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What the Price of Oil Means  
Impact on stocks, economy 

High energy costs affect virtually every fiber of the U.S. 
consumer market from the gas pump, to the clothes we 
wear, to the milk our children drink. In the first quarter of 
2008, energy accounted for 6.6% of consumer spending, 
the highest level since 1986, according to Fidelity's Market 

Analysis, Research and Education group.1 

Everyone from stock investors, to political leaders to 
American consumers, who drive two-thirds of all U.S. 
economic activity, are taking a close look at the impact of 
the high cost of oil and what, if anything, can be done to 
help ease the financial fallout. 

"Higher oil prices have eroded consumer confidence levels 
and, by extension, demand for consumer goods and 
stocks," says Jurrien Timmer, director of market research at
Fidelity and co-portfolio manager of the Dynamic Strategies 
Fund. "Over the past few quarters, rising energy costs have 
had a negative impact on corporate earnings, cutting into 
the profit margins of many businesses, especially those 
within the airlines and shipping industries, and many others 
that depend on affordable transportation." 

What's driving the price of oil?  
The United States is the world's largest oil importer. 
Because the U.S. economy is heavily reliant on oil-based 
power, American businesses are more susceptible to 
damage from rising prices than most foreign markets. 

So what's driving the price of oil? In May, the Federal 

Reserve Bank of Dallas2 published its list of factors, noting: 
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high demand from developing countries, especially China 

and India,  

limited supply, particularly because of OPEC's success in 

restricting production,  

consumer perception that oil prices are destined to rise 

even higher,  

a weak dollar, which makes the price of oil cheaper for 

foreign markets while more expensive for Americans, 

and  

geo-political uncertainties in the Middle East, Nigeria, 
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The cost of producing oil has also increased. According to 

the U.S. Energy Information Administration (EIA),3 the 
operating expenditures associated with oil production -- 
known as lifting costs -- and those linked with exploring 
and developing oil fields -- known as finding costs -- "have 
increased sharply in recent years." 

How are prices set?  
Crude is a commodity, a raw material like natural gas, corn, 
wheat, gold, coffee, and cattle used to produce other 
goods. The costs of extracting oil from its source could vary 
widely from $5.26 a barrel in the Middle East region to 
$63.71 for U.S. offshore crude, based on 2004-6 averages 
from the EIA. Petroleum is bought and sold under exotic 
names like Nigerian Bonny Light, North Sea Brent Blend, 
and West Texas Intermediate on a variety of futures 
markets -- where traders deal for the rights to buy and sell 
product at a specific price on a future date -- around the 
world and governed by the rules of a particular country. 

"The energy markets are among the largest and most 
liquid," says Timmer. "The oil market is no different from 
the stock market in that oil futures are traded on 
exchanges where buyers meet sellers." For an outsider, 
however, locating precise figures to explain how crude is 
currently priced is harder to unearth than a gusher in 
Central Park. 

Generally, there are two ways to trade commodities: either 
market trading or over-the-counter trading (OTC). Market 
trading takes place through the New York Mercantile 
Exchange (NYMEX) and is self-regulated with oversight by 
the Commodities Futures Trading Commission (CFTC), the 
government agency charged with regulating the 
commodities markets. In contrast, OTC trading is 
conducted without any such regulatory controls. 

Only about 25%-35% of all energy trading occurs on the 

NYMEX,4 which means up to 75% of all oil contracts go 
unchecked by the federal government. Because OTC trading 
is unregulated, the exact volume of trades -- not to 
mention the legality -- is unknown. To compound matters, 
despite growing activity in the commodities markets, the 
CFTC has a staff of less than 500, compared to 3,700 for 
the Securities & Exchange Commission. 

Other legal escape routes allow energy trading on so-called 
"dark markets," exchanges not subject to the transparency 

Russia, and Venezuela.  
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and accountability laws governing U.S. exchanges. For 
example, the "foreign markets loophole" lets investors buy 
and sell millions of barrels of U.S.-bound oil multiple times 
overseas before ever reaching American shores, thereby 
driving up the price with each change of hands.  
 
The standards for trading crude oil and setting prices should 
be, theoretically, consistent among different international 
market regulators. However, recent U.S. congressional 
hearings have introduced terms like "dark markets" and 
"swaps loopholes" used by some investors to skirt largely 
toothless government controls. Oil speculators -- typically 
hedge funds and investment banks -- have come under a 
spotlight amid allegations of exploiting gaps in the 
regulatory system. 

According to the CFTC, the government agency charged 
with regulating the commodities markets, the percentage of 
petrol contracts controlled by speculators has surged to 
71% in 2008 from 37% in 2000. 

The International Monetary Fund has concluded that 
speculation has played a significant role in the run-up of oil 
prices, according to testimony at a June 23 House Energy & 
Commerce subcommittee. Also at that meeting a Lehman 
Brothers analysis suggested that more than half of the price 
of a barrel of oil may be attributed to speculation. Even the 
Saudis, the world's largest oil producer of 9.7 million 
barrels a day as of July, contend that supply-and-demand 
seems to be in balance and that there is no substantive 

basis for current price levels.5  

 
At this stage, however, no one knows for sure if any 
improper oil transactions have been executed. In part, 
that's because American authorities can neither fully police 
nor gain access to data in most overseas commodities 
markets. 

Green trend  
In the meantime, what can investors do to weather current 
market turbulence and is abandoning stocks a wise tactic? 

"When the market is down, I think it's better to maintain a 
dollar-cost-averaging strategy with a broadly diversified 
portfolio consisting of multiple asset classes," says Fidelity's 
Timmer. "This approach may include some level of 
protection -- allocations in cash, TIPS, commodities and 
even some emerging markets -- depending on individual 
situations. Most important, investors need to manage their 
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own expectations." 

Investors with a long-term horizon may want to keep track 
of evolving market trends. Over the past 35 years, energy 
crises have come and gone. But this latest one may be a 
sign that the times, they really are a-changin'. Even 
legendary oil man T. Boone Pickens recently launched a TV 
commercial with windmills in the background proclaiming 
"we can't drill our way out of this." He released a personal 
energy plan calling for conservation and investment in 
green technology. 

The Ford Motor Company and other auto makers have 
announced shifts toward smaller, more fuel-efficient 
vehicles. More and more mature companies and industries 
are already pursuing cost-saving measures through cutting-
edge technologies. As a result, investment in businesses 
that focus on alternative fuels and renewable energy surged 
to $117 billion worldwide in 2007, up 41% from 2005, 
according to the 2008 CapGemini/Merrill Lynch "World 
Wealth Report." The report noted that venture capitalists 
distributed some $5.2 billion to green-related projects 
throughout North American and Europe in 2007, a big jump 
from the $174 million invested in 2001. 

Today, there are a number of mutual funds, exchange-
traded funds, and other pooled vehicles dedicated to green 
and alternative-fuel investments. By understanding the 
brave-new-world of energy, long-term stock investors may 
be in a better position to evaluate their current portfolio 
mix and explore investment opportunities just over the 
horizon. 

How Fidelity can help  
Read more analysis on the financial markets from Fidelity's 
Market Analysis, Research and Education (MARE) group, a 
unit of Fidelity Management & Research Company that 
provides timely analysis on developments in the financial 
markets. 

(Paul Lombino is a frequent contributor to Fidelity 
publications. E-mail any comments to Investor's Weekly at 
Investors.Weekly@fmr.com.) 

These opinions do not necessarily represent the views of Fidelity 
or any other person in the Fidelity organization and are subject 
to change at any time based upon market or other conditions. 
Fidelity disclaims any responsibility to update such views. These 
views may not be relied on as investment advice and, because 
investment decisions for a Fidelity fund are based on numerous 
factors, may not be relied on as an indication of trading intent on 
behalf of any Fidelity fund. 
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Periodic investment plans do not assure a profit or protect 
against a loss in a declining market. 
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