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Purpose of Analysis

+ To quantify the economic benefits of forward-engaged naval
forces {/lm’
- QDR input —

- develop new methodology for examining economic
impact

- educate policy makers and the general public

- lay foundation for further study and analysis
+ Final written report: 18 July 1997
- integration with coverage and response time analysis

- tighter links to historical record
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The Approach Used

. alysis examines the economic impact of the differential
ﬂ\ n oil futures prices resulting from U.S. Naval forward
g engagement and crisis response

impact on the United States and countries comprising the
Organization for Economic Development and Cooperation
[PESH]

- oil is essential commodity
- =
» its price movements produce greatest economic

fmpact ‘f\{)W ABLS if P-H’(ML it 7

- futures pnces reﬂect market expectations based on
available economic, political, military information

» best unbiased estimate of likely daily prices when
contracted delivery date arrives
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The Approach Used

Naval forward engagement and crisis response affects market
outlook

- futures prices increase in response to a crisis

» & premium nr‘;y be placed on immediate possession of oil
- prices quickly decrease following naval crisis response -—5
Differential in oil futures prices before and after naval crisis
response allows the economic benefits of naval forward
engagement and crisis response to be estimated
vector autoregression econometric model r]’D (/Wﬂc’(f‘
N | At
o
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The Approach Used

Measurable economic benefits include increases in Gross
Domestic Product (GDP), reduced unemployment and inflation,
expanded industrial production, construction, etc.

- this report concentrates on GDP

- other findings reported in appendix
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The Approach Used
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The Three Cases of wek>

« The Gulf War
- August, 1990

- The Irag-Kuwait Border Confrontation

- October, 1994

- Iranian Attacks on Gulf Shipping
- January, 1987
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The Gulf War

+ Occurred at a time of excess inventory and production

capacity

- mitigated oil price increases resulting from invasion of

Kuwait

Iraq threatens
over producers

Iraq invades
Kuwait

ol

2-Jul

2-Aug

OPEC agrees to
reduce output -

U.8. commits
to defend
Saud{ Arabia
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target price $21/bhl

Naval Posigraduate School

USMC troops
& equipment
in theatre

+ OPEC incapable of establishing firm produ;@wia_s/q

Independence CVBG
in Gulf of Oman

The Gulf War
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The Gulf War

= $2/;:b1 NYMEX Futures Prices

Market response
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The Gulf War
NYMEX Futures Prices
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The Gulf War

/‘,- Three measures of the naval crisis response effect:
" _ August 9th futures profile - August 7th futures profile

— » Direct impact O‘(’ a\M i
- August 9th futures profile - August 24th futures profile
- August 9th futures profile - Tight oil market profile

» pattern produced by no naval crisis response with oil
shortages producing an additional $5 per barrel price

increase ;fé F\D n ‘
(espons

» pattern produced by no naval crisis response,
assuming oil prices would increase to $30 at this time

78
—
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The Gulf War
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The Gulf War
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Savings on U.S. Oil Imports:

Eff ct 1: $3.2B Effect 2: $5.4B
¥y ot e o Vit §50
Potential Gains in U.S. GDP.

Effect 1: $55.2B  Effect 2: $94.0B

Effect 3: $10.1B
shawld ar (o4
NOT opp

Effect 3: $182.7B

Potential Gains in OECD GDP:@»@ Yilh W¥m€i)
Effect 1: $69.5B Effect 2: $119.6B Effect 3: $231.4B

Significant gains also occurred in the expansion of
industrial production, inflation reduction, and employment
creation
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The Iraq-Kuwait Border Confrontation

411197

{94
0Oil prices had crashed in July falling from $20 to $17
No prevailing concern over oil supplies

- traders doubted that Hussein would actually invade
Kuwait again

- upward slope of futures market curves indicated no
premium on immediate possession

March 18 - sanctions renewed

Summer - increasing pressure on U.S. to remove sanctions
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Iraq-Kuwait Border Confrontation

« Oct7: Iraqitroop movements

» Oct 8: George Washington CVBG/Tripoli ARG respond

- Oct 10: Prices fall when markets open on Monday

» Oct 13: Further price decline with medium term
equilibration in oil markets

- Oct 17: Slight rise in oil prices from final adjustment in
oil markets
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Iraq-Kuwait Border Confrontation

NYMEX Spot Prices
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Iraq-Kuwait Border Confrontation

NYMEX Spot Prices

‘/l Iraqi troop movements |
/ Markets respond on Monday
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The Iraqg-Kuwait Border Confrontation

$/bbl NYMEX Futures Prices
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Final adjustment

Medium term equilibrium
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The Iraq-Kuwait Border Confrontation

+ Three measures of the naval crisis response effect:

Short Run Impact
- October 10th futures profile - October 7th futures profile

Medium Term Impact
- October 13th futures profile - October 7th futures profile

Final Adjustment
- October 17th futures profile - October 7th futures profile
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The Iraq-Kuwait Border Confrontation

- Potential Gains in U.S. GDP:

Short Run: §7.1B Medium Term: $11.1B
Final Adjustment: $11.7B

Potential Gains in OECD GDP:

Short Run: $5.7B Medium Term: $17.9B
Final Adjustment: $15.1B

+ Potential Gains in World GDP:

Short Run: $6.9B Medium Term: $21.5B
Final Adjustment: $18.2B

- Significant gains again occurred in the expansion of
industrial production, inflation reduction, and employment
creation
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Iranian Attacks on Gulf Shipping
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Iranian Attacks on Gulf Shipping

+ Two measures of the naval crisis response effect:

Initial Impact
- January 27th futures profile - January 26th futures
profile

Medium Term Impact

- February 12th futures profile - January 26th futures
profile

- A potential final adjustment (23 Feb - 26 Jan) was not
calculated because it was more conjectural
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Iranian Attacks on Gulf Shipping

- Potential Gains in U.S. GDP:
Initial: $5.0B Medium Term: $11.2B

. Potential Gains in OECD GDP:
Initial: $6.9B Medium Term: $19.4B

. Potential Gains in World GDP:
Initial: $8.3B Medium Term: $23.3B

- Bignificant gains again occurred in the expansion of
industrial production, inflation reduction, and employment
creation
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Conclusions

- Linkage between oil prices and naval forward engagement
and crisis response has been established

- oil prices decline a day or so after naval crisis response
and the declines spread rapidly through the futures
markets

- gains increase with further equilibration in oil markets
- linkage occurred in three different economic/political
settings

. Spot price movements by themselves may seem small yet
produce significant positive economic impacts when they
ripple through the economy

These patterns are consistent for the United States as well

as the other major world economies FUY ,}/ha Qn\{?’

A E
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Iranian Attacks on Gulf Shipping

&
Occurs well into the Iran-Iraq war /4 mF,MH ia¢0s
Excess production led to depressed oil prices
Crisis evolves over time as part of larger conflict

- 9-21 Jan: Iranian offensive

- 19 Jan: Iranian use of Sea Killer in night attacks on
Gulf Shipping

- 27 Jan: Crisis response in form of U.5. announcement

of stepped-up presence

- 27 Jan: Immediate impact/equilibration in oil
markets

- 12 Feb: Medium term equilibration in oil markets
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Iranian Attacks on Gulf Shipping

NYMEZX Spot Prices

$/bbl
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During the year preceding this incident, oil prices were generally depressed
with OPEC struggling to assert control over price and production capacity.
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