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with Iran backed into a corner, increased tension between the regime and the white House
has resurrected talk of a closing of the Strait of Hormuz -- the critical waterway by
which the bulk of Middle Eastern oil must travel. Unappreciated geopolitical risk may
benefit these strategies:

e Long Brent oil
e Long gold
¢ Short euro against US Dollar

Before moving on, we must point out our cognitive dissonance in identifying an
environment that is bullish for oil and gold while at the same time being constructive
on USD in a major pair (because commodities tend to move in the opposite direction of
the greenback). The reason for our jaundiced view on the euro specifically is the
Continent’s fragility in the politics of consumer fuel costs. This stems from the risk
of France’s “yellow vest” movement surprising the market with newfound strength.

what is causing the sabre-rattling?

Though Iran is facing sanctions from the US, many o0il consuming nations were offered
waivers last November to continue purchasing from the regime. Those waivers expired in
May, Teaving the regime with a loss of market share for its 1.3mn barrels per day of oil
exports.

Now Iran 1is trying to wriggle out of the its nuclear accord with the European Union
(EU), as it doesn’t feel Tike it’s getting any upside after the US withdrew from it Tast
May .

Hormuz

The Strait of Hormuz is the world’s most important choke point, carrying 30% of global
seaborne-traded crude oil and other liquids. It is also the avenue for all of Qatar’s

liquefied natural gas (LNG) exports, which are roughly 30% of the global LNG tradel.

Figure 1: Map of Key Straits in the Middle East
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Source: US Energy Information Administration (EIA)

The EIA anticipates that the oOrganization of the Petroleum Exporting Countries (OPEC)
oil cartel’s total output in 2020 will be 29.8 million barrels per day, of which 18
million barrels will flow through Hormuz. The other two chokepoints pale in comparison
(Figure 2).

Figure 2: Crude oil and petroleum products transported through Arabian
Peninsula chokepoints
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Sources: US Energy Information Administration (EIA) analysis based on Lloyd's List Intelligence, Panama Canal
Authority, Argus FSU, Suez Canal Authority, GTT, BP Statistical Review of world Energy, IHS waterborne, 0i1 and

Gas Journal, and UNCTAD, using EIA conversion factors. EIA published the analysis in 2017.
Asset impacts

It is tempting to look back at history to see what has happened in similar events in the
past, but there are Timitations, as no two conflicts are the same. Start with oil.
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while the Gulf wars are useful

reference points for oil

shocks from Middle East

conflict, some other periods have a mixed track record. For example, 1987-1988 was a
period of elevated tension in the region,

prices.

yet the era 1is not known for rising oil

Figure 3: Persian Gulf conflicts, 1987-1988

1987

37 American seamen killed .
by Iragi air force

1988

US naval ship runs info mine | *®
planted by Iran in Strait of
Hormuz

1988

Operation Praying Mantis —
a one day confrontation
between US and Iran

Smaller cars meant that consumer
demand was also shiftfing lower

Structural changes to the oil market,
removing the dominance of Middle
Eastern countries in setting bilateral
confract prices and a move fo spot and
futures markets in the US and Europe

Saudi Arabia increased oil production in
retaliation against fellow OPEC members,
who had been cheating on quotas

source:
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For the bears, there are some parallels to the 1980s - demand for “greener” autos today,
Saudi Arabia’s near-10mm barrel daily production and off-the-charts US shale supply come

to mind. But much of this

is moot if Hormuz’s flow is called into question. For

context, consider that Vvenezuela’s production fell from 2.4 million barrels per day in

2016 to about 800,000 barrels currently, a decline of 1.6mbpd

much crude and equivalents flowing through Hormuz.

Gold

Geopolitical shocks tend to benefit gold prices, as shown in Figure 4.

Figure 4: Geopolitical shocks

There 1is about 11x that
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Gold Price World Relative
Change 1 | Equities Price
year Change 1 Gold
Event date forward ) oviperdormance
Greece government  20/10/2009 26.5% 4. A% 22.1%
deficit
announcement
Global financial crisis  15/09/2008 31.6% -12.7% 44 3%
911 Terrorist Attack  11/09/2001 16.9% -15.1% 32.0%
Dotcom bubble 11/03/2000 -6.0% -17.5% 11.5%
Desert Storm (First 02/08/1990 -3.5% -2.9% -0.5%
Guif War)
Junk bond crash 13/10/1989 6.9% -16.0% 225%
Black Monday 19/10/1987  -11.6% 0.7% -10.8%
Nixon's Resignation 09/08/1974 14.9% 4.4% 10.5%
Yom Kippur War 06/10/1973 47 .4% -42.0% B89.4%
Average 13.7% -10.9% 24.6%

Historical performance is not an indication of future performance and any
investments may go down in value.

Gold saw some of 1its best outperformance 1in the 1970s, but extrapolating those
experiences forward is difficult. The demise of the Bretton Wwoods monetary system
fundamentally changed the price of gold in that era. President Ford’s 1974 signing of
an act that permitted US citizens to own and deal 1in it reversed four decades of
official state policy that originated with President Roosevelt’s 1933 confiscation
decree. with the world’s Targest economy able to invest, the mid-1970s saw a structural
change for the metal’s demand dynamic. As 1investors tried to access it for the first
time in four decades, its price rose substantially more than we can extrapolate to any
current situation.

Nevertheless, the Yom Kippur war and the first Gulf war 1indicate that gold prices can
standout when the Middle East heats up. Additionally, should threats of Hormuz closure
become tamer from here, the metal could begin to play off of other geopolitical tensions
anyway, with the one at the top of the 1list being this feeling that we should respect
the possibility of a Sino-US cold war.

Short euro against US Dollar

The populist right in Europe could find strength in disgruntlement from rising fuel
prices. The gilets jaunes movement in France is an illustration of what could happen
when rising fuel prices hit everyday people that were angry to begin with. Although many
believe that movement 1is broadly on the wane, higher diesel costs could bring it back
with a vengeance. The US 1is less sensitive to political shock from high oil prices
because it 1is producing so much oil itself. That 1is 1in stark contrast to the US of
old. For this reason, the euro Tooks vulnerable here, a rare exception to the “rule”
that oil and gold bullishness tend to go hand-in-hand with USD bearishness.

source

1 Energy Information Administration
Related blogs

+ OPEC boosts o0il markets with supply cut

wisdomTree.com * +44 (0) 207 448 4330 WISDOMTREF


https://wisdomtree.eu/~/link.aspx?_id=7DF4733046B345A6BBDC2048F84CB1FC&_z=z

WisdomTree INSIGHT ARTICLE

+ Gold: wisdomTree's price forecasts to Q1 2020
+ OPEC: Déja vu - No thank you!
+ Market insight: 40 Years of fraught US-Iran tension in the Persian Gulf plays on
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View the online version of this article here.
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Important Information

Marketing communications issued in the European Economic Area (“EEA”): This
document has been issued and approved by WisdomTree Ireland Limited, which is authorised
and regulated by the Central Bank of Ireland.

Marketing communications dssued in jurisdictions outside of the EEA: This
document has been issued and approved by WisdomTree UK Limited, which 1is authorised and
regulated by the uUnited Kingdom Financial Conduct Authority.

wisdomTree 1Ireland Limited and WwisdomTree UK Limited are each referred to as
“WisdomTree” (as applicable). our conflicts of Interest Policy and Inventory are
available on request.

For professional clients only. The information contained in this document is for
your general information only and 1is neither an offer for sale nor a
solicitation of an offer to buy securities or shares. This document should not
be used as the basis for any investment decision. Investments may go up or down
in value and you may lose some or all of the amount invested. Past performance
is not necessarily a guide to future performance. Any decision to invest should
be based on the information contained in the appropriate prospectus and after
seeking independent investment, tax and legal advice.

The application of regulations and tax laws can often lead to a number of
different interpretations. Any views or opinions expressed in this communication
represent the views of wisdomTree and should not be construed as regulatory, tax
or Tlegal advice. WisdomTree makes no warranty or representation as to the
accuracy of any of the views or opinions expressed in this communication. Any
decision to invest should be based on the information contained 1in the
appropriate prospectus and after seeking independent investment, tax and Tegal
advice.

This document is not, and under no circumstances is to be construed as, an advertisement
or any other step in furtherance of a public offering of shares or securities in the
United States or any province or territory thereof. Neither this document nor any copy
hereof should be taken, transmitted or distributed (directly or 1indirectly) dinto the
United States.

Although wisdomTree endeavours to ensure the accuracy of the content 1in this document,
wisdomTree does not warrant or guarantee its accuracy or correctness. Where wisdomTree
has expressed its own opinions related to product or market activity, these views may
change. Neither wisdomTree, nor any affiliate, nor any of their respective officers,
directors, partners, or employees accepts any liability whatsoever for any direct or
consequential Toss arising from any use of this document or its contents.
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