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 IN THIS ISSUE: 

• More On The Middle East 

• China’s Exposure To The Persian Gulf 
 

The war in Iran is approaching the two-week mark.  What started as a focused set of 

sorties has broadened into something more durable and dangerous.  Iran is not 

Venezuela. 

It has been a volatile interval on the ground in the Middle East, and in the financial 

markets.  Here is some background on how we are thinking about the economic 

consequences of the hostilities. 

• We are experiencing a significant energy shock. The Strait of Hormuz, a narrow 

artery through which a substantial fraction of the world’s oil passes, is essentially 

closed.  Iran is able to imperil transit effectively with inexpensive mines and drones, 

discouraging passage and raising maritime insurance rates.  It will be difficult, if not 

impossible, to neutralize this threat through aerial attacks alone. Using naval escorts to 

clear a path may not be that effective, and raises the risk of military casualties. 

Alternative channels like pipelines cannot handle the same level of output, and cannot 

move commodities other than oil.  With storage capacity stretched, crude production 

has slowed; oil producing countries in the Middle East are seeing reduced export 

revenues.  Once stopped, restarting production will take time. 

Oil prices have risen significantly, and they have been extremely volatile.  The 

downstream impacts of this on fuel costs for consumers, factories and transportation 

around the world are already being felt.  Derivatives from oil refining are used in a 

range of products, including fertilizer.  Diminished energy and aluminum supplies may 

impair factories in a number of countries, extending the disruption to a wide range of 

products.  Shipping costs are up sharply.  The inflation that will ensue could be broader 

and deeper than anticipated. 
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Damage to critical infrastructure in the region has been limited, but could easily expand.  If a 

key production facility or energy terminal is attacked, energy prices could ascend sharply.  This 

is among the many non-linearities surrounding the situation. 

To compensate for dwindling imports, several nations have announced releases from strategic 

petroleum reserves, but using stocks to offset flows is a temporary solution at best.  Some 

countries, like India, have very modest reserves, which will not provide much of a buffer.  

Other nations are starting to limit exports, extending distortions in the market. Rationing is also 

being employed in some places. Government support for energy consumers or temporary 

reductions in fuel taxes will add to fiscal deficits, and may place pressure on bond or currency 

markets in the countries that apply them. 

The impairment of the energy supply chain is not as substantial as the broad shock produced by 

the pandemic.  But the 2020 experience illustrates how consequences can radiate from an 

epicenter. 

While the world is much less petroleum-dependent than it once was, we’re being reminded that 

no other commodity is as central to economic activity…and daily life.   

• Reaching a true conclusion to the conflict may take months, not weeks. The longer it goes 

on, the greater the economic costs.    

There are certainly factors which may serve to limit the fighting.  Iran has targeted civilian 

infrastructure in a range of Gulf countries, hoping that they will pressure the United States and 

Israel to back down.  The war is unpopular and will add to inflation in the United States, creating 

political costs for the administration.  Supplies of materiel are limited, and may govern the 

intensity of attacks.  Support from European allies has been tepid, at best; their tacit acceptance 

of what is going on may have its limits. 

On the other side, the naming of Iran’s new spiritual leader, the son of the man killed in the 

initial attack on Iran, appears to be an act of defiance.  Negotiations aimed at finding an “off 

ramp” are a long way off.  The conflict has multiple fronts, and involves a range of parties; 

engineering a durable truce amongst them will not be easy.  The objectives of the United States 

and Israel are aggressive; fully suppressing the threat that Iran poses to the region will take time 

and the investment of ground troops, and success is not assured. 

Iran has been involved in a long series of conflicts in recent decades.  A reading of the history 

suggests that surrender is not in their nature.  We’ve yet to see terrorist or cyber attacks on 

Western targets; the possibility of that kind of escalation is present. 

Declarations of victory have already been offered by both sides.  But on the ground, it appears 

likely that the fighting, and the risks associated with it, will remain severe for some time. 

• The economic consequences of the war will be considerably greater for Europe and Asia 

than they will for the United States.  Energy costs take up a much larger share of household 

budgets in non-US markets, with many nations reliant on imported liquified natural gas.  The 

challenges will be especially complicated for India and emerging economies in Asia.  

Oil shocks typically depress economic growth by acting as a tax on consumers and businesses, 

limiting their purchasing power.  This tends to reduce inflation, but the force of higher prices for 

energy and other products is expected to be more significant. 

Hopes for a quick 

resolution are 

unrealistic. 
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Higher inflation rates across the world will change the trajectory of central bank policy.  Futures 

markets have pushed out their expectations of rate cuts from the Federal Reserve, and are now 

expecting rate increases from the Bank of England and the European Central Bank later this 

year. 

China is also in focus.  Last year, Iran and Venezuela supplied about 15% of China’s crude oil.  

About a quarter of China’s imports of liquified natural gas come from the Middle East.  For an 

industrial economy of China’s scale, any interruptions in energy supplies could be very 

damaging to growth. 

The United States and China are scheduled to begin a high-level summit at the end of the 

month.  Some think that this vulnerability will provide the U.S. some additional leverage in those 

discussions, which are to focus on trade terms.  My partner Vaibhav Tandon offers more 

extensive thoughts on the impacts to China in a separate article. 

The situation remains very fluid.  We’ll endeavor to keep you apprised as events unfold. 

Ties That Bind 

China has relied heavily on exports to help underpin growth.  That strategy, however, rests on a 

narrow set of implicit assumptions.  One of these is uninterrupted access to energy supplies and 

shipping corridors far beyond the country’s borders.  The war in the Middle East risks bringing that 

dependency into sharper focus, given the region’s central role in China’s energy security.   

For now, China has been largely shielded from the immediate shocks from the conflict.  But the 

spillovers are likely to build.   

As the world’s largest importer of crude oil and liquefied natural gas, China is among the most 

exposed major economies to a prolonged energy shock.  It sources around half of its oil supplies 

and around a third of its liquefied natural gas (LNG) from Saudi Arabia, Iraq, the UAE, Oman and 

Qatar.  China is also the principal buyer of sanctioned Iranian crude oil, which is estimated to 

account for 13%-15% of its total crude imports.   

China is relatively well placed to absorb the initial shock.  Years of aggressive stockpiling have left 

it with an estimated 1.2 billion barrels of crude in onshore reserves, equivalent to up to four months 

of import demand.  This substantial buffer would help delay rationing or widespread disruption.  

China can further increase purchases from Russia, its largest source of crude.  Beijing has also 
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The conflict will 

depress economic 

growth and lift 

inflation. 

https://www.northerntrust.com/united-states/insights-research/2026/weekly-economic-commentary/chinas-export-run-continues
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pre-emptively ordered refiners to curb fuel exports to preserve domestic supply.  

China’s broader energy mix offers additional insulation.  Although China imports around a quarter 

of its LNG from Qatar, natural gas plays a smaller role in its industrial base than in many peer 

economies.  Coal and renewables are the backbone of its power systems, with oil and gas 

accounting for only about 4% of its electricity generation, far below the 40%-50% share seen 

across much of Asia.   

That said, a prolonged disruption in the Strait of Hormuz raises the risk of physical shortages that 

could weigh on industrial activity and supply chains.  While Iranian barrels could be replaced over 

time, other Gulf dependencies would be far harder to offset.   

To soften the blow on households, China has already raised its regulated fuel price caps.  While 

administered prices help cushion consumers, the adjustment ultimately shifts the burden onto fiscal 

balances and eventually to corporate margins.  Second‑round effects such as higher transport 

costs, elevated shipping insurance premiums and pressure on fertilizer markets are also on the 

horizon.  Energy‑intensive sectors such as chemicals would be among the most exposed to  

volatility in crude prices, while fertilizer shortages would pose additional risks across food supply 

chains.   

Over time, the stress would extend beyond energy into exports, investment and credit.  A disruption 

lasting several months would take a severe toll on global consumption, compressing demand for 

Chinese goods. That environment would weigh directly on China’s external performance at a 

moment when export resilience is already being tested. 

China’s widening global footprint adds to further indirect exposure.  The Middle East has assumed 

greater significance for China in the wake of its trade confrontation with the United States.  The 

UAE has emerged as the fastest‑growing destination for Chinese auto exports.  Demand for 

Chinese steel has also surged across the Gulf, led by Saudi Arabia.  Taken together, China’s 

exports to the six Gulf Cooperation Council (GCC) nations expanded at twice the pace of its 

shipments to the rest of the world in 2025. 

Investment and financial links are deepening in parallel.  Heightened scrutiny of Chinese funds in 

major economies has pushed capital flows toward the Gulf as an alternative destination.  Between 

2019 and 2024, China invested close to $90 billion directly into the region and is the leading foreign 

The longer the 

fighting lasts, the 

greater the risks for 

China. 
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investor in critical areas such as desalination.  Chinese capital is increasingly involved in financing, 

building and operating infrastructure, power grids and petrochemical facilities across the Gulf. 

The Middle East now accounts for roughly 10% of China’s global stock of overseas loans and 

grants.  Chinese banks extended a record $16 billion in loans to GCC economies last year, marking 

a near four‑fold increase from around $4 billion in 2024.  Some of these credits may be at risk if the 

conflict continues on. 

All of this comes as China’s leadership recalibrates its economic ambitions.  At the recent National 

People’s Congress, Beijing set a 2026 growth target of 4.5%–5.0%, the lowest in more than three 

decades.  This is being seen as a tacit acknowledgement of diminishing returns from traditional 

growth drivers.  A sustained Middle East war that pushes input costs higher and drags on global 

demand would complicate efforts to stabilize growth even at this reduced pace, especially given 

China’s limited policy flexibility and its continued reliance on supply side stimulus. 

The longer the Middle East war persists, the more it will start eroding the very assumptions that 

have allowed exports to sustain economic momentum: stable energy inputs, reliable logistics and 

healthy external demand.  China may have buffers to absorb the initial shock, but it cannot 

stockpile its way out of a sustained disruption. 
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China has a lot riding 
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