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Iran has ordered the closure of the Strait of Hormuz. This is the 30-mile gap between
Iran and the United Arab Emirates, as shown on this map from Google. The waterway is
just above the word 'Arab' in the UAE's name:

The economic consequences of this action will be considerable.

That Iran is choosing to do it is one of the more predictable outcomes of what the USA
did last night.

Approximately 20% of the world's oil and liquid gas flows through this strait. The
tankers which pass through this narrow strip of water are large, relatively slow-moving,
and almost impossible to defend. Iran can, as a result, disrupt the flow of oil and gas to
large parts of the world, safe in the knowledge that there will be little impact on its own
exports, 90% of which go to China.

The inevitable consequence of the closure will be a substantial increase in global oil
prices, probably starting tomorrow morning. They have been running at around $75 per
barrel, as this chart from Trading Economics shows:
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It is quite possible that $100 a barrel is on the cards once again now, and we all know
the consequences of that.

As the chart shows, we saw price increases of this scale, and more, at the time of the
onset of the Russian invasion of Ukraine. Those price increases proved to be utterly
unnecessary: all that war did was temporarily disrupt the flow of oil for a short period,
and the same will probably be true with regard to this action by Iran.

It is almost certain that this action is not going to reduce global oil supplies by 20%.
Alternative shipping routes will be established relatively quickly because those
alternatives already exist in many cases. Other sources of oil and gas might become
more attractive for a while, and some places might well increase production.

But, there will be massive profiteering in the meantime, and what we can be sure of is
that this will fuel another round of inflation driven by external factors over which the UK
has no control, unless, of course, Keir Starmer is foolish enough to provide support to
the US attacks on Iran, which I can still hope he will not do.

However, as is always the case in situations like this, it is worth spelling out precisely
what the economic consequences of this are and what actions are, and are not,
required as a result.

Firstly, the Bank of England will not need to increase interest rates to eliminate the
inflationary consequences of this externally imposed price shock. That is partly because
inflation of this type will, in any case, induce the reduction in demand that interest rates
are supposed to deliver, albeit massively ineffectively. The singular negative impact of
those externally imposed price increases will be hard enough for people to manage. To
seriously increase their impact by increasing interest rates would not just be downright
harmful, and they would also be utterly unnecessary and entirely counterproductive.
However, what we know is that the Bank of England did increase rates in exactly similar
circumstances in 2022, and I fear that they will be foolish enough to do so again. We
are still paying the price for that folly: heaven knows what the cost will be this time.

Secondly, we are already living in an economy where the government's desired growth
is hard to find, and economic activity looks to be fragile, in the extreme. The likelihood
that an oil price shock will now make things worse is very high indeed. As a
consequence, Rachael Reeves should be entirely forgetting her existing plans, and
should instead be moving into a situation where she is planning to reflate the economy
to prevent the risk of a serious downturn, and even recession.

The result is that I think that Rachael Reeves needs to get back to the Despatch Box
very soon to describe what it is that she is going to do to save the UK economy in the
face of what will, in effect, be a wartime situation. We have no idea how long this will
last, but it is reasonable to expect that Iran is not going to be relaxed about this for
some time to come.
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Thirdly, as Gillian Tett noted in the Financial Times on Friday, when looking at an issue
that I have been addressing for some time, which is the likelihood of a stock exchange
crash, she said:

Three decades ago I became fascinated by the concept of “social silence” — or the idea
advanced by intellectuals such as Pierre Bourdieu that what we do not talk about is
more important than what we do. Right now this silence hangs heavily over the
markets.

As she concluded:

And here we come back to the problem of social silence. ...

[I]t might not take much for equity markets to crack; but it also means that no one
knows when (or if) this might occur. Sometimes it is indeed the silence that screams
loudest of all.

In other words, she believes that in the face of overwhelming risk, markets can become
paralysed by fear, but a trigger point could destabilise them very quickly.

When she wrote, she did not know what that trigger point might be. I would now
suggest that we do. A massive oil price increase, coupled with major hostility between
the US and Iran, with Israel directly involved, and a potential for other countries to be
pulled in, is more than enough to create a massive stock exchange panic and a
substantial fall in share prices. Markets may remain irrational in the face of this, but I
very much doubt it. I suspect that the tipping point has arrived. Markets are heavily
overvalued. They may not be for much longer.

When Donald Trump sent bombers into Iran on Saturday night, he no doubt thought
that, like his predecessors when authorising such raids, he was going to undertake a
surgical strike to take out a facility.  I suspect that he saw very little risk to himself and
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thought that he could walk away without any significant consequences arising once the
raid was over.

But Iran is not Iraq, not least because, unlike Iraq, Iran is a historic, clearly defined state
with quite a high degree of internal cohesion, even if its people may not be terribly
keen on their current leadership.

What is more, Iran has a much stronger strategic position than Iraq, and is much
stronger economically, which fact is reinforced by its considerable alignment with
China, which is no doubt enjoying the embarrassment that this conflict will impose upon
the USA and Europe.

The US Secretary of Defence, Pete Hesgeth, might claim that the missions have
achieved their goals, but there must be some uncertainty as to the truth of that claim
as yet. However, the immediate goals were never the issue in this situation. The
consequences always were.

One of those consequences will be for Trump himself. He promised the MAGA
movement that he would not get involved in conflict outside the USA, and most
especially in the Middle East, and now he has done so, directly, in complete
contradiction to the policies of previous US presidents and in a fashion entirely contrary
to the isolationist foreign policy that he promised. The MAGA may not forgive him. He
might face a serious Republican backlash as a consequence.

The impact of this conflict will also be felt on the US economy, although the increased
price of oil might make US shale profitable for a while, when nothing else will.

And, every country that still thinks it has some sort of alliance with the US will curse the
economic consequences of what Trump has done.

No doubt, so too will you in due course when the impacts that I forecast hit, and the full
folly of the Bank of England and Reeves will be exposed, yet again.

We are living in dangerous times, and amongst the dangers we face is a full-blown
economic recession. Those with economic power in our country have the power to
prevent this if they change their behaviour as a consequence of the development of a
wartime environment, which is what we now have. My fear is that they will do no such
thing, and then we will all be in deep trouble.
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