data.   
Figure 1 

 

Oil prices continue to break new records as this week (reaching 
$135/bbl on Thursday) amidst supply uncertainties, particularly 
after the IEA announced that oil fields are depleting at a more 
rapid rate than was expected. However, the discovery of a new 
field in Brazil may ease supply worries as well as establish the 
country as a powerhouse in the market.  

Table 1 Selected Commodities 

 
Week ending 
 5/16/2008 

Week ending  
5/23/2008 Change 

Oil WTI 
 ($/bbl) 

126.30 131.60 4.20% 

Gold ($/oz) 897 927.50 3.40% 

Natural Gas 11.25 11.590 3.02% 

Source: WSJ 

Global equity markets witnessed wide fluctuations this week as 
fears over the climbing oil prices dampened performances in the 
US, Europe and Asia. In addition, the decline in house sales and 
inflation worries further dragged US shares down. 

                                                           
2 FT and WSJ 

In the MENA, the Amman Stock Exchange had a mixed 
performance this week with the general index declining by 0.97%. 
Both the Saudi exchange and the Moroccan exchange had bearish 
weeks, as well, with declines of 1.13% and 0.64% respectively. 
Table 2 Selected Market Indices,  

Index 
Week ending  
5/16/2008 

Week ending 
5/23/2008 Change 

Jordan 9,269 9179 (0.97%) 

KSA 9,783.19 9,672.62 (1.13%) 

Morocco 14,543.73 14,451.08 (0.64%) 

S&P500 1,424.58 1,375.93 (3.42%) 

NIKKEI 14,219.48 14,012.20 (1.46%) 

FTSE100 6,304.30 6,087.30 (3.44%) 

Sources: Bloomberg and Official Markets 

 

DID YOU KNOW? 

 More than a fifth of Yemen’s 22 m people are malnourished.  Yemen 
imports 75% of its food, but even so it is using up scarce water 
supplies so fast that the aquifers most people rely on may dry up 
within a decade (The Economist Magazine, May 16, 2008). 
 

 The US government who mandated increased production of ethanol 
from corn in order to reduce oil consumption has disputed the IMF 
claim that the shift out of the food supply to produce bio-fuels 
accounts for almost half of the recent increase in global food prices.  
The US government claims that the policy mandate accounts for 
only 1.2% of increases in food prices over the last year. [AP] 
 

 To broaden its cultural capital, Qatar is seeking to develop a 
communications city to be built outside Doha.  This follows an 
agreement signed in April last year between the Qatar Foundation 
and Northwestern University in the US to jointly develop media and 
communications courses at the foundation’s Education City outside 
of Doha. (OBG, May 23, 2008).  
 

 Nigeria’s non-oil sector contributed 77 percent to GDP in 2007. Rise 
in agricultural productivity and post-consolidation growth in 
Nigeria’s financial services account for the increased contribution of 
non-oil sector.  Nigeria and Egypt will overtake Italy’s GDP by 2015 
(Institutional Investor, May 2008) 
 

 With prices for gasoline expected to increase, some analysts suggest 
that there is an incentive to buy cargoes in Europe today and sell 
them into the US market at higher prices in a few weeks.  In the 
immediate term, it is difficult to see gasoline prices coming down in 
the States, but high prices may begin to erode demand as soon as a 
few months (Poten & Partners, May 23, 08).     

 
INFORMATION 
AB Weekly Economic Monitor provides weekly review of 
information and regional development. The weekly is authored by 
Dr.Sulayman Al-Qudsi, Chief Economist, AB Plc. Jordan  
E-mail: Dr.sulayman.alqudsi@arabbank.com.jo  , phone: +96796181733 
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