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Oil and gas prices likely to crash
Dieter Wermuth, Economist and Partner at Wermuth Asset Management

What goes up must come down. Fossil fuel prices have increased so much they have lost
touch with fundamentals and are therefore bound to fall a lot (see graph #1). The only
questions are: when and how much?

The main reason for the coming crash is that general inflation has recently risen way beyond
the growth of household incomes. In the US, for instance, consumer prices were, shockingly,
plus 7.5% yly in January - while average weekly earnings were up just about 5% y/y. The same
has recently happened in most other rich countries.

This big decline of purchasing power will in turn trigger a global recession or at least a
significant slowdown of growth, starting in economies which are net importers of fossil fuels,
such as the EU, China, the US, and Japan. In addition, the main central banks are now starting
to scale down quantitative easing and start raising interest rates even though this will pro-
cyclically strengthen the recessionary forces of the fossil fuel price explosion.

These two developments alone suffice to cause a crash of oil and gas prices. And there are
no elevated inflation expectations to speak of: output gaps are still quite large (graph #2) and
it is therefore not easy for wages to catch up with inflation. Inflation expectations — which are
necessary to set in motion a sustained wage/price spiral and sustain the fuel price explosion -
remain quite subdued. Inflation-linked government bonds suggest that the expected, i.e.,
implied average annual consumer price inflation rates for the next five to ten years range
between 0.6% in Japan, to 1.8% in Germany and 2.5% in the US. Bond yields way below
actual inflation show that investors remain relaxed about inflation risks. There is also no flight
into gold, the ultimate inflation hedge (nor into yen-denominated assets). Markets tell us that
today’s record high inflation rates are probably transitory, which is a corollary of saying that oil
and gas prices are considered to be much too high.

Near term, markets will remain dominated by Corona and the fear of a war in the east. Once
these risks fade, the main scare factors which have driven commodity prices and general
inflation will disappear. There is no scarcity of oil and gas on a global level, especially at today’s
elevated price levels. There are early signs that the tide has started to turn, but setbacks can
obviously occur anytime.

| would expect that the oil price will be back to perhaps $50 a barrel over the course of the year
(or less, in a sell-out) while gas prices might fall by about 70% to reach a “normal” level. It is
increasingly dangerous to stay long energy.

All this means that consumer price inflation rates here in Europe are about to peak in the
coming months. Bond markets will remain weak near-term - but will not crash. Equities are
considerably more exposed.
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About Wermuth Asset Management

Wermuth Asset Management (WAM) is a Family Office which also acts as a BAFIN-regulated
investment consultant.

The company specializes in climate impact investments across all asset classes, with a focus
on EU “exponential organizations” as defined by Singularity University, i.e., companies which
solve a major problem of humanity profitably and can grow exponentially. Through private
equity, listed assets, infrastructure and real assets, the company invests through its own funds
and third-party funds. WAM adheres to the UN Principles of Responsible Investing (UNPRI)
and UN Compact and is a member of the Institutional Investor Group on Climate Change
(IIGCC), the Global Impact Investing Network (GIIN) and the Divest-Invest Movement.

Jochen Wermuth founded WAM in 1999. He is a German climate impact investor who served
on the steering committee of "Europeans for Divest Invest". As of June 2017, he is also a
member of the investment strategy committee for the EUR 24 billion German Sovereign Wealth
Fund (KENFO).

Legal Disclaimer

The information contained in this document is for informational purposes only and does not
constitute investment advice. The opinions and valuations contained in this document are
subject to change and reflect the viewpoint of Wermuth Asset Management in the current
economic environment. No liability is assumed for the accuracy and completeness of the
information. Past performance is not a reliable indication of current or future developments.
The financial instruments mentioned are for illustrative purposes only and should not be
construed as a direct offer or investment recommendation or advice. The securities listed have
been selected from the universe of securities covered by the portfolio managers to assist the
reader in better understanding the issues presented and do not necessarily form part of any
portfolio or constitute recommendations by the portfolio managers. There is no guarantee that
forecasts will occur.



